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Chapter I.A
Antitrust Law and the “New Economy”
1. INTRODUCTION
The term “new economy” can describe a diverse array of markets in which new information,
communication, and other technologies have produced significant changes in recent
decades. For purposes of this Report, the key question is whether antitrust analysis can
properly account for the economic characteristics of these markets. Those economic characteristics include innovation, intellectual property, and technological change. As referenced in this Report, the new economy includes those industries in which innovation, intellectual property, and technological change are central features.
To assess how well antitrust law addresses competitive issues in such industries first
requires an understanding of the major changes in antitrust analysis in recent decades.
During this period a quiet transformation has strengthened the economic foundations of
antitrust and increased its flexibility. These changes have improved the likelihood of an accurate assessment of competitive effects. In particular, the flexibility to account properly for
the efficiencies associated with business conduct means that antitrust analysis has become
less likely to condemn improperly business conduct that in fact benefits consumer welfare.
The Commission sought comment on and testimony about the application of antitrust
analysis in industries in which innovation, intellectual property, and technological change are
central features. Among other things, the Commission asked whether antitrust law encouraged a static analysis of dynamic industries or whether particular features of new economy industries posed distinctive problems for antitrust analysis. The Commission also asked
whether antitrust law should use different benchmarks for market definition or market
power assessments in new economy industries because innovation-driven firms may need
to set prices above marginal costs to earn reasonable returns on their investments in innovation.
Commenters and witnesses largely agree that antitrust analysis has sufficient grounding
in sound economic analysis, openness to new economic learning, and flexibility to enable
the courts and the antitrust agencies properly to assess competitive issues in new economy industries. Most importantly, commenters noted, the economic principles on which
antitrust is based do not require revision for application to those industries. As one economist noted, basic economic principles do not become “outdated” simply because industries become highly dynamic.1
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The Commission agrees and makes the following recommendations.

1. There is no need to revise the antitrust laws to apply different rules to industries
in which innovation, intellectual property, and technological change are central
features.
2. In industries in which innovation, intellectual property, and technological change
are central features, just as in other industries, antitrust enforcers should carefully
consider market dynamics in assessing competitive effects and should ensure
proper attention to economic and other characteristics of particular industries
that may, depending on the facts at issue, have an important bearing on a valid
antitrust analysis.

The economic principles that guide antitrust law remain relevant to and appropriate for
the antitrust analysis of industries in which innovation, intellectual property, and technological change are central features. Antitrust analysis, as refined to incorporate new economic learning, is sufficiently flexible to provide a sound competitive assessment in such
industries. This has improved the potential for a sound competitive assessment in all
industries, including those characterized by innovation, intellectual property, and technological change.
To be sure, not all agree with the results in particular cases. That antitrust has the proper tools for an economically sound analysis of competitive effects does not mean that everyone agrees on how to use those tools in particular cases or interpret the results of their
use. Nonetheless, the Commission concluded that current antitrust analysis is up to the task
of properly assessing the competitive effects of business conduct in new economy industries.
Just as in other industries, of course, antitrust enforcers evaluating business conduct in
new economy industries must ensure proper attention to particular market dynamics and
economic characteristics that may play a role in determining likely competitive effects.
Certain characteristics may arise more frequently in markets in which innovation, intellectual property, and technological change are key factors than in some other industries.
These characteristics can include:
● very high rates of rapid innovation;
● falling average costs (on a product, not a firm-wide, basis) over a broad range of output;
● relatively modest capital requirements;
● quick and frequent entry and exit;
● demand-side economies of scale;
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● switching costs; and
● first-mover advantages.
That one or more of these characteristics may be important in the context of a new economy industry, however, does not suggest that such characteristics never appear in other
industries or that all of the listed characteristics always appear in new economy industries.
Rather, the point is simply that proper antitrust analysis in all industries requires careful consideration of economic characteristics of the industry, and the listed characteristics are ones
that may play important roles in industries in which innovation, intellectual property, and technological change are central features.

2. BACKGROUND
Antitrust law has gone through many changes. From the 1950s through the early 1970s,
antitrust law was expansively interpreted and broadly enforced. Plaintiffs frequently won, and
a wide variety of business practices were presumed to be illegal.2 The bases for such expansive interpretations was sometimes questionable, however. Courts, for example, in some
cases seemed more concerned about protecting competitors than consumers. Business
practices might be quickly condemned, seemingly on the basis of courts’ skepticism that
businesses would try to maximize profits by becoming more efficient, rather than by obtaining greater market power.
These expansive interpretations of antitrust law precipitated a sea change, led by critics
who questioned the basic premises of antitrust law as it was then enforced. “In the 1960s
through the 1980s, [antitrust scholars generally associated with the University of Chicago]
explained how many market structures and practices that antitrust treated with hostility could
be beneficial.”3 Around the same time, antitrust scholars generally associated with Harvard
advanced the concept that, in developing antitrust rules, courts and enforcers should keep
in mind institutional limits, so that “antitrust rules [do] not outrun the capabilities of implementing institutions.”4 In the 1980s, developments in economics continued to influence
antitrust thinking, with “‘post-Chicago’ economic literature argu[ing] that certain market
structures and types of collaborative activity are more likely to be anticompetitive than
Chicago School antitrust writers imagined.”5
All of these schools of thought “emphasize[] reliance on economic theory in the formulation of antitrust rules.”6 The reassessment of antitrust doctrine based on economic learning has resulted in significant improvements to antitrust law over the past thirty years. This
Section briefly reviews a few of the most important developments below. First, antitrust case
law integrated the related principles that antitrust protects competition, not competitors, and
it does so in order to ensure consumer welfare. Second, as new economic learning suggested possible procompetitive explanations for conduct previously assumed to be anticompetitive, the courts moved away from per se rules of automatic illegality toward a more
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flexible rule of reason analysis that would allow consideration of procompetitive explanations
of challenged business conduct. Finally, antitrust enforcers have recognized the importance
of intellectual property as a spur to innovation and have adopted policies that reflect a
greater sensitivity to the need to protect incentives to innovate.

A. Antitrust Protects Competition, Not Competitors,
a n d S h o u l d E n s u r e C o n s u m e r We l f a r e
During the 1960s and early 1970s antitrust decisions from the Supreme Court sometimes
seemed more directed to protecting small businesses than to protecting competition that
would benefit consumers through lower prices, improved quality, or innovation.7 Indeed, in
some instances the Court “condemned conduct precisely because it reduced costs or generated more desirable products [for consumers].” 8 For example, in FTC v. Procter & Gamble
the Court affirmed that a merger was illegal because it created efficiencies its rivals could
not match.9 Decisions such as this were criticized as likely to deprive consumers of lower
prices or other benefits from the increased competition that a more efficient merged firm
could provide.10
Such decisions also were criticized for the absence of a coherent rule of law that could
explain them.11 On what basis should courts decide to disallow cost-saving, pro-consumer
transactions so that smaller, less efficient firms could be kept afloat? The Court’s premise
seemed to be that all markets should be made up of many small firms, staying as close
as possible to the economic ideal of “perfect competition.”12 “The Warren Court defined
‘competitive’ as a market containing many firms, the small ones having a ‘right’ to compete
with the bigger ones.”13 The underlying economic assumption was that a “certain [industry]
structure made certain types of conduct inevitable, so antitrust should be directed mainly
toward anticompetitive industry structures.”14
Developments in economic learning seriously undermined these premises and sent
antitrust law in a new direction. Economic research found procompetitive reasons to explain
highly concentrated markets—that is, that the most efficient firms were winning the competitive struggle and thereby achieving high market shares.15 Some economists and lawyers
further contended that effective competition did not require dozens of little firms, but
instead could occur with relatively few firms in a market.16 If effective competition could occur
without many small firms in a market, then courts did not need to interpret antitrust law to
protect small businesses at the expense of consumers.
In response to this and other advances in economic understanding, the Supreme Court
in 1977 stated without caveat that the “antitrust laws . . . were enacted for ‘the protection
of competition, not competitors.’”17 The adoption of this principle represented a marked
change in the direction of antitrust law. There is now a better understanding that trade-offs
exist between the goals of consumer welfare and protecting small firms. To protect small
firms can mean a less efficient economy in which consumers must pay higher prices.
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Conversely, to allow firms to achieve economies of scale may harm small firms. “For example, large scale production and distribution may reduce costs but also eliminate competitive opportunities for small firms.”18
In 1979 the Supreme Court once again chose to interpret the antitrust law to protect consumers, not small businesses, describing the Sherman Act as a “consumer welfare prescription.”19 Other courts have adopted similar views.20 For the last few decades courts, agencies, and antitrust practitioners have recognized consumer welfare as the unifying goal of
antitrust law.21 “Few people dispute that antitrust’s core mission is protecting consumers’
right to the low prices, innovation, and diverse production that competition promises.”22

B. Procompetitive Explanations May Exist for Much
B u s i n e s s C o n d u c t , S o A n t i t r u s t L aw S h o u l d Av o i d
Per Se Rules of Automatic Illegality
Over time, new economic learning has brought to the fore procompetitive explanations for
certain business practices previously condemned outright.23 Some have argued that many
practices reflect aggressive competition or innovation and “that nearly all vertical practices
[e.g., arrangements between manufacturers and distributors], price discrimination and most
strategic pricing, many patent practices, and business torts were rarely or never anticompetitive.”24 New anticompetitive theories have also emerged.25 Given the potential for either
procompetitive or anticompetitive explanations for business conduct, antitrust analysis
needed to move away from per se rules of automatic illegality.
In 1977 in Continental T.V., Inc. v. GTE Sylvania Inc., the Supreme Court relied on economic
reasoning to hold that territorial restraints on franchisees should be evaluated under the
rule of reason, rather than viewed as per se illegal.26 Territorial restraints forbid franchisee
retailers from selling the manufacturer’s products outside their agreed-upon locations,
which typically do not overlap with those of other franchisees. Although such restrictions
could reduce competition among franchisees of the same manufacturer (“intrabrand competition”), the Court explained that they also could increase competition among different
manufacturers’ franchisees (“interbrand competition”).27
“Economists have identified a number of ways in which manufacturers can use such
restrictions to compete more effectively against other manufacturers,” the Court stated.28
For example, such restrictions may be used to provide franchisees with sufficient incentives
to engage in promotional activities or to provide service and repair facilities for the manufacturer’s products. Franchisees might be reluctant to make such investments without territorial restraints because they would worry that other franchisees of the same manufacturer
would “free ride” on their efforts to promote the manufacturer’s brand, the Court pointed
out.29 In light of these potentially “redeeming virtues,” the rule of reason, not a per se rule
of automatic illegality, should be applied.30 Moreover, the Court directed, “departure from
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the rule of reason standard must be based upon demonstrable economic effect rather than
. . . upon formalistic line drawing.”31
The Court’s decision in Sylvania marked a major turning point in antitrust law. After this
decision, “the Court systematically went about the task of dismantling many of the per se
rules it had created in the prior fifty years, and increasingly turned to modern economic theory to inform its interpretation and application of the Sherman Act.”32 Indeed, only two years
later, in Broadcast Music, Inc. v. Columbia Broadcasting System, Inc., the Court refused to
apply a per se rule to circumstances in which alleged price-fixing among competitors provided substantial efficiencies that could not be obtained through other means.33 Defendants
were the American Society of Composers, Authors and Publishers (ASCAP) and Broadcast
Music, Inc. (BMI), both of which had thousands of composers as members. The composers
granted nonexclusive licenses to their compositions to ASCAP or BMI, which then created
blanket licenses authorizing the playing of millions of copyrighted musical compositions at
agreed-upon fees. Plaintiff CBS objected that the blanket licenses issued to television networks were per se illegal price-fixing. The Court described the critical question as “whether
the practice facially appears to be one that would always or almost always tend to restrict
competition and decrease output, and in what portion of the market, or instead one designed
to ‘increase economic efficiency and render markets more, rather than less, competitive.’”34
For several reasons, including a substantial lowering of costs through eliminating thousands
of individual transactions, the Court held the blanket licenses should be “subjected to a
more discriminating examination under the rule of reason.”35
Since Sylvania and BMI, the Supreme Court and lower courts have often looked to economic learning to understand why firms may use particular business practices. Rule of reason analysis allows this examination of potential efficiency rationales for challenged conduct. Although there are exceptions, of course,36 the use of per se rules of automatic
illegality is now substantially reduced, replaced by a more discriminating analysis under the
rule of reason.

C. Antitrust Analysis Has Incorporated a More Sophisticated
Understanding of How Intellectual Proper ty Can Benefit
C o m p e t i t i o n a n d C o n s u m e r We l f a r e
During much of the twentieth century, the courts, antitrust enforcers, and antitrust practitioners viewed intellectual property with deep skepticism.37 Most assumed that a patent or
other intellectual property automatically created a monopoly,38 and Supreme Court cases fostered that presumption.39 Antitrust enforcers attempted to restrict the use of intellectual
property so that competition would be protected.40 Over-zealous antitrust rules for the use
of patents reached a pinnacle when, in 1972, the Antitrust Division of the Department of
Justice (DOJ) issued the so-called “Nine No-Nos,” a list of nine patent licensing practices
the DOJ generally viewed as per se illegal.41
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The influence of economic learning about the competitive benefits of intellectual property
and the potential efficiencies of intellectual property licensing and other conduct reversed
this trend. In 1981 the Chief of the Intellectual Property Section of the Antitrust Division
explained that because patents increase the reward for research and development, inventions are produced that otherwise would not have come about (or would not have come about
as quickly); in those cases, “the availability of a patent [serves] only to benefit competition—
to make additional or less expensive choices available to consumers.”42 In 1981 officials
from the DOJ renounced the Nine No-Nos.43 The 1995 Antitrust Guidelines for the Licensing
of Intellectual Property (DOJ/FTC IP Guidelines), issued jointly by the DOJ and the Federal
Trade Commission (FTC), take the view that “intellectual property licensing . . . is generally procompetitive”44 and should be examined under the rule of reason.45
As part of this trend, Congress in 1988 amended the Patent Code to eliminate a presumption that a patent confers market power in the context of patent misuse.46 The antitrust
agencies expanded that concept to include copyrights and trade secrets, stating in the
DOJ/FTC IP Guidelines that the antitrust agencies “will not presume that a patent, copyright,
or trade secret necessarily confers market power upon its owner.”47 In 2006 the Supreme
Court recognized that “Congress, the antitrust enforcement agencies, and most economists
have all reached the conclusion that a patent does not necessarily confer market power upon
the patentee.”48 In light of this consensus, the Court reversed its prior holdings and held
that, in a tying case, “the mere fact that a tying product is patented does not support . . .
a presumption [of market power.]”49
Over the course of recent decades, the courts and the antitrust agencies have thus moved
away from a presumption that intellectual property automatically creates a monopoly and
intellectual property arrangements are likely to harm competition. They now assess whether
particular intellectual property in fact confers market power and consider how business
arrangements involving intellectual property can benefit consumer welfare. This move has
opened antitrust analysis to a more economically sophisticated approach to intellectual property issues, increasing the likelihood that antitrust will properly value the contribution of intellectual property rights to innovation and competition.
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3. RECOMMENDATIONS AND FINDINGS

1. There is no need to revise the antitrust laws to apply different rules to industries
in which innovation, intellectual property, and technological change are central
features.

Current antitrust analysis has a sufficient grounding in economics and is sufficiently flexible to reach appropriate conclusions in matters involving industries in which innovation, intellectual property, and technological change are central features. Judge Richard A. Posner, for
example, has concluded that “antitrust doctrine is sufficiently supple, and sufficiently
informed by economic theory, to cope effectively with the distinctive-seeming antitrust problems that the new economy presents.”50 Others agree, finding, for example, that “[w]hile the
new economy has a number of distinct characteristics, antitrust enforcement is sufficiently flexible to account for the distinguishing features of the new economy and to preserve competition when it benefits consumers.”51
The fundamental economic principles that guide antitrust law remain relevant to and
appropriate for the antitrust analysis of new economy industries. Over the years, antitrust
analysis has been refined to incorporate useful aspects of new economic learning. This has
improved the potential for a proper competitive assessment in all industries, including those
characterized by innovation, intellectual property, and technological change.
Moreover, antitrust analysis, guided by valid economic principles, is sufficiently flexible
to provide a sound competitive assessment in such industries. Rule of reason analysis, for
example, can accommodate the assessment of a wide variety of factors, including likely procompetitive effects of challenged conduct. As discussed above, advances in economic
learning have persuaded courts to replace many per se rules of automatic illegality with a
more flexible analysis under the rule of reason.
Increased flexibility and improved economic understanding can be seen in the evaluation
of both joint and unilateral conduct under the Sherman Act, where courts have largely
turned away from the application of per se rules of automatic illegality and moved toward
rule of reason analysis. Likewise, the analysis of mergers has moved away from structural
presumptions that increased concentration will necessarily result in anticompetitive conduct,
toward a more complex analysis that incorporates predictions of competitive effects using
tools of modern economic analysis. Significantly, both rule of reason analysis and current
merger analysis require an evaluation of procompetitive efficiencies that may result from
firms’ agreements, unilateral conduct, or proposed transactions. This is a significant positive change from the typical antitrust analysis of thirty years ago.
In addition, as discussed above, the courts and the antitrust agencies in recent decades
have evidenced a greater appreciation of the importance of intellectual property in promoting
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innovation and, accordingly, the need to incorporate this recognition into a dynamic analysis of competitive effects. Witnesses and commenters remarked there is an improved
understanding that antitrust law and patent law are complementary, with both seeking to
encourage innovation and competition.52
Antitrust analysis can be properly applied in dynamic, innovation-driven industries.53
Rapid technological progress and innovation are not new issues in antitrust law.54 One witness pointed out “innovation has been the driver of American economic growth since at least
the passage of the Sherman Act in 1890” and maintained “antitrust doctrine does not focus
on static analysis.”55 Yet another stated that “[a]ntitrust law is sufficiently flexible to take
innovation concerns into account, and today’s theories, which may be replaced over time,
need not be codified into the statute.”56
Indeed, the evolution of antitrust law—both through case law and agency guidelines—has
shown that new or improved economic learning can be incorporated into antitrust analysis
as appropriate. Allowing the ongoing incorporation of economic learning into antitrust case
law and agency guidelines is preferable to attempts at legislative change to specify different antitrust analyses for industries characterized by innovation, intellectual property, and
technological change. Industries that fall into those categories will keep changing over time;
attempts to define them would likely be difficult and impermanent at best. Furthermore, economic learning continues to evolve, and antitrust law needs to be able to incorporate this
new learning as appropriate. It is important that antitrust develops through mechanisms,
such as case law development in the courts and agency guidelines, that allow ongoing
reassessments of existing law and economic principles relevant to antitrust analysis.

2. In industries in which innovation, intellectual property, and technological change
are central features, just as in other industries, antitrust enforcers should carefully
consider market dynamics in assessing competitive effects and should ensure
proper attention to economic and other characteristics of particular industries
that may, depending on the facts at issue, have an important bearing on a valid
antitrust analysis.

Antitrust analysis in all industries requires careful assessments of each industry’s market dynamics and economic characteristics. To take proper account of market dynamics,
antitrust analysis should carefully consider the incentives and obstacles that firms seeking
to develop and commercialize new technologies may face.57 Antitrust enforcers should
“explicitly recognize that market conditions, business strategies, and industry structure can
be highly dynamic.”58
Innovation provides a significant share of the consumer benefits associated with competition, particularly in the most dynamic industries.59 New and improved products and serv-
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ices, as well as new business methods and production processes, are created through innovation. 60 To improve the application of antitrust in new economy industries, antitrust
enforcers should give further consideration to efficiencies that lead to more rapid or
enhanced innovation.61 The potential benefits to consumer welfare from such efficiencies
are great, thus warranting careful assessments of the potential for certain business conduct to create more rapid or enhanced innovation.
“[A] proper market-power inquiry in new economy industries must include a serious
analysis of the vigor of dynamic competition” that looks beyond current sales figures.62 To
account properly for dynamic effects, antitrust enforcers must recognize that current market shares may overstate or understate likely future competitive significance. The Supreme
Court identified this issue thirty years ago in United States v. General Dynamics, a merger
case in which a coal company’s share of uncommitted coal reserves was a better indicator
of its likely ability to compete for future supply contracts than its historical market share.63
Analogous examples can be found in new economy industries, in which there may be
“sequences of races to develop a new product or . . . to replace an existing product through
drastic innovation.”64 For example, if a firm has failed recently to introduce new and improved
products comparable to rivals’ new offerings, and has no plans to do so, its likely future competitive significance may be far less than would be indicated by its historical market share.65
A recent entrant with a promising new product, on the other hand, may have greater likely
future competitive significance than its current low market share might suggest.66
Intellectual property may be critical to future innovation in an industry, so it is also
important “to examine ownership of and investment in relevant intellectual property—
which may involve technologies not currently in commercial use.”67 If, for example, the current leader “owns all intellectual property necessary for radical innovation, dynamic competition will not be effective.”68 If a firm with a low market share holds an intellectual
property asset essential for future product development, that firm’s likely future competitive significance may be far greater than that of a current market leader that has no promising new products or intellectual property assets in the pipeline.69
Antitrust analysis also must recognize that a price above marginal cost, by itself, does
not necessarily suggest that a firm has market power that should be relevant in an antitrust
matter or is operating anticompetitively in a relevant antitrust market.70 Particularly in innovative industries, such as those in which intellectual property assets are key, firms may have
large, up-front fixed costs for research and development, and relatively small marginal
costs of production.71 In pharmaceuticals, for example, a drug that costs millions of dollars
to research, develop, and put through clinical testing may cost only a few cents per pill to
produce.72 Over the long run, the pharmaceutical company must set a competitive price that
will cover its up-front fixed costs, including a risk-adjusted cost of capital.73 Firms in innovative industries also must cover the costs of innovation failures, such as drug products that
fail before or during clinical testing.74
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For these reasons, firms with low marginal costs but large fixed costs, for research and
development and other innovative activity, for instance, often need to price significantly above
marginal costs simply to earn a competitive return in the long run. “This basic economic
observation is not new, either in practice or in theory: it holds in any industry with large fixed
costs, from railroads to microprocessors, from newspapers to computer software.”75
A number of industries in which innovation, intellectual property, and technological
change are central features also have one or more of the characteristics described briefly
below. Depending on the facts at issue, such characteristics may have an important bearing on a proper antitrust analysis.
Very high rates of rapid innovation. One critical feature of new economy industries is innovation competition.76 Competitive pressure to get new products or services to market ahead
of one’s competitors can lead to short product life cycles,77 with new products replacing the
old every few months instead of years. In addition, in some industries, “[s]uccessful incumbents . . . are constrained primarily . . . by the threat that another firm will come up with a
drastic innovation that causes demand for the incumbent’s product to collapse.”78 Threats
of drastic innovations may “force new-economy firms to invest heavily in R&D and to bring
out new versions of their products—including versions that lead to the demise of their old
versions.”79
Relatively modest capital requirements. Some new economy industries do not require
entrants to incur substantial sunk costs. Depending on the circumstances, some software
markets, for example, may require only modest capital investments for entry. Ease of entry
is relevant to assessment of whether a firm has or could obtain market power.
Quick and frequent entry and exit. In industries with relatively modest capital requirements
entry and exit may be quick and frequent. Start-up software enterprises, for instance, particularly during the 1990s, were frequently born only to die while very young.80 The extent
to which quick and frequent entry and exit characterize an industry also will be relevant to
whether a firm in such an industry could possess durable market power.
Falling average costs (on a product, not a firm, basis) over a broad range of output.
Economies of scale over a wide range of output are typical of industries with “large fixed
costs (most of which are sunk R&D expenditures) and low marginal costs.”81 New entrants
may not be able to duplicate these economies of scale and therefore may not be able to
constrain incumbent firms.82
Demand-side economies of scale. “Economies of scale in consumption describe the situation in which the larger the firm’s output is, up to some point, the more valuable that output is to its customers.”83 Examples include telephones and other interactive services, such
as email and online auctions.84 Computer programs also “tend to be more valuable the more
people use them because training, support by information-technology personnel, and standardization of equipment and procedures are facilitated.”85 The presence of demand-side
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economies of scale can have a variety of implications for antitrust analysis, including that
common standards typically are necessary to benefit from such economies.
Switching costs. In industries with demand-side economies of scale consumers may
need to incur costs to switch from one competitor to another. Such switching costs may deter
customers from moving from an incumbent to a new entrant and thus cause entrants to be
an ineffective competitive constraint.86
First-mover advantages. “There is often a substantial advantage to being the first in a hightech industry to develop and introduce a new product or the first to gain a significant market presence.”87 This advantage can arise, for instance, because the first to market can
quickly take advantage of demand-side economies of scale or gain a head-start on moving
down the learning curve for making the new product.88 Whatever the source of a first-mover
advantage in a particular industry, its effect is to encourage fierce competition by firms to
be the first to market. Antitrust analysis should take into account such competitive incentives.
In sum, antitrust law has sufficient grounding in economic learning and flexibility to provide appropriate analyses of competitive issues in new economy industries. Developments
in antitrust law in recent decades have made this possible. To tether antitrust law to the
goal of consumer welfare, achieved through free-market competition, with an analysis based
on economic learning, has benefited consumers and produced more consistency and predictability in antitrust doctrine.
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Chapter I.B
Substantive Merger Law
1. INTRODUCTION
Section 7 of the Clayton Act, enacted in 1914 and amended in 1950, prohibits mergers or
acquisitions where “the effect of such acquisition may be substantially to lessen competition, or to tend to create a monopoly” in a relevant market.1 Both the substance and the
procedures of antitrust merger enforcement have changed significantly in recent decades.
These changes are to some extent interrelated.
Before 1976, antitrust challenges typically occurred after a merger already had been consummated; such challenges sometimes took years to litigate. In cases where a court ultimately ruled the merger illegal and ordered the merged firm to divest the acquired assets,
it was sometimes difficult to recreate a competitively viable firm—that is, to “unscramble
the eggs”—and effectively restore lost competition.
Passage of the Hart-Scott-Rodino Antitrust Improvements Act in 1976 (HSR Act) changed
this dynamic.2 The HSR Act requires firms that propose mergers or acquisitions of a certain
size to notify the antitrust agencies and to adhere to certain waiting periods before consummating the proposed transaction.3 The HSR Act enables the agencies to obtain documents and other information to assess whether to challenge the proposed transaction. Either
the agencies can sue to block the entire transaction, or they can seek the divestiture of
assets in order to resolve competitive concerns while allowing the overall transaction to proceed. In practice, merging companies most often consent to relief sought by the agencies
in order to avoid time-consuming litigation that would delay closing the transaction and the
realization of related efficiencies.
As a result, there have been fewer litigated merger cases interpreting application of the
antitrust laws to mergers and acquisitions and greater reliance on agency enforcement guidelines and other guidance explaining how the agencies assess mergers and exercise their
prosecutorial discretion. This development has made merger enforcement more predictable,
due to the issuance of agency guidelines and other guidance and the fact that the enforcement agencies systematically review a greater number of transactions than was the case
prior to enactment of the HSR Act. Such expanded review has led to the development of substantial expertise within the agencies. Agency guidelines have served as both a source of
guidance to business and a mechanism through which advances in economic learning have
been integrated into substantive merger analysis. At the same time, the paucity of litigated court cases has made the merger review process much more administrative in nature.
Over time, the antitrust agencies and courts have moved away from the stringent enforcement standards that prevailed during the 1950s and 1960s, when mergers resulting in a
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merged firm’s market share as small as 5 percent had sometimes been found unlawful.4
The agencies’ promulgation of guidelines for merger analysis played an important role in this
process. In 1968 Assistant Attorney General Donald Turner “used the first merger guidelines
to bring rigor and transparency to the merger review process.”5 In 1982, and again in 1984,
Assistant Attorney General William Baxter further advanced merger analysis with new guidelines outlining specific issues that must be addressed to answer the critical question of
whether a merger would tend to “create or enhance market power or . . . facilitate its exercise.”6 The antitrust agencies have jointly updated these guidelines two more times: first in
1992, when the agencies revised the guidelines to clarify their analysis of competitive effects,
and most recently in 1997, when they added a section specifically addressing efficiencies.
The courts have played significant roles in interpreting and applying these guidelines.7
The Commission’s review and study of current merger enforcement standards revealed
a general consensus that the framework for analyzing mergers used by the antitrust agencies and the courts is basically sound. Most agree that current law, including as interpreted and applied under the agencies’ merger guidelines, is sufficiently grounded in economic learning and has sufficient flexibility to analyze properly the competitive issues that can
arise in industries in which innovation, intellectual property, and technological change are
central features.
Nonetheless, room for improvement exists. The Commission has agreed on recommendations that the agencies give substantial weight to certain factors in merger analysis, particularly with respect to efficiencies related to innovation; that the agencies further study
the bases for merger enforcement policy; and that the agencies increase the transparency
of merger review through a variety of means. The Commission makes the following recommendations.

3. No statutory change is recommended with respect to Section 7 of the Clayton
Act.
3a. There is a general consensus that, while there may be disagreement over
specific merger decisions, and U.S. merger policy would benefit from continued empirical research and examination, the basic framework for analyzing
mergers followed by the U.S. enforcement agencies and courts is sound.*
3b. The Commission was not presented with substantial evidence that current
U.S. merger policy is materially hampering the ability of companies to
operate efficiently or to compete in global markets.†

*

Commissioner Kempf does not join this recommendation.

†

Commissioner Kempf does not join this recommendation.
Commissioner Garza joins this recommendation with qualifications.
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4. No substantial changes to merger enforcement policy are necessary to account
for industries in which innovation, intellectual property, and technological change
are central features.*
4a. Current law, including the Merger Guidelines, as well as merger policy
developed by the agencies and courts, is sufficiently flexible to address
features in such industries.†
5. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should ensure that merger enforcement policy is appropriately sensitive to
the needs of companies to innovate and obtain the scope and scale needed to
compete effectively in domestic and global markets, while continuing to protect
the interests of U.S. consumers.
6. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should give substantial weight to evidence demonstrating that a merger
will enhance efficiency.
7. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should increase the weight they give to certain types of efficiencies.
For example, the agencies and courts should give greater credit for certain
fixed-cost efficiencies, such as research and development expenses, in dynamic,
innovation-driven industries where marginal costs are low relative to typical
prices.
8. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should give substantial weight to evidence demonstrating that a merger
will enhance consumer welfare by enabling the companies to increase innovation.
9. The agencies should be flexible in adjusting the two-year time horizon for entry,
where appropriate, to account for innovation that may change competitive
conditions.

*

Commissioner Delrahim does not join this recommendation.

†

Commissioner Kempf does not join this recommendation.
Commissioner Garza joins this recommendation with qualifications.
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10. The Federal Trade Commission and the Antitrust Division of the Department
of Justice should seek to heighten understanding of the basis for U.S. merger
enforcement policy. U.S. merger enforcement policy would benefit from further
study of the economic foundations of merger policy and agency enforcement
activity.
10a. The Federal Trade Commission and the Antitrust Division of the Department
of Justice should conduct or commission further study of the relationship
between concentration, as well as other market characteristics, and market
performance to provide a better basis for assessing the efficacy of current
merger policy.
10b. The Federal Trade Commission and the Antitrust Division of the Department
of Justice should increase their use of retrospective studies of merger
enforcement decisions to assist in determining the efficacy of merger policy.
11. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should work toward increasing transparency through a variety of means.
11a. The agencies should issue “closing statements,” when appropriate, to explain
the reasons for taking no enforcement action, in order to enhance public
understanding of the agencies’ merger enforcement policy.
11b. The agencies should increase transparency by periodically reporting
statistics on merger enforcement efforts, including such information as
was reported by the Federal Trade Commission in its 2004 Horizontal
Merger Investigation Data, as well as determinative factors in deciding
not to challenge close transactions. These reports should emanate from
more frequent, periodic internal reviews of data relating to the merger
enforcement activity of the Federal Trade Commission and the Antitrust
Division of the Department of Justice. To facilitate and ensure the high
quality of such reviews and reports, the Federal Trade Commission and
the Antitrust Division of the Department of Justice should undertake
efforts to coordinate and harmonize their internal collection and
maintenance of data.*

*

Commissioner Kempf does not join this recommendation.
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11c. The agencies should update the Merger Guidelines to explain more
extensively how they evaluate the potential impact of a merger
on innovation.*
11d. The agencies should update the Merger Guidelines to include an explanation
of how the agencies evaluate non-horizontal mergers.†

2. BACKGROUND
Federal antitrust merger enforcement has evolved significantly since enactment of the
Clayton Act in 1914. It has shifted in emphasis from a litigation-based system focused
on judicial review of consummated deals to an administrative regime in which two federal
agencies, the Antitrust Division of the Department of Justice (DOJ) and the Federal Trade
Commission (FTC), review mergers above a certain size prior to consummation.8 In recent
years, the DOJ/FTC Horizontal Merger Guidelines (Merger Guidelines or Guidelines) have
described the analytical framework used by the agencies for merger enforcement and guided the agencies’ enforcement approach.9
The Antitrust Division (under Assistant Attorney General Donald Turner) issued its first set
of merger enforcement guidelines in 1968.10 The DOJ explained that its purpose in publishing
the 1968 Merger Guidelines was to inform business, counsel, and others of “the standards
currently being applied by the Department of Justice in determining whether to challenge corporate acquisitions and mergers.”11 The 1968 Merger Guidelines used concentration within the relevant market as a guidepost for whether enforcement action should be taken, setting thresholds by which merger challenges became more likely as market concentration and
the market shares of the merging firms increased.12
In 1982 the DOJ issued a revised set of merger guidelines, under the leadership of
Assistant Attorney General William Baxter.13 To measure market concentration, the 1982
Merger Guidelines introduced use of the Herfindahl-Hirschman Index (HHI) and established
revised concentration thresholds, which are still in use today.14 More important, the 1982
Merger Guidelines expanded merger analysis beyond concentration thresholds to explain how
mergers may raise competitive concerns and to include an assessment of additional factors in the markets of relevance to the merger.15
The 1982 Merger Guidelines explained that antitrust law seeks to prevent mergers that
could increase the likelihood of collusion, either tacit or explicit, in a post-merger market.16

*

Commissioners Carlton and Kempf do not join this recommendation.

†

Commissioner Kempf does not join this recommendation.
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Thus, merger enforcement is one of the ways in which antitrust enforcers attempt to prevent tacit coordination in oligopolistic markets.17 Antitrust law also seeks to prevent mergers that would enhance market power by creating or strengthening a dominant firm, the 1982
Merger Guidelines explained.18
To ground the analytical framework of merger analysis more firmly, the 1982 Merger
Guidelines set forth a methodology for assessing market definition based on the behavior
that would be profitable post-merger for a hypothetical profit-maximizing monopolist.19
Market definition requires an assessment of substitutes to which customers could turn if
the merged firm attempted to raise price. The 1982 Merger Guidelines also introduced the
concept that entry by other firms into the relevant market might deter or counteract attempts
by a merged firm to raise prices post-merger, thus negating a merger’s potential anticompetitive effects.20
Several factors, including ongoing economic research that questioned the extent to which
market concentration was correlated with reduced competition, prompted these revisions to
merger analysis.21 In 1984 the DOJ made modest revisions to update the 1982 Merger
Guidelines with recent thinking and “to correct any misperception that the Merger Guidelines
are a set of rigid mathematical formulas that ignore market realities, and rely solely on a
static view of the marketplace.”22
In 1992 the DOJ and the FTC jointly issued merger guidelines, the first time both agencies set forth a unified approach to merger analysis.23 For market definition, the 1992 Merger
Guidelines continued to ask whether a hypothetical monopolist could successfully impose
a small but significant non-transitory increase in price.24 The 1992 Merger Guidelines further deemphasized the HHI thresholds. Although mergers that would increase concentration
by a certain amount in a highly concentrated market remained subject to a presumption of
anticompetitive effects, the 1992 Merger Guidelines explained that “market share and
concentration data provide only the starting point for analyzing the competitive impact of a
merger.”25
Once past this starting point, the 1992 Merger Guidelines emphasized a need to explain
how the proposed transaction could harm competition and which factors suggest the likelihood of such harm. The 1992 Merger Guidelines articulated more fully two mechanisms
of anticompetitive effects: (1) coordinated effects, that is explicit or tacit collusion, and
(2) unilateral effects resulting from the relaxation of competitive constraints on the combined
firm due to the acquisition of a close competitor. For each mechanism, the Guidelines outlined how particular factors might be more or less conducive to a particular theory of anticompetitive effects.26 In addition, the Guidelines refined the analysis of entry to focus on
the potential entrants’ need to sink costs in a relevant market as a key determinant of
whether entry would be “timely, likely, and sufficient” to deter or counteract anticompetitive
effects.27
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In 1997 the FTC and the DOJ revised the 1992 Merger Guidelines to elaborate on the
treatment of merger-related efficiencies. The revisions recognized that the main benefit of
mergers to the economy is their potential to achieve efficiencies.28 The Guidelines explained
that merging parties must show that the efficiencies resulting from the merger “would be
sufficient to reverse the merger’s potential to harm consumers in the relevant market, e.g.,
by preventing price increases in the market.”29
Although the Merger Guidelines have not been altered since 1997, the FTC and the DOJ
issued a Commentary on the Horizontal Merger Guidelines in 2006.30 The Commentary provides further explication of the Merger Guidelines, including examples of how the agencies
have applied them in particular matters. The Commentary does not change the standards
of the Merger Guidelines, however. Rather, the antitrust agencies issued the Commentary
“to provide greater transparency and foster deeper understanding regarding antitrust law
enforcement.”31

3. RECOMMENDATIONS AND FINDINGS
A. Merger Policy in General

3. No statutory change is recommended with respect to Section 7 of the Clayton
Act.
3a. There is a general consensus that, while there may be disagreement
over specific merger decisions, and U.S. merger policy would benefit from
continued empirical research and examination, the basic framework for
analyzing mergers followed by the U.S. enforcement agencies and courts
is sound.*
3b. The Commission was not presented with substantial evidence that current
U.S. merger policy is materially hampering the ability of companies to
operate efficiently or to compete in global markets.†

*

Commissioner Kempf does not join this recommendation.

†

Commissioner Kempf does not join this recommendation.
Commissioner Garza joins this recommendation but notes that the Commission was unable to assess
evidence sufficient to opine on the actual efficacy or effects of merger enforcement policy.
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4. No substantial changes to merger enforcement policy are necessary to account
for industries in which innovation, intellectual property, and technological change
are central features.*
4a. Current law, including the Merger Guidelines, as well as merger policy
developed by the agencies and courts, is sufficiently flexible to address
features in such industries.†
5. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should ensure that merger enforcement policy is appropriately sensitive to
the needs of companies to innovate and obtain the scope and scale needed to
compete effectively in domestic and global markets, while continuing to protect
the interests of U.S. consumers.

1. U.S. Merger Policy is Fundamentally Sound
The current merger policy of the United States is fundamentally sound. The testimony of
numerous antitrust practitioners and economists and comments from a variety of interested parties show general consensus on this point. Commentators agree that merger policy
has significantly improved since the 1950s and 1960s and, as a general matter, is on the
right course. Accordingly, the Commission does not recommend any statutory change to
Section 7 of the Clayton Act or any wholesale changes to merger policy overall.
Merger policy has seen significant improvements over the past twenty-five years. One witness reported that, during that period, “merger enforcement has become increasingly predictable, transparent, and analytically sound.”32 He also explained that merger policy has
become stable and bipartisan, affording “a sense of gravity that previously was lacking.”33
Changes since the early 1980s mark a significant improvement from the policies reflected
in court cases of the 1950s and 1960s.34 Several witnesses stated that U.S. merger
enforcement policy is readily defensible35 and that room for improvement exists only on the
margins.36
Commenters agreed that merger policy in the United States has benefited significantly
from the introduction of the Merger Guidelines, along with subsequent revisions and refinements to them.37 There is general consensus that the Merger Guidelines have acted as the

*

Commissioner Delrahim does not join this recommendation.

†

Commissioner Kempf does not join this recommendation.
Commissioner Garza joins this recommendation with the proviso that current enforcement can be
improved in the ways suggested in the Commission’s other recommendations.
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“blueprint[] for the architecture” of merger analysis and, overall, provide a guide that “functions well.”38 The Guidelines have had a significant influence on judicial development of merger law, which is reflected in their widespread acceptance by the courts as the relevant framework for analyzing merger cases.39 Conversely, the courts have occasionally influenced how
the agencies have revised the Guidelines.40 The Guidelines have also provided useful guidance and transparency to the business community and antitrust bar.41 Finally, the Guidelines
have helped to influence the development of merger policy by jurisdictions outside the United
States.42
To be sure, some disagree with the outcomes of particular merger cases. Different antitrust enforcers may interpret evidence differently and therefore reach different conclusions
as to the likelihood of anticompetitive effects. Nonetheless, there does not appear to be a
systematic bias toward either overenforcement or underenforcement.43 The ongoing debate
over merger policy is an important one. Overall, however, the Commission found no need to
recommend changes to Section 7 of the Clayton Act or wholesale changes to merger policy in the United States.
2. U.S. Merger Policy is Sufficiently Flexible to Address Industries in Which Innovation,
Intellectual Property, and Technological Change are Central Features
As discussed in Chapter I.A, the common-law development of antitrust doctrine has permitted the courts and the agencies to adapt the contours of the antitrust laws to new economic learning, changes in markets, shifting consumer and business behavior, and numerous other factors. Innovation has driven the U.S. economy since before the passage of the
Sherman Act.44 In some respects, the challenges for antitrust analysis presented by dynamic, innovation-driven industries today are analogous to those presented in past years.45
Current merger policy has met this challenge. It is well grounded in economics and is sufficiently flexible to provide a sound competitive assessment in matters involving industries
in which innovation, intellectual property, and technological change are central features.46
As described above, merger analysis has moved away from structural presumptions, which
presume increased concentration will likely lead to anticompetitive outcomes, toward a more
complex analysis that predicts competitive effects using modern economic tools. 47
Furthermore, as explained below, current merger analysis requires an evaluation of procompetitive efficiencies that may result from transactions and an assessment of whether
these efficiencies offset the potential anticompetitive effects of a merger. These changes
have positioned U.S. merger policy so that it does not currently need substantial change to
account for innovation, intellectual property, and technological change.
Merger law and policy—as it has developed through both agency guidelines and case law—
has incorporated new or improved economic learning. Industries characterized by innovation,
intellectual property, and technological change will continue to evolve, and economic learning will progress.48 Guidelines and case law provide flexible vehicles through which antitrust
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analysis can continue to develop. In contrast, efforts to adjust antitrust analysis though statutory change would likely prove difficult, and would require continual amendment or pose the
risk of codifying economic learning at only one point in time.49 For these reasons as well, the
Commission does not recommend any changes to Section 7 of the Clayton Act.
3. U.S. Merger Policy Must Continue to Protect U.S. Consumers While Allowing Companies to
Innovate and Compete Effectively
U.S. merger policy has served U.S. consumers well in recent years. By and large, it has
done so without preventing companies from competing effectively and continuing to innovate.50 The agencies should remain mindful of the importance of both objectives going
forward to ensure that U.S. merger policy remains the leading paradigm for competition
policy throughout the world.

B. Efficiencies and Innovation

6. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should give substantial weight to evidence demonstrating that a merger
will enhance efficiency.
7. The Federal Trade Commission and the Antitrust Division of the Department
of Justice should increase the weight they give to certain types of efficiencies.
For example, the agencies and courts should give greater credit for certain
fixed-cost efficiencies, such as research and development expenses, in dynamic,
innovation-driven industries where marginal costs are low relative to typical
prices.
8. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should give substantial weight to evidence demonstrating that a merger
will enhance consumer welfare by enabling the companies to increase innovation.
9. The agencies should be flexible in adjusting the two-year time horizon for entry,
where appropriate, to account for innovation that may change competitive
conditions.
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1. The Importance of Efficiencies
Since the 1980s, the courts and the antitrust agencies have recognized that efficiencies
resulting from a merger can improve consumer welfare and should be considered in the overall assessment of the merger’s likely effects on competition.51 A merger can allow firms to
realize efficiencies from the combination of two complementary companies. Such efficiencies can benefit firms by lowering their costs and can benefit consumers through lower
prices, higher quality prodcts, or entirely new products.
The DOJ and the FTC formally recognized the relevance of efficiencies to their evaluation
of mergers in 1997, when they revised the Merger Guidelines to add a section describing
the circumstances in which the agencies would consider the efficiencies that would result
from a merger.52 The Guidelines now explicitly recognize that “the primary benefit of mergers to the economy is their potential to generate . . . efficiencies.”53 As the agencies
explain, “mergers have the potential to generate significant efficiencies by permitting a better utilization of existing assets, enabling the combined firm to achieve lower costs in producing a given quantity and quality than either firm could have achieved without the proposed
transaction.”54 When a firm is able to lower its costs (or increase quality) consumers benefit from the merger.
The Guidelines generally require that the savings from efficiencies be “passed on” to consumers; that is, they must be “sufficient to reverse the merger’s potential to harm consumers in the relevant market, e.g., by preventing price increases in that market.”55 This is
because “[e]ven when efficiencies generated through merger enhance a firm’s ability to compete . . . a merger may have other effects that may lessen competition and ultimately may
make the merger anticompetitive.”56 Accordingly, the agencies take into account both the benefits that efficiencies would bring to consumers along with the anticompetitive effects a
merger is predicted to have. Thus the FTC or the DOJ “will not challenge a merger . . . . if
cognizable efficiencies likely would be sufficient to reverse the merger’s potential to harm
consumers in the relevant market, e.g., by preventing price increases in that market.”57
Overall, the Commission was presented with little evidence the agencies were routinely
failing to take efficiencies into account. A number of witnesses and commenters argued that
the agencies’ current approach to assessing efficiency claims works well and is appropriate.58 The FTC and the DOJ readily acknowledge that they do and must, as part of any complete evaluation of a merger, take into account efficiencies that will result from the merger
and the effect those efficiencies will have on a firm’s incentives to reduce output or increase
prices.59
In particular, there was little support for the argument that, as a general matter, the agencies impose too high a burden on the parties to demonstrate efficiencies offsetting competitive concerns raised by a merger. Witnesses and commenters generally agreed that the
evidentiary burden imposed by the agencies on parties to demonstrate the likelihood and
magnitude of asserted efficiencies is appropriate where other evidence indicates that the
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merger would likely have anticompetitive effects.60 Requiring merging companies to demonstrate efficiencies is also appropriate because the companies have the best access to information regarding the value and likelihood of achieving the efficiencies they assert.61
The explicit acknowledgment in the Merger Guidelines of the importance of efficiencies
underscores the important role efficiencies play in both driving mergers and bringing lower
cost, higher quality products to consumers.62 Of course, for a substantial majority of proposed mergers, efficiencies will not play a role in the agency’s assessment, because market conditions will ensure that the merger will not have an anticompetitive effect. In such
cases, any efficiencies can be fully realized by the companies. However, in cases where a
merger may raise competitive concerns, a detailed assessment of the potential efficiencies
the parties will realize may be necessary. The agencies should ensure that they give substantial weight to efficiencies in formulating merger enforcement policy and in evaluating specific transactions.
2. The Agencies Should Ensure that they Give Sufficient Credit to Certain Fixed-Cost
Efficiencies
The agencies should account for the value of fixed-cost efficiencies in assessing the likely competitive effects of a merger.63 As one commenter explained, “[s]ince all costs vary in
the long run, reductions in capital expenses or other costs fixed in the short run should also
be considered.”64 Failure to take account of and give proper weight to such fixed costs in
evaluating a merger could deprive consumers and the U.S. economy of significant benefits
from a procompetitive merger.
The agencies currently place the greatest weight on efficiencies that will reduce prices to
consumers in the short run.65 Efficiencies that do not lower prices in the short run are given
less weight.66 Thus, for example, a merger that allows a company to reduce the cost of producing each widget by 10 percent (for example, through improved production line technology or streamlining of distribution) can quickly benefit consumers in the form of lower prices.
Such efficiencies are typically fully credited by the agency (if substantiated). By comparison,
reductions in total costs (including fixed costs)—such as through the elimination of redundant facilities or by improvement upon the rate and quality of innovation—have less (if any)
effect on pricing in the short run. In the longer run, however, some (if not all) such efficiencies are also likely to benefit consumers in the form of lower prices or improved quality.67
The Commission identified one type of fixed-cost efficiency in particular—those increasing innovation through research and development—to which the agencies may be giving
insufficient credit. As one witness explained, “an increasing part of the economy is comprised of research-intensive products . . . such as computer chips, software, pharmaceuticals and media content [that] have very high fixed costs.”68 Mergers generally benefit consumers by making innovation more likely or less costly in such industries, rather than by
reducing (the generally very low) marginal costs.69 Indeed, such innovation efficiencies
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“often drive transactions in high-tech mergers.”70 More generally, there is “broad agreement
. . . that research and development is a major source of economic growth.”71 It is important
to make sure that merger policy does not unduly inhibit that basis for growth.
Innovation efficiencies can result in a variety of ways. For example, a merger may make
it easier to “combine complementary assets and know-how.”72 Alternatively, a merged company may be better able to share risks associated with research and development.73 In some
industries, such as pharmaceuticals, a merger can “increase the odds of successful commercialization of the product.”74 In each of these instances, the efficiencies do not necessarily lower prices to consumers immediately, but have the potential to bring significant benefits to consumers through new, improved, or lower priced products in the longer run. If the
agencies discount those benefits too greatly, they run the risk of preventing mergers that
may have short-term anticompetitive effects but long-run procompetitive benefits to consumer welfare.75
The enforcement policy of the FTC and the DOJ may give insufficient recognition to innovation efficiencies in some mergers in which they believe anticompetitive effects may result
in the short term. For example, although the Merger Guidelines recognize that R&D efficiencies should be considered, they appear to view them with particular skepticism: “Other
efficiencies, such as those relating to research and development, are potentially substantial but are generally less susceptible to verification and may be the result of anticompetitive output reductions.”76 One witness testified that the FTC failed to give proper credit to
innovation efficiencies in its evaluation of the merger his company was proposing.77 More
generally, the American Bar Association, Section of Antitrust Law observed that the agencies emphasize potential anticompetitive short-term price effects from a merger and pay
insufficient attention to how a merger could increase the merged firm’s ability to produce
better products and to innovate.78
As the nation’s economy moves toward an increasing role for goods and services involving intellectual property—such as computer software, electronics, and biotechnology—it
becomes even more important for U.S. consumers that the value of efficiencies and innovation that can result from mergers in such industries be realized where possible.79 A failure by the agencies to take into account fully the benefit of such efficiencies in evaluating
whether a merger will harm or benefit consumers could deprive consumers of significant benefits and value.80 In addition, it “may end up limiting some firms’ ability to compete more
effectively.”81 Although some witnesses stated that the agencies were not, in fact, hostile
to innovation benefits cited by merging parties,82 on balance, the agencies may in some
cases give insufficient credit or weight to such efficiencies. The agencies should ensure that
they give substantial weight in evaluating a merger to evidence presented by the merging
parties that demonstrates a merger will enhance consumer welfare through innovation and
similar efficiencies.
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To be sure, such efficiencies are often not easy to measure.83 Moreover, the agencies may
need to balance the value of future benefits that potentially will result from innovation
against any current costs to consumers.84 While analytical methods to assess a merger’s
likely anticompetitive effects are relatively well developed, methods for analyzing whether
a merger will encourage innovation are far less advanced.85 Nonetheless, the agencies
should endeavor to weigh more heavily the potential for welfare-enhancing innovation that
a merger will create.
3. The Antitrust Agencies Should be Flexible in Considering the Time Horizon for Entry
Innovation can give rise to dynamic change in markets. Such change may occur over a
short or long period of time. For example, although computer software programs may be outdated within six months, approval of a new drug may take years. Under the Merger
Guidelines, the possibility of dynamic change over a longer period of time is not clearly taken
into account by their treatment of entry. The Guidelines provide that a merger is unlikely to
harm competition where entry is sufficiently easy that market participants cannot, collectively or unilaterally, raise prices from pre-merger levels.86 To meet this requirement, entry
must be “timely, likely, and sufficient in its magnitude, character and scope to deter or counteract the competitive effects of concern.”87 As a general matter, the FTC and the DOJ will
consider timely “only those committed entry alternatives that can be achieved within two
years from initial planning to significant market impact.”88
The two-year time horizon may be inappropriately short in some cases. In particular, innovation may result in entry beyond the two-year horizon. The agencies should consider the
potential for such entry in assessing the likely competitive effects of the merger.89 Although
it appears that the Guidelines provision represents an approximation, not a hard-and-fast
rule,90 the Commission recommends that the agencies increase their flexibility in this
regard to ensure that innovation that will change competitive conditions more than two years
in the future receives proper credit. This will help ensure that the agencies’ analysis of competitive effects appropriately takes account of competitive dynamics in the markets at
issue and that they will not seek to block mergers that, as a result of innovation, may not
present a longer-term threat to competition and consumer welfare.
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C. Fur ther Study of Merger Policy

10. The Federal Trade Commission and the Antitrust Division of the Department
of Justice should seek to heighten understanding of the basis for U.S. merger
enforcement policy. U.S. merger enforcement policy would benefit from further
study of the economic foundations of merger policy and agency enforcement
activity.
10a. The Federal Trade Commission and the Antitrust Division of the Department
of Justice should conduct or commission further study of the relationship
between concentration, as well as other market characteristics, and market
performance to provide a better basis for assessing the efficacy of current
merger policy.
10b. The Federal Trade Commission and the Antitrust Division of the Department
of Justice should increase their use of retrospective studies of merger
enforcement decisions to assist in determining the efficacy of merger policy.

While there is general consensus that the basic framework for current U.S. merger
enforcement policy has improved markedly over the past forty years and appears to be fundamentally sound, there is limited empirical support for these conclusions. This shortfall
in support allows for reasonable criticism both that merger policy is too lenient or too strict.
Indeed, one recent, prominent study questioned whether merger policy has benefited consumers at all,91 while one commenter suggested that policy should be more aggressive.92
The agencies should undertake further study of merger policy and its effects. The potential benefits of such study are substantial; empirical studies and the development of the economics of antitrust law have played a central role in the transformation of merger policy over
the past forty years. Further research in this area would improve the empirical basis for merger policy and could improve understanding of the overall costs and benefits of that policy.93
To be most useful, further study should focus on questions of particular importance to
the evaluation and implementation of merger policy. While there are numerous potentially
valuable avenues for research, the Commission identifies two areas in which further
research would be especially desirable: (1) studies of the effects on competition of market
concentration and other market characteristics; and (2) retrospective studies of the results
of merger enforcement decisions.
1. Studies of the Effects of Concentration and Other Market Characteristics on Competition
Current U.S. merger enforcement policy is premised on assumptions about how concentration and other market characteristics (such as ease of entry) affect competition and
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market power. Empirical evidence gives only limited support for these assumptions, however.94 In particular, one of the central assumptions of current merger policy is that increased
concentration in a relevant market potentially (but not necessarily) leads to a reduction in
competition. This basic assumption is reflected in the Merger Guidelines, which use concentration and market-share thresholds as screens that indicate the need for further analysis of the proposed transaction.95 Nonetheless, several observers have pointed out that
there is limited economic knowledge about the levels of concentration at which market power
emerges, increases substantially, or becomes problematic for competition. 96 Indeed,
although a variety of studies suggest a relationship between concentration and market
power, none of these studies, either alone or together, provide a good sense as to the level
of concentration at which “antitrust should bite.”97 Furthermore, understanding regarding the
impact on competition of other market characteristics, such as the ease of entry, is also
limited. Focused study to increase understanding of how these important characteristics of
the competitive landscape affect a merger’s impact could improve the enforcement agencies’ understanding and ability to enforce the antitrust laws in a manner that maximizes benefits for U.S. consumers.
Increasing learning about the validity of the economic theories and assumptions that
inform current merger policy, such as empirical study of the relationship between concentration and the probability of the exercise of market power, would be beneficial. To be sure,
it can be difficult to obtain the necessary data, to differentiate the effects of concentration
from other factors affecting operation of a market, or to draw conclusions about the effects
of concentration that apply across diverse industries. For that reason, several witnesses
advised that such studies would be unlikely to shed much light on merger policy.98 However,
greater understanding of these relationships is essential to the design and evaluation of
merger policy, and similar advances in understanding have promoted substantial improvement in merger policy in the recent past.
2. Retrospective Studies of Merger Enforcement Decisions
The FTC and the DOJ should increase their use of retrospective studies of merger
enforcement decisions to assist in determining the efficacy of merger policy. Such retrospective studies would review enforcement decisions in a particular merger or for several
mergers in a given industry. Such studies—both in markets in which mergers were allowed
to proceed and in those in which mergers were blocked—will help the agencies to evaluate
whether their previous decisions have incorrectly blocked mergers that would not have
been anticompetitive or permitted mergers that were ultimately anticompetitive.99 Such
studies may also be informative about such things as what levels of concentration or market shares give rise to competitive issues and the effectiveness of entry.100 More important,
such studies may shed light on why a particular decision was later shown to be erroneous,
thereby allowing the agencies to modify the models and approaches they use in conducting merger analysis.
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3. The Agencies Should Consider “Outsourcing” Studies of Both Types
The agencies should consider whether much of the work for the studies can be more effectively done by outsourcing it to economists and researchers outside the agency. Such studies can require extensive work, and conducting them internally may distract the agencies
from their principal mission of detecting and preventing anticompetitive conduct. In addition,
outsourcing will help avoid the perception (and possible reality) that the results of such studies are biased toward justifying agency practice. Placing responsibility for conducting the
study with economists and other consultants who are not closely connected with the agency
largely avoids this problem.

D . I n c r e a s e d Tr a n s p a r e n c y

11. The Federal Trade Commission and the Antitrust Division of the Department of
Justice should work toward increasing transparency through a variety of means.

“Transparency” can mean several things with respect to merger policy. The Commission
uses it here to mean providing the public with information about both the decisions the
agency makes and the methods or approaches that drive those decisions. Transparency promotes basic fairness to parties contemplating mergers by enabling them to predict the legal
consequences of contemplated transactions. For example, a firm can determine whether a
potential transaction will be likely to be cleared or blocked by the agencies. Moreover, when
parties are able to predict in advance what types of transactions are likely to result in
enforcement actions, they can eschew them in the first instance, thereby reducing the need
for costly investigations and enforcement actions.101 Transparency thereby economizes on
the agencies’ scarce merger enforcement resources, which can cover only a small number
of transactions. Ultimately, the public’s confidence in the ability of the antitrust laws to promote competition relies upon transparent decision-making that can be predicted with some
confidence in advance.
Both agencies have taken numerous steps in recent years to provide antitrust practitioners
and the general public with information about their enforcement activities. To provide the
public with a clear statement of the basic principles of enforcement policy, the agencies have
issued, and periodically revised, the Merger Guidelines. In 2006 the agencies issued an
extensive “commentary” on those Guidelines that includes various examples illustrating
the principles in the Guidelines by describing their application to particular merger matters.
The agencies also use various other vehicles—such as speeches, testimony, and reports—
to explain their merger policy priorities. In addition, the agencies have issued several other
guidelines for conduct, including regarding the licensing of intellectual property and regard-
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ing joint conduct. Finally, the agencies provide information regarding their enforcement activity. The agencies routinely provide explanations of the enforcement actions they take, and,
in a few instances, have provided some explanation of decisions not to take enforcement
actions. Moreover, they also have recently begun to provide data on merger enforcement
activities.
On the whole, agency policy statements, commentary, and data on enforcement activity supplement the current Merger Guidelines, and thereby provide informative guidance to merging
parties and the public regarding current enforcement policy.* Nonetheless, the Commission
believes that the agencies could further improve upon their efforts, including in four specific respects, described below: (1) increase the use of closing statements explaining decisions
not to challenge transactions; (2) continue regular reporting of statistics regarding merger
enforcement activity; (3) update the Merger Guidelines to explain how the agencies evaluate
the potential impact of a merger on innovation; and (4) update the Merger Guidelines to
include an explanation of how the agencies evaluate non-horizontal mergers. While the agencies have already taken some steps toward these recommendations, the Commission concludes that further efforts in these specific areas are of particular importance.

11a. The agencies should issue “closing statements,” when appropriate, to explain
the reasons for taking no enforcement action, in order to enhance public
understanding of the agencies’ merger enforcement policy.

Both the DOJ and the FTC generally provide a statement of reasons as to why they are
taking an enforcement action against a merger. If either agency seeks a preliminary injunction to block an allegedly anticompetitive merger, the complaint and subsequent pleadings
will spell out the agency’s concerns with the proposed transaction. Similarly, when either the
FTC or the DOJ enters into a consent decree with respect to a merger, it will provide a statement explaining the reasons why the agency sought relief and how the relief resolves its concerns that the merger would otherwise be anticompetitive.102
The agencies often decide, after a thorough review of a proposed merger, not to seek any
relief and to allow the merger to be completed. In the vast majority of cases, when either
agency decides to close a merger investigation, it provides no explanation as to why it did
not seek relief. In many of those investigations, the decision not to seek relief is noncontroversial; over 95 percent of mergers that are notified to the FTC or the DOJ are determined not to pose competitive problems sufficient to warrant an extended investigation.103
Nonetheless, in the instances when the FTC or the DOJ closes the investigation of a merg-
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er after an extended investigation, the public and antitrust bar may be left to speculate why
the agency declined to seek relief.
Although the agencies are not required to explain why they decided not to challenge a
merger, they have in recent years issued such explanations with respect to a limited number of transactions. For example, the FTC and the DOJ have issued explanations as to why
they closed investigations without seeking relief in the cruise line, airline, media, and
telecommunications industries.104 This increased use of closing statements has benefited
the merging parties, interested observers, and the agencies themselves, by reducing uncertainty, increasing predictability, and promoting voluntary business compliance.
Increased issuance of such statements would further benefit the public and businesses.105
In particular, the agencies have tended to issue closing statements in higher-profile, “close”
cases for which there is keen interest from the public in the outcome. The Commission recommends that the FTC and the DOJ expand issuance of closing statements to other matters
in which they undertake significant reviews of a transaction (that is, issuance of a second
request along with an extended, as opposed to “quick look,” investigation). Such statements
need not be lengthy, and will necessarily omit details containing confidential business
information.
The Commission does not recommend imposition of a requirement that the FTC and the
DOJ explain why they decided not to seek relief, as advocated by some.106 The agencies have
already issued explanatory statements in many matters, and can be expected to continue
to do so. Requiring a statement in all cases, however, could place burdens on the agencies
and might present problems with respect to the confidentiality that the HSR Act provides
to the merging parties and third parties who provide information to the agencies.107 Leaving
the publication of such statements to the discretion of the agencies leaves them free not
to issue statements where the burden of doing so might be substantial. Accordingly, the
Commission believes that continued encouragement of expanded efforts to issue closing
statements is sufficient to improve agency transparency in this regard.
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11b. The agencies should increase transparency by periodically reporting
statistics on merger enforcement efforts, including such information as
was reported by the Federal Trade Commission in its 2004 Horizontal
Merger Investigation Data, as well as determinative factors in deciding
not to challenge close transactions. These reports should emanate from
more frequent, periodic internal reviews of data relating to the merger
enforcement activity of the Federal Trade Commission and the Antitrust
Division of the Department of Justice. To facilitate and ensure the high
quality of such reviews and reports, the Federal Trade Commission and the
Antitrust Division of the Department of Justice should undertake efforts
to coordinate and harmonize their internal collection and maintenance
of data.*

The DOJ and the FTC have recently undertaken several efforts to complement their statements on merger enforcement policy with statistical information concerning their actual
enforcement activity. In 2003 the FTC and the DOJ published a report summarizing data on
market structure for the horizontal mergers in which they had sought relief during Fiscal Years
(FY) 1999–2003.108 During 2004 the Federal Trade Commission published a report containing similar (and some additional) data on nearly all of the mergers it had investigated
through the issuance of a second request, covering FY1996–2003.109 In January 2007 the
FTC updated this report with data through the end of FY2005.110
The FTC and the DOJ should continue to conduct, and make available to the public, periodic reviews of data and other statistics regarding enforcement activity. While general statements of policy provide useful guidance to business, data on actual enforcement actions provide particularly valuable insights into how the agencies actually apply the relevant policies.
In combination with statements about individual cases, systematically collected data about
enforcement practices—released on a regular (for example, a biennial or triennial) basis—
can provide additional valuable transparency regarding agency enforcement practices.111 Such
data collection and publication would be most useful if it focuses on the key considerations
that govern whether the agency takes an enforcement action.112 Among other things, it will
help supplement the Guidelines’ information on the concentration levels used as screens
and information on the levels of concentration that actually draw challenges.
The Commission’s recommendation contemplates that the agencies will regularly engage
in careful internal reviews of data regarding enforcement activity. However, not all such
reviews need be released publicly. Rather, more frequent internal reviews could form the basis
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for less frequent, but regular public reports. Keeping the reviews internal in most cases will
permit the agencies to focus resources on broadening their data analysis to determine
whether there are new trends in their enforcement practices, rather than devoting energy to
preparing frequent reports for public review. In addition, it will permit the agencies to focus
their public releases on the data and analysis that are most likely to improve public understanding of the key variables driving agency enforcement practice.
Finally, the Commission is concerned that current efforts to develop such data may be
hindered by differences in the data collection and retention policies followed by each
agency. The ability of the agencies to discern trends and provide meaningful information to
the public, particularly in a form that permits useful comparisons between the approach each
agency takes, requires consistency in the data and other information retained. As part of
undertaking studies of this type, the agencies will inevitably identify ways in which they retain
data and other information differently. The Commission encourages the agencies to undertake efforts to adopt a common approach to and standards for retention of data and other
information about their enforcement activities.113

11c. The agencies should update the Merger Guidelines to explain more
extensively how they evaluate the potential impact of a merger on
innovation.*

The ability to increase innovation is a significant reason for some mergers, as explained
above. However, the current Merger Guidelines offer little explanation as to how the agencies will analyze the claims of parties that a merger will enhance their ability to innovate and
how the agencies will balance a predicted increase in innovation with potential anticompetitive effects from the merger. Indeed, the only mention of innovation is in a passing reference in a footnote.114 The agencies have provided limited guidance on these issues
through actions in individual matters, albeit in large part because the issue is not presented
squarely in many investigations.
The agencies should update the Merger Guidelines to provide more extensive discussion
regarding how they evaluate the competitive effects of a merger on innovation. As explained
above, innovation is extremely important to economic welfare, and it is important for the
agencies to articulate clearly how they analyze the effects of a merger on innovation.115 The
Commission recognizes that there remains a need for additional learning regarding innovation.116 However, it believes that the agencies have sufficiently considered the issues
involved to produce useful guidelines in this area.
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11d. The agencies should update the Merger Guidelines to include an explanation
of how the agencies evaluate non-horizontal mergers.*

Horizontal mergers involve a merger between two companies that generally compete with
each other to sell products in the same markets. Vertical (or non-horizontal) mergers, in comparison, occur between two companies in a distribution chain, where one company sells an
input to the second company’s business in a “vertical” relationship. The analysis of each
type of merger differs substantially (mergers may present both horizontal and vertical
“issues”). (“Conglomerate” mergers, which are neither horizontal nor vertical, generally do
not raise antitrust issues.)
The 1982 Merger Guidelines contained a section addressing non-horizontal mergers,
including vertical mergers and mergers raising potential competition concerns.117 These provisions were also included in the 1984 Merger Guidelines. However, subsequent Guidelines
revisions in 1992 and 1997 did not include the non-horizontal mergers section, although
the agencies did not formally abandon that part of the 1984 Guidelines.118 Significant
thinking regarding vertical mergers has taken place since then, but the Guidelines have not
been updated or separate guidelines issued to address non-horizontal mergers.
The existing Merger Guidelines have brought significant transparency to the business community and antitrust bar as to how the agencies evaluate horizontal mergers. Businesses
and antitrust practitioners would benefit greatly from a similar statement of how the agencies assess the competitive effects of vertical mergers.119 While the issues are challenging, providing an explanation of how the agencies undertake analysis in non-horizontal
mergers would supply beneficial transparency.
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1982 DOJ Merger Guidelines].

14

1982 DOJ Merger Guidelines, pt. III.A.
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15

Id. pt. III.

16

Id. pt. III.C.

17

See, e.g., G ELLHORN , A NTITRUST L AW

18

1982 DOJ Merger Guidelines, pt. III.

19

Id. pt. II.A.

20

Id. pt. III.B.

21

ABA, H ORIZONTAL M ERGERS , at 45 (“[O]ngoing economics research continued to cast doubt on the
strength of inferences that could be drawn from concentration data.”).

22

Dep’t of Justice, Statement to Accompany Release of 1984 Merger Guidelines (June 14, 1984), reprinted in 4 Trade Reg. Rep. (CCH) ¶ 13,103. The 1984 revisions continued to cover non-horizontal mergers
of various types, including vertical mergers and those raising potential competition issues. A MERICAN B AR
A SSOCIATION , S ECTION OF A NTITRUST L AW, M ERGERS AND A CQUISITIONS : U NDERSTANDING THE A NTITRUST I SSUES
20 (2d ed. 2004) [hereinafter ABA, M ERGERS AND A CQUISITIONS ]. Although not much used, the nonhorizontal portions have not been superseded. Id.

23

Dep’t of Justice & Federal Trade Comm’n, Horizontal Merger Guidelines (1992), reprinted in 4 Trade Reg.
Rep. (CCH) ¶ 13,104 [hereinafter 1992 DOJ/FTC Horizontal Merger Guidelines].

24

Id. § 1.11.

25

Id. § 2.0. But see G ELLHORN , A NTITRUST L AW AND E CONOMICS , at 406 (“On the other hand, concentration
can matter: ‘In cross-section comparisons involving markets in the same industry, seller concentration
is positively related to the level of price.’”) (quoting Richard Schmalensee, Inter-Industry Studies of
Structure and Performance, in 2 H ANDBOOK OF I NDUSTRIAL O RGANIZATION 951, 988 (Richard Schmalensee
& Robert D. Willig eds., 1989) (stylized fact 5.1)); id. (citing Paul A. Pautler, Evidence on Mergers and
Acquisitions, 48 A NTITRUST B ULL . 119, 207 (2003) (“[S]everal studies of differing industries using price
to measure performance suggest that increasing concentration may indeed lead to higher prices.”)).

26

See 1992 DOJ/FTC Horizontal Merger Guidelines, § 2.

27

Id. § 3.

28

DOJ/FTC Horizontal Merger Guidelines, § 4.

29

Id.

30

Dep’t of Justice & Federal Trade Comm’n, Commentary on the Horizontal Merger Guidelines (2006).

31

Id. at v. (Foreword).

32

Merger Enforcement Transcript at 26 (Baer) (Nov. 17, 2005); William J. Baer, Statement at AMC Merger
Enforcement Hearing, at 14 (Nov. 17, 2005) [hereinafter Baer Statement] (“Merger enforcement is more
predictable, transparent and analytically sound than ever before.”); Merger Enforcement Trans. at 16 (Rill)
(opining that “the current merger enforcement regime [is] on the right track”).

33

Baer Statement, at 5–6 (citing similarities in policies pursued by Pitofsky and Muris); see also Merger
Enforcement Trans. at 46–47 (Scheffman) (policy is bipartisan); Thomas B. Leary, The Essential Stability
of Merger Policy in the United States, 70 A NTITRUST L.J. 105, 107 (2002).

34

David T. Scheffman, Statement at AMC Merger Enforcement Hearing, at 2 (Nov. 17, 2005) [hereinafter
Scheffman Statement] (“There are few if any knowledgeable people that would defend the pre-1982 merger enforcement policy in the U.S.”); Economists’ Roundtable on Merger Enforcement Transcript at 29
(Bresnahan) (Jan. 19, 2006) (there is “nothing as remotely troubling about merger review today as there
was in the early 1980s.”).
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35

Economists’ Roundtable Trans. at 107–08 (White, Rubinfeld, Reiss, Kaplan, Bresnahan); see also
Statement of Prof. Robert D. Willig, at AMC Merger Enforcement Hearing, at 1 (Nov. 17, 2005) [hereinafter
Willig statement]; American Bar Association, Section of Antitrust Law, Public Comments Submitted to AMC
Regarding Horizontal Merger Guidelines, at 1 (Nov. 10, 2005) [hereinafter ABA Comments re Guidelines]
(opining that, “generally speaking, federal merger policy has been effective without unduly limiting the
ability of firms to achieve efficiencies and expand internationally” while noting “room for improvement”);
Economists’ Roundtable Trans. at 10–11 (Rubinfeld) (“My sense is that the merger laws, the Clayton and
FTC Acts, really work well and that the level of enforcement has generally been good.”).

36

Merger Enforcement Trans. at 26 (Baer) (stating that “the need for changes, really are at the margins”);
Baer Statement, at 14 (cautioning about the effect of uncertainty resulting from change); James F. Rill,
Statement at AMC Merger Enforcement Hearing, at 3 (Nov. 17, 2005) [hereinafter Rill Statement] (while
there have been some critical observations with “some kernel of validity” in recent years, “they are marginal criticisms that misjudge the flexibility of the Merger Guidelines to adapt”).

37

Rill Statement, at 2 (“[T]he 1982 Merger Guidelines were a fundamental turning point in merger enforcement.”); Baer Statement, at 2 (“Today’s approach to merger enforcement largely dates to the adoption
of the 1982 Merger Guidelines.”); Scheffman Statement, at 2 (merger enforcement policy has continued to improve since 1982 from the perspective of both economic efficiency and consumer welfare).

38

Willig Statement, at 2; see also Merger Enforcement Trans. at 22 (Baer) (commending agencies for achieving “better internal discipline about how [they] look at a merger”); id. at 23 (Baer) (the system “basically works well”; quarrels focus on particular decisions).

39

Rill Statement, at 3–5 (citing cases); Baer Statement, at 6–8; Merger Enforcement Trans. at 77–78 (Baer)
(although twenty years ago there was a “tremendous divergence” between courts relying on 1960s precedents and agency enforcement practice, courts have since then largely adopted the Guidelines’
approach); id. at 17–18 (Rill) (noting improvement in U.S. courts and internationally); see also id. at 80
(Scheffman) (Guidelines provide judges with a “roadmap”); id. at 81–82 (Willig) (it is a slow process, but
judges appear to be making “some pretty good decisions” on market definition) (citing FTC v. Arch Coal,
Inc., 329 F. Supp. 2d 109 (D.D.C. 2004); United States v. Oracle Corp., 331 F. Supp. 2d 1098 (N.D. Cal.
2004)).

40

For example, after losing a series of merger challenges because courts found that easy entry would deter
any anticompetitive effects, the agencies adopted a more extensive entry provision in their next revisions
to the Guidelines. This section set forth what the agencies believe is required for entry to be “timely,
likely, and sufficient to deter or counteract anticompetitive effects.” DOJ/FTC Horizontal Merger Guidelines, § 0.2. See generally id. § 3. So far, courts appear to have accepted this change. See generally
G ELLHORN , A NTITRUST L AW AND E CONOMICS , at 456–57.

41

See, e.g., ABA Comments re Guidelines, at 1 (the Guidelines “have stood the test of time and provide
valuable guidance to the bar and business community”); Merger Enforcement Trans. at 22–23 (Baer).

42

Rill Statement, at 4–5 (citing the development of the Canadian and E.U. guidelines); Baer Statement,
at 8 (focusing on the acceptance by the European Union and other jurisdictions of a substantial lessening of competition standard for merger enforcement).

43

See Merger Enforcement Trans. at 39 (Willig) (“I don’t see systematic errors” in merger enforcement);
id. at 38 (Rill) (“I think the error rate is low.”). But see American Antitrust Institute, Public Comments
Submitted to AMC Regarding Merger Enforcement, at 2 (July 15, 2005) [hereinafter AAI Comments re
Merger Enforcement] (“It appears that enforcement policy has evolved to the point where 2 to 1 or 3 to
2 mergers are the only ones that the agencies will regularly consider dangerous to competition.”).
The fact that the agencies sometimes lose in court does not necessarily mean that they are overenforcing. See Economists’ Roundtable Trans. at 11 (Rubinfeld) (“If the agencies are not out there aggressively pursuing mergers that they think are anticompetitive because they’re afraid of losing a case, we’re
going to be having under-enforcement.”).
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44

Prof. Carl Shapiro, Statement at AMC New Economy Hearing, at 2 (Nov. 8, 2005) [hereinafter Shapiro
Statement re New Economy]; M. Howard Morse, Statement at AMC New Economy Hearing, at 5 (Nov. 8,
2005) [hereinafter Morse Statement].

45

See, e.g., Jonathan M. Jacobson, Do We Need a “New Economy” Exception for Antitrust?, 16 A NTITRUST ,
Fall 2001, at 89, 89–90.

46

See Willig Statement, at 2 (“[T]he standards for merger enforcement have appropriately adapted to major
changes in the economy and in our capabilities and methodologies for analyzing competition.”); see also
New Economy Transcript at 6–7 (O’Connell) (Nov. 8, 2005) (stating that antitrust laws “are flexible enough
. . . to work in all industries, including those that are constantly evolving through the introduction of new
technologies. . . . This is a flexible fact-based analysis that’s supported by sound economic principles
that don’t change from industry to industry, and it enables us to deal with industries that experience fastpaced changes while serving the primary goal of protecting competition in rapidly evolving markets.”);
see also Prof. Richard J. Gilbert, Statement at AMC New Economy Hearing, at 2 (Nov. 8, 2005) [hereinafter
Gilbert Statement] (“[A]dvocates of an antitrust exemption for the new economy represent another special interest group . . . .”); New Economy Trans. at 20 (Morse) (“[T]he broad language of Sherman and
Clayton Acts are sufficiently flexible to take innovation concerns into account.”); Shapiro Statement, at
1–2.

47

See Part 2 of this Section; see, e.g., Deborah Platt Majoras, Reforms to the Merger Review Process, at
6 (Feb. 16, 2006), available at www.ftc.gov/os/2006/02/mergerreviewprocess.pdf (“[S]tandards for
reviewing transactions have changed substantially since the passage of the HSR Act, such that today
the agencies rely less on readily apparent structural indicators, such as market shares, and more on
detailed and direct market analyses.”); Susan A. Creighton, Statement at AMC Merger Enforcement
Hearing, at 2–3 (Nov. 17, 2005) (emphasizing the impact of “increasing sophistication of substantive
merger analysis,” “rigorous [judicial] standards,” and “increasing use of data-dependant economic
analysis”); International Bar Association, Public Comments Submitted to AMC Regarding Merger
Enforcement, at 25 (Oct. 26, 2005) [hereinafter IBA Comments re Merger Enforcement] (“US merger
review has come a long way and now involves detailed and sophisticated microeconomic analysis of a
merger’s likely impact on prices and markets.”); Mark D. Whitener, Statement at AMC Merger Enforcement
Hearing, at 6 (Nov. 17, 2005) (agencies and courts “rely more heavily on econometric analysis of business data,” and companies in turn are able to collect more data); Shapiro Statement re New Economy,
at 4 (“Gone are the days when the government could rely heavily on a static measure of market shares
to challenge a merger in a dynamic industry. Modern merger analysis is far from static.”); Baer Statement,
at 4 (“Market concentration and the market shares of the merging parties correlate with the likelihood
of investigation but do not alone dictate enforcement decisions.”); Morse Statement, at 3.

48

See Willig Statement, at 2 (“[E]conomic understanding has continued to deepen and be guided in new
directions by both the changes in the economy and by continuing progress of productive thinkers in academe, government, and antitrust practice.”).

49

See Shapiro Statement re New Economy, at 2 (“Technology changes. Economic laws do not. . . . [T]he
Commission should be wary of proposals to modify the antitrust laws, or their enforcement, based on
claims that we are living in a ‘New Economy.’”) (internal quotations omitted); Morse Statement, at 5
(“Antitrust law is sufficiently flexible to take innovation concerns into account, and today’s theories, which
may be replaced over time, need not be codified into the statute.”); see also Merger Enforcement Trans.
at 21 (Rill) (“please, no” to the idea of “legislation in the merger area”; things are working well).

50

See Part 3.B.2 of this Section (discussing the Commission’s recommendations on ensuring appropriate
weight is given to increased innovation that may result from a merger).

51

See, e.g., FTC v. Tenet Health Care Corp., 186 F.3d 1045, 1054–55 (8th Cir. 1999); FTC v. H.J. Heinz
Co., 246 F.3d 708, 720–22 (D.C. Cir. 2001); United States v. Carilion Health Sys., 707 F. Supp. 840,
849 (W.D. Va.) (denying preliminary injunction, in part based on finding that the merger would help the
parties achieve economies), aff’d mem., 892 F.2d 1042 (4th Cir. 1989); FTC v. Owens-Illinois, Inc., 681
F. Supp. 27, 53 (D.D.C.) (granting preliminary injunction in part based on finding that “defendants’ con-
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tention as to realization of economies is, at this preliminary stage of review, the more persuasive”), vacated as moot, 850 F.2d 694 (D.C. Cir. 1988); see also William J. Kolasky & Andrew R. Dick, The Merger
Guidelines and the Integration of Efficiencies into Antitrust Review of Horizontal Mergers, 71 A NTITRUST L.J.
207, 214 (2003) [hereinafter Kolasky & Dick, The Merger Guidelines and the Integration of Efficiencies]
(“parties began increasingly in the late 1970s and early 1980s to include efficiencies arguments in presentations to the agencies in merger investigations” with some success). See generally A MERICAN B AR
A SSOCIATION , S ECTION OF A NTITRUST L AW, A NTITRUST L AW D EVELOPMENTS 360–63 (6th ed. 2007) [hereinafter
A NTITRUST L AW D EVELOPMENTS ].
52

DOJ/FTC Horizontal Merger Guidelines, § 4.

53

Id.

54

Id.

55

Id. The Guidelines provide that the agencies may also take into consideration efficiencies that do not
have a “short-term, direct effect on prices in the relevant market.” Id. § 4 n.37. The Guidelines call for
giving such savings less weight because they are “less proximate and more difficult to predict.” Id.

56

Id. § 4 n.37.

57

Id. § 4 (footnote omitted)

58

See, e.g., Prof. Jonathan Baker, Statement at AMC Merger Enforcement Hearing, at 1 (Nov. 17, 2005);
Merger Enforcement Trans. at 120 (Baker) (“[T]here’s no serious problem involving efficiencies in merger analysis that would call for intervention by your Commission, and . . . in particular, there’s no need
to recommend any legislation to address anything concerning efficiencies.”); George S. Cary, Statement
at AMC Merger Enforcement Hearing, at 2 (Nov. 17, 2006) [hereinafter Cary Statement] (“The Agencies,
by and large, have taken appropriate account of efficiencies in deciding whether to challenge mergers,
and the courts have done quite well in evaluating efficiency arguments in litigation.”); Merger Enforcement
Trans. at 116 (Cary) (“[A]fter eight years of seeing the Guidelines in action . . . it’s my view that the basic
trade-offs made in the Guidelines were right. . . . the process of actually doing the efficiency analysis
that is set forth in the Guidelines is more manageable and more administrable than one might have
thought going into the process of creating the Guidelines’ analysis in the first place.”); Baer Statement,
at 12 (“The 1997 amendments to the Merger Guidelines in my view handle efficiencies appropriately.”)
(footnote omitted); Rill Statement, at 14–16 (the Merger Guidelines provide a proper approach to analyzing efficiencies); see also Kolasky & Dick, The Merger Guidelines and the Integration of Efficiencies, at
207–10.
Others believe the agencies should give more credit to efficiencies. See Charles F. (Rick) Rule, Statement
at AMC Merger Enforcement Hearing, at 13 (Nov. 17, 2005) [hereinafter Rule Statement re Merger
Enforcement] (“To the extent that merger enforcement continues to focus exclusively on price effects
(and reductions in consumer surplus) and ignores the way in which increases in productive efficiency benefit consumers as whole even when such increases generate producer surplus, the thresholds for identifying anticompetitive mergers are likely to be too low and the explicit and implicit treatment of productive
efficiencies is likely to be too limited.”); American Bar Association, Section of Antitrust Law, Public
Comments Submitted to AMC Regarding Efficiencies, at 1 (Nov. 10, 2005) [hereinafter ABA Comments
re Efficiencies] (stating that the 1997 revisions to the Merger Guidelines “clarified and improved the
[agencies’] treatment of efficiencies in merger review,” while suggesting improvements in the treatment
of efficiencies that result in “substantial reductions in fixed costs” or “development of new products”).

59

Kenneth Heyer, Statement at AMC Merger Enforcement Hearing, at 2–3 (Nov. 17, 2005) [hereinafter Heyer
Statement] (“[T]he Merger Guidelines underscore the central role of efficiencies in the evaluation of the
likely competitive effects of proposed mergers. . . . There is simply no way to evaluate whether a merger will give the merged firm the ability and incentive to raise prices, either unilaterally or in coordination
with other firms, without examining the efficiencies a merger may produce.”); see Michael A. Salinger,
Statement at AMC Merger Enforcement Hearing, at 2 (Nov. 17, 2005) [hereinafter Salinger Statement]
(“As the merger guidelines have developed through their various iterations, efficiencies have moved, in
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part, from a possible ‘defense’ to part of an integrated analysis of competitive effects.”); Scheffman
Statement, at 10 (suggesting that standard of proof required by agencies in efficiency analysis is
“sometimes unrealistic”).
60

See, e.g., Rill Statement, at 14 (“The Merger Guidelines do not preclude recognition of longer-term cost
savings that are demonstrable and merger specific.”); see also Merger Enforcement Trans. at 107
(Heyer) (“We actually need some evidence to support the fact that there may be efficiencies from what
might otherwise be a troublesome merger . . . .”); Salinger Statement, at 4 (“[W]e cannot conclude that
a merger will generate efficiencies simply because the parties say it is so. Mere assertion is not proof
or even, by itself, supporting evidence.”). But see Merger Enforcement Trans. at 84–85 (Scheffman)
(efficiencies claims are “speculative,” but so are predictions of anticompetitive effects).

61

Cary Statement, at 8–9 (“Requiring the party with greater access to information to come forward with
evidence of a proposition that is helpful to its position is not at all unusual in antitrust cases generally or merger cases particularly.”); see Heyer Statement, at 4 (“[T]he information needed to make an
informed and reasoned judgment about such claims is almost always uniquely in the hands of the merging parties. We cannot verify efficiency claims without their cooperation.”).

62

Some assert that enforcement could be more aggressive without limiting merger-related efficiency
gains. See AAI Comments re Merger Enforcement, at 3, 6–7 (citing economic literature suggesting
many mergers do not increase market value or ultimately provide efficiency gains); id. at app. 19–20
(Statement of AAI on Horizontal Mergers and the Role of Concentration in the Merger Guidelines); F.M.
Scherer, Public Comments Submitted to AMC, at 1–3 (Mar. 1, 2006); see also Economists’ Roundtable
Trans. at 72 (Rubinfeld) (opining that many mergers reviewed by the DOJ during his tenure as the
Economics Deputy were bad for the company but pursued due to “the stupidity or the egos of the CEOs
of the two companies”); Charles D. Weller, Public Comments Submitted to AMC Regarding Merger
Enforcement, at 2–3 (July 16, 2005) (arguing that most mergers are not successful).
Others argue that enforcement could be less aggressive by pointing to economic literature suggesting
few mergers are undertaken to enhance market power, and rather are generally driven by efficiencies.
See Economists’ Roundtable Trans. at 22–28 (Kaplan); Prof. Steven N. Kaplan, Statement at AMC
Economists’ Roundtable on Merger Enforcement, at 13–15 (Jan. 19, 2006) (economics literature,
based on a number of stock-market “event” studies on mergers, suggests that mergers seldom increase
market power and, on average, increase the total economic value of the parties).

63

Rill Statement, at 14 (“‘[A]n arbitrary exclusion of fixed costs from cognizable efficiencies is unwarranted
because savings in fixed costs may affect competition and have an ultimate downward effect on price.’”)
(quoting F EDERAL T RADE C OMM ’ N S TAFF R EPORT, A NTICIPATING THE 21 ST C ENTURY : C OMPETITION P OLICY IN THE
N EW H IGH -T ECH G LOBAL M ARKETPLACE , ch. 2, at 34; Rule Statement re Merger Enforcement, at 13
(“Consumer welfare benefits from fixed cost savings just as much as variable savings.”); Merger
Enforcement Trans. at 86 (Scheffman) (courts should consider fixed-cost efficiencies and “things that
fall into this pass-through trap”); IBA Comments re Merger Enforcement, at 47–48 (“For example, industries with significant R&D investments may have pricing unrelated to marginal cost, but rather geared
towards recouping large investments in fixed costs. Large fixed cost efficiencies in such industries can
directly affect price and should be given greater consideration where appropriate.”); ABA Comments re
Efficiencies, at 6 (“[W]here fixed cost savings in a merger have the potential to lead to lower prices or
will lead to reduced allocations of direct, shared or common fixed costs that are incorporated in the economic justifications underlying such investment decisions, fixed cost savings should be accorded specific credit in evaluating the benefits of the proposed merger or acquisition.”).

64

AAI Comments re Merger Enforcement, at 8–9 (footnotes omitted). But see Merger Enforcement Trans.
at 110 (Salinger) (claims of overhead savings are often properly rejected, not because they are fixed costs
(which they are not), but because overhead costs tend to bear the same ratio to total expenses for both
large and small companies, meaning a merger will not likely create savings in such costs); see also id.
at 128 (Salinger) (“[O]n the pass-through, we make a distinction between fixed-cost savings and marginal-cost savings, because we operate under a consumer welfare standard.”).
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65

DOJ/FTC Horizontal Merger Guidelines, § 4 & n.37.

66

Id. § 4 n.37. The Guidelines do not rule out taking account of longer-run efficiencies; ordinarily, however, “the result of [the Agency’s] analysis over the short term will determine the Agency’s enforcement decision in most cases. The Agency also will consider the effects of cognizable efficiencies with no shortterm, direct effect on prices in the relevant market.” Id.

67

Over the longer run, costs that are at one time fixed (or sunk) become variable. Thus, savings in such
costs could lower prices. See, e.g., William J. Kolasky, The Role of Economics in Merger Enforcement:
Efficiencies and Market Definition under Conditions of Price Discrimination, Presented at Charles River
Associates Conference: Current Topics in Merger & Antitrust Enforcement, at 10 (Dec. 11, 2002)
(“[F]ixed cost savings matter. . . . First, which costs are variable depends in part on how long our time
horizon is. With a longer horizon, costs that might otherwise appear fixed may indeed impact marginal
pricing decisions.”); Michael L. Katz & Howard A. Shelanski, Mergers and Innovation, 74 A NTITRUST L.J.
1, 55 (2007) [hereinafter Katz & Shelanski, Mergers and Innovation] (“[I]t is important to remember that,
over a long enough time horizon, everything is variable.”).

68

Cary Statement, at 12; see Prof. Daniel L. Rubinfeld, Statement at AMC Economists’ Roundtable on
Merger Enforcement, at 4 (Jan. 19, 2006) [hereinafter Rubinfeld Statement] (“[M]any firms have relatively high price-cost margins, yet little or no market power in the antitrust sense. This is particularly true
in high-fixed cost, low variable cost industries, including high technology, where incremental costs are
low and profit margins are high (to cover the fixed costs).”).

69

Cary Statement, at 12 (“Competition takes the form of expenditures in R&D designed to differentiate
the product from those of rivals and to increase the value of the product in terms of enhanced productivity for customers. In such a market, efficiencies that reduce already trivial marginal costs are irrelevant. . . . For example, even a small increase in the productivity of an oil refinery through better computer modeling can be worth hundreds of millions of dollars a year.”).

70

Morse Statement, at 4; see also New Economy Trans. at 22 (Morse) (“[I]t is just such efficiencies from
the combination of complementary expertise, while not easily measured, that drive many transactions
and have great potential consumer benefit.”).

71

See Richard Gilbert, Looking for Mr. Schumpeter: Where Are We in the Competition-Innovation Debate?,
in 6 I NNOVATION P OLICY AND THE E CONOMY 159 (Adam B. Jaffe et al. eds., 2006) [hereinafter Gilbert, Looking
for Mr. Schumpeter]; see also Katz & Shelanski, Mergers and Innovation, at 1 (“Policymakers and economists strongly agree that innovation is a critical component of a sustained healthy economy.”).

72

Gilbert Statement, at 14.

73

Gilbert Statement, at 14; cf. Morse Statement, at 7 (emphasizing “notoriously expensive and risky” investments required in the pharmaceutical industry, including the high percentage of “dry wells”); John E.
Osborn, Statement at AMC New Economy Hearing, at 4–5 (Nov. 8, 2005) [hereinafter Osborn Statement].

74

New Economy Trans. at 18 (Osborn). Mr. Osborn explained that mergers enable “research-stage” firms
with an innovative product to combine with commercial-stage firms that have critical expertise (for
example, regulatory, clinical, marketing, sales, or medical) necessary to develop a product, gain FDA
approval, and commercialize a product. New Economy Trans. at 16–17 (Osborn); see also Osborn
Statement, at 4–6 (Nov. 8, 2005) (companies must deal with high development costs and high probabilities that products will ultimately not be developed or commercially successful). But see New Economy
Trans. at 92 (Shapiro) (must consider alternative ways that the smaller firm might have commercialized
the technology).

75

See ABA Comments re Guidelines, at 4 (“[T]he costs of short-term anticompetitive pricing can quickly
be overwhelmed by the benefits provided by even small efficiencies, as these benefits can be expected
to be long-lived and potentially widely distributed.”).

76

DOJ/FTC Horizontal Merger Guidelines, § 4. Moreover, “delayed benefits from efficiencies (due to delay
in the achievement of, or the realization of consumer benefits from, the efficiencies) will be given less
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weight because they are less proximate and more difficult to predict.” Id. § 4 n.37.
77

New Economy Trans. at 18, 44 (Osborn) (investigating staff tended “to resolve uncertainties against the
proposed merger” without “putting a lot of value on the consumer benefits” from innovation); Osborn
Statement, at 3–4.

78

ABA Comments re Guidelines, at 2.

79

See ABA Comments re Guidelines, at 4 (“[G]iven the importance of innovation to the economy’s overall
productivity . . . there might well be benefit in expanding the efficiencies that are recognized to include
those that allow the combined firm to conduct R&D more efficiently . . . .”); see also Morse Statement,
at 4–5; Osborn Statement, at 3.

80

See Daniel Cooperman Statement at AMC New Economy Hearing, at 1 (Nov. 8, 2005) (due to the rapid
nature of innovation in the software industry, “a procompetitive transaction that is delayed [by merger
review] may be derailed altogether”).

81

ABA Comments re Guidelines, at 2.

82

New Economy Trans. at 9 (O’Connell) (“[The DOJ] does care about the effects of a merger on innovation
. . . .”); id. at 49–50 (O’Connell, Morse) (observing no general anti-merger bias at the agencies); id. at
50–51 (Shapiro) (suggesting that appearance of such biases may reflect skepticism of staff as part of
building its case).

83

See Morse Statement, at 4; see also New Economy Trans. at 22 (Morse) (“[I]t is just such efficiencies
from the combination of complementary expertise, while not easily measured, that drive many transactions and have great potential consumer benefit.”).

84

See Katz & Shelanski, Mergers & Innovation, at 2–3 (“Consumers benefit from competition because, when
producers face rivalry, they seek to attract customers through lower prices and higher quality. Consumers
also benefit from technological innovation because, when firms invest in research and development
(R&D), they can create valuable new products and reduce the costs of producing existing products.
Product-market competition and innovation are both, therefore, natural objectives of public policies
designed to further consumer welfare. But policies designed to pursue one of these objectives cannot
always be implemented without costs for the other.”); id. at 56–57; see also Introduction of this Report,
note 22 (discussing different definitions of “consumer welfare” and the tradeoffs each definition would
make).

85

See Gilbert Statement, at 8 (“Economic theory is ambiguous on the relationship between competition
and innovation.”); Shapiro Statement re New Economy, at 11–12 (“[T]here is no consensus among industrial organization economists about the general relationship between concentration and innovation competition.”); Gilbert, Looking for Mr. Schumpeter, at 206 (“We remain far from a general theory of innovation competition . . . .”); see also Katz & Shelanski, Mergers & Innovation, at 14 (“[I]n markets in which
innovation is significant, the traditional concentration-competition relationship is on a weaker or more
nuanced empirical and theoretical footing than otherwise.”); id. at 18–19 (describing ways in which competition can either drive or hamper innovation).

86

DOJ/FTC Horizontal Merger Guidelines, § 3.0.

87

Id.

88

Id. § 3.2 (footnote omitted).

89

Morse Statement, at 9 (“[W]here later entry will deter anticompetitive effects, it should be considered
timely.”); see also Gilbert Statement, at 11 (recommending flexible application based on capacity to deter
anticompetitive effects). Of course, impacts further in the future may be more uncertain, and the agencies should take such uncertainty into account in their assessments. See DOJ/FTC Horizontal Merger
Guidelines, § 4 n.37.

90

James J. O’Connell Jr., Statement at AMC New Economy Hearing, at 5 (Nov. 8, 2005) (the DOJ “certainly
has considered expected effects—both positive and negative—more than two years into the future in
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its merger analysis, particularly in matters involving the development of innovative, next-generation products”); id. at 5 n.9 (pursuant to the Guidelines, in the case of durable goods, entry that is expected to
occur outside the two-year window will be considered timely “so long as it would deter or counteract the
competitive effects of concern within the two-year period and subsequently”) (quoting DOJ/FTC Horizontal
Merger Guidelines, § 3.2); Shapiro Statement re New Economy, at 9 (“[T]here is nothing magical about
the two-year time horizon in this calculus.”). But see Katz & Shelanski, Mergers & Innovation, at 56
(“Under current practice . . . the agencies often take an approach of considering a two-year horizon in
assessing the effects of entry, with little or no discounting within the horizon and complete discounting
of anything beyond.”).
91

See Robert W. Crandall & Clifford Winston, Does Antitrust Policy Improve Consumer Welfare? Assessing
the Evidence, 17 J. E CON . P ERSP. 3, 3–4 (2003). For criticisms of this study, see Jonathan Baker,
The Case for Antitrust Enforcement, 17 J. E CON . P ERSP. 27 (2003); Gregory J. Werden, The Effect of
Antitrust Policy on Consumer Welfare: What Crandall and Winston Overlook (Dep’t of Justice, Antitrust Div.,
Discussion Paper No. EAG 03-2, 2003), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_
id=384100.

92

See AAI Comments re Merger Enforcement, at 2–3 (arguing that U.S. merger policy should be more strict).

93

See, e.g., Public Comments Submitted to AMC Proposing Issues for Study, at 1 (Jan. 5, 2005) (proposing that this Commission undertake comprehensive empirical study of the antitrust laws).

94

See ABA Comments re Guidelines, at 2 (“[T]here has been insufficient empirical research to create confidence that particular merger enforcement decisions (and the Merger Guidelines) are based upon accurate assumptions about the relationship between concentration and performance of the market.”);
Economists’ Roundtable Trans. at 6–8 (White) (none of the empirical studies provide a good sense as
to the level of concentration at which “antitrust should bite”); Economists’ Roundtable Trans. at 33
(Bresnahan) (knowledge of the “functional relationship” of concentration and market power is limited,
but “we do know the extreme end of it around the range that modern merger policy would intervene”).

95

DOJ/FTC Horizontal Merger Guidelines, § 1.5. See generally A NTITRUST L AW D EVELOPMENTS , at 344–50.

96

See, e.g., ABA Comments re Guidelines, at 2; Economists’ Roundtable Trans. at 32 (Bresnahan); cf. id.
at 40 (White) (“[W]e now have 20 or so years of price-oriented data and studies that show that concentration matters and that show up as price effects.”). But see AAI Comments re Merger Enforcement,
at 14 (stating that the “consensus conclusion from more recent studies using more sophisticated
research tools is that increased concentration, at high levels, is associated with higher prices, and is
therefore a suitable proxy, at least in the first instance, for an expectation of market power”); id. at 3
(“[C]urrent economic thinking . . . and evidence still support the presumption that concentration implies
anticompetitive potential . . . .”).

97

Economists’ Roundtable Trans. at 6–8 (White); id. at 78–80 (White) (citing the need for pricing studies).

98

See, e.g., id. at 30–31 (Bresnahan) (because there’s substantial “heterogeneity in industries,” it is not
possible to draw generalizations about the effect of concentration that will apply broadly across industries); see also id. at 63–64 (Reiss) (heterogeneity of industries and firms have led economists away from
cross-industry studies of the effect of entry and to “within-industry studies”); id. at 31 (Bresnahan)
(similar past efforts—structure-conduct-performance studies and Chicago Economics—“were empirical
disasters”).

99

See, e.g., ABA Comments re Guidelines, at 5–6 (recommending “case studies” examining “the market
effects from particular mergers that were cleared by the antitrust agencies to see if they led to neutral
or procompetitive outcomes in the relevant industries . . . or to higher prices/less innovation/etc.”);
Merger Enforcement Trans. at 66–67 (Scheffman) (noting similar FTC studies); id. at 68 (Baer) (“[S]uch
studies are a good idea, and more ought to be done.”); id. at 71–72 (Rill) (supporting the use of
“retrospective reviews”); id. at 73 (Scheffman) (“retrospectives are very important”).

100

Economists’ Roundtable Trans. at 8, 69, 79–80 (White); Prof. Lawrence White, Statement at AMC

77

78

A N T I T R U S T

M O D E R N I Z A T I O N

C O M M I S S I O N

Economists’ Roundtable on Merger Enforcement, at 7–8 (Jan. 19, 2006).
101

Barnett/Majoras Transcript at 20 (Majoras) (Mar. 21, 2006) (explaining that “transparency . . . [is] a high
priority” because “[v]oluntary compliance with the law is the best outcome for consumers, and compliance depends on knowing when the line is being crossed”).

102

The DOJ provides a statement pursuant to the Tunney Act. See 15 U.S.C. § 16(b). The FTC provides an
analysis to aid public comment pursuant to regulation. See 16 C.F.R. § 2.34(c) (2006). For examples
of such statements, see Competitive Impact Statement, United States v. Verizon, No. 1:05CV02103
(D.D.C. Nov. 16, 2005), and Analysis of Agreement Containing Consent Orders to Aid Public Comment,
In re Procter & Gamble Co. and Gillette Co., FTC File No. 051-0115 (Sept. 30, 2005).

103

See Chapter II.B of this Report summarizing data regarding enforcement under the HSR Act.

104

See, e.g., Statement of Chairman Majoras, Commissioner Kovacic, and Commissioner Rosch Concerning
the Closing of the Investigation, In re Comcast, Time Warner Cable, and Adelphia Commc’ns, FTC File
No. 051-0151 (Jan. 31, 2006) (approving decision by Bureau of Competition to close investigation, and
setting forth reasons); Dep’t of Justice, Antitrust Div., Statement on the Closing of its Investigation of
Whirlpool’s Acquisition of Maytag (Mar. 29, 2006) (setting forth background on transaction and reasons
for allowing the merger to proceed); see also Dep’t of Justice, Antitrust Div., Issuance of Public Statements
Upon Closing of Investigations (Dec. 12, 2003); Thomas Barnett, Statement at AMC Barnett/Majoras
Hearing, at attachment 6 (Mar. 21, 2006) (reporting that the DOJ had issued 12 statements upon closing investigations); Federal Trade Comm’n, Commission Closing Letters, available at http://www.ftc.gov/
os/closings/commclosing.htm (collecting a number of closing letters issued by the FTC).

105

See generally Merger Enforcement Trans. at 71 (Baer) (advocating public statements “as to major matters”); IBA Comments re Merger Enforcement, at 15; Scheffman Statement, at 7 (“[M]ore detailed explanations for agency decisions, as is routinely done in the EU . . . would clearly be beneficial.”).

106

IBA Comments re Merger Enforcement, at 4 (“FTC and DOJ should publish reasoned decisions (or summaries of their findings) in all cases where a Second Request has been issued.”); id. at 15–16; U.S.
Chamber of Commerce, Public Comments Submitted to AMC, at 14 (Nov. 8, 2005); see also U.S.
Chamber of Commerce, Public Comments Proposing Issues for Study, at 2 (Sept. 30, 2004); International
Chamber of Commerce, Public Comments Submitted to AMC, at 6–7 (Sept. 5, 2005) (proposing that
speeches, press releases and other communications be used to publish information about agency
decisions in high-profile cases).

107

American Bar Association, Section of Antitrust Law, Public Comments Submitted to AMC Regarding the
Hart-Scott-Rodino Second Request Process, at 15 (Dec. 7, 2005).

108

Dep’t of Justice, Antitrust Div. & Federal Trade Comm’n, Merger Challenges Data, Fiscal Years 1999–2003
(Dec. 18, 2003), available at http://www.ftc.gov/os/2003/12/mdp.pdf. Mergers were deemed to have
been challenged by the FTC if it voted to challenge the transaction (either in court or administratively).
Mergers were deemed to have been challenged by the DOJ if a complaint was filed in court or a press
release was issued by the DOJ announcing that the transaction had been abandoned or restructured in
response to the DOJ’s concerns. In addition, mergers involving financial institutions subject to the Bank
Merger Acts of 1960 and 1966 or the Bank Merger Holding Company Act were deemed to have been challenged by the DOJ if the transactions were restructured to satisfy the DOJ’s concerns, even absent a press
release. Id. at 2.

109

Federal Trade Comm’n, Horizontal Merger Investigation Data, Fiscal Years 1996–2003 (Feb. 2, 2004,
revised Aug. 31, 2004), available at http://www.ftc.gov/os/2004/08/040831horizmergersdata9603.pdf.

110

Federal Trade Comm’n, Horizontal Merger Investigation Data, Fiscal Years 1996–2005 (Jan. 25, 2007),

R E P O R T

A N D

R E C O M M E N D A T I O N S

available at http://www.ftc.gov/os/2007/01/P035603horizmergerinvestigationdata1996-2005.pdf.
111

See Merger Enforcement Trans. at 91–92 (Willig) (suggesting that the agencies keep records of basic
information (for example, on relevant market and concentration levels) for transactions for which a second request is issued); see also id. at 94–95 (Baer) (advocating systematic collection of information on
enforcement).

112

See id. at 94 (Rill).

113

See also Chapter II.B of this Report regarding a recommendation for the agencies to collect data on the
burdens imposed by the HSR Act.

114

See DOJ/FTC Horizontal Merger Guidelines, § 0.1 n.6.

115

New Economy Trans. at 22, 46 (Morse); id. at 83–84 (Shapiro); Morse Statement, at 2. But see New
Economy Trans. at 65–66 (O’Connell) (the Guidelines are “not meant to address every possible theory
or even every way of looking at a merger. . . . The Division doesn’t believe that the Guidelines need to
be amended to reflect or address additional theories, because we believe that those theories are
already incorporated where appropriate in the analysis that we conduct.”).

116

Merger Enforcement Trans. at 59–60 (Rill).

117

1982 DOJ Merger Guidelines, pt. IV.

118

ABA, M ERGERS

119

See, e.g., AAI Comments re Merger Enforcement, at 5 (“Formally updating the agencies’ policy on vertical mergers would provide much needed guidance.”).

AND

A CQUISITIONS , at 20.

79

R E P O R T

A N D

R E C O M M E N D A T I O N S

Chapter I.C
Exclusionary Conduct
1. INTRODUCTION
Section 2 of the Sherman Act outlaws conduct, joint or by a single firm, to “monopolize, or
attempt to monopolize . . . any part of the trade or commerce among the several States.”1
The law directs itself to improper conduct, not the possession of a monopoly. Section 2 does
not prohibit firms from having monopoly power in a relevant market or from charging monopoly prices.2 Rather, it prohibits conduct that improperly maintains or facilitates acquiring, or
attempting to acquire, a monopoly.
How to evaluate single-firm conduct under Section 2 poses among the most difficult questions in antitrust law. Appropriate antitrust enforcement must distinguish aggressive competition that benefits consumers, such as most price discounting, from conduct that tends
to destroy competition itself, and thus maintains, or facilitates acquiring, monopoly power.
The Supreme Court has defined improper “exclusionary” conduct under Section 2 to “comprehend[] at the most behavior that not only (1) tends to impair the opportunities of rivals,
but also (2) either does not further competition on the merits or does so in an unnecessarily
restrictive way.”3 Thus, a crucial distinction in Section 2 enforcement entails whether a firm’s
conduct represents competition on the merits or improper “exclusionary” conduct.
To ask whether a firm’s conduct is “exclusionary” is not sufficient to make this determination. After all, companies routinely attempt to “exclude” competitors from the market simply by producing the best quality product at the lowest price. Accordingly, an observation that
a particular firm’s conduct “excludes” its competitor does not answer whether the conduct
is harmful to competition or just to the firm’s competitor. Antitrust law is concerned with harm
to competition, not particular competitors.
In addition, a firm may achieve monopoly power through competition on the merits. Judge
Learned Hand long ago pointed out that a “single producer may be the survivor out of a group
of active competitors, merely by virtue of his superior skill, foresight and industry. . . . The
successful competitor, having been urged to compete, must not be turned upon when
he wins.”4
The Commission examined whether the substantive standards for evaluating alleged anticompetitive conduct under Section 2 should be revisited, and, if so, whether improvements
could best be achieved through legislation or case law development. In recent decades the
courts have adopted and applied sound general principles for Section 2 enforcement.
These general principles emphasize that appropriate legal rules should identify unreasonably exclusionary conduct, without discouraging aggressive competition that benefits consumers or creating excessive litigation and compliance costs for businesses and problems
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of administrability for courts. The use of these principles has assisted courts in developing appropriate tests to identify when certain types of conduct, such as predatory pricing,
are unreasonably exclusionary.
Section 2 standards are not fully developed with respect to all types of conduct, however. In particular, the Commission focused on two types of conduct that have been the subject of recent court decisions and ongoing debate. One type of conduct involves the sale of
products bundled together at a discount from their prices when purchased separately.
Widespread agreement exists that discounts offered for bundled products (for example,
“meal deals” combining a hamburger and a soda) often benefit consumers. Economic theories suggest, however, that in certain circumstances a firm may be able to use discounts
on bundled products to obtain or maintain a monopoly by excluding rivals, or otherwise harm
consumers, on some basis other than competition on the merits. A recent decision by the
United States Court of Appeals for the Third Circuit that upheld a finding of Section 2 liability for discounts on bundled products, LePage’s v. 3M, has provoked criticism and argument about the circumstances in which bundled discounts could violate Section 2.5
The second type of conduct involves a firm’s refusal to deal with its rival in the same market. In 1919 the Supreme Court confirmed the right of a firm to make its own decisions
about the business entities with which it will deal, absent “any purpose to create or maintain a monopoly.”6 Whether—and, if so, when—a firm’s refusal to deal with its rival may
violate Section 2 has long troubled antitrust courts and commentators. The Commission
studied this issue in light of the Supreme Court’s recent decision in Verizon Communications,
Inc. v. Law Offices of Curtis V. Trinko LLP.7
The Commission also examined the question of whether courts should apply a presumption of market power for patents in tying cases, a question that the Supreme Court has
recently resolved, as well as whether such a market-power presumption should be applied
to copyrights or trademarks in tying cases.
The Commission’s study and analysis lead it to make the following recommendations.

12. In general, standards for applying Section 2 of the Sherman Act’s broad
proscription against anticompetitive conduct should be clear and predictable
in application, administrable, and designed to minimize overdeterrence and
underdeterrence, both of which impair consumer welfare.
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13. Congress should not amend Section 2 of the Sherman Act. Standards currently
employed by U.S. courts for determining whether single-firm conduct is unlawfully
exclusionary are generally appropriate. Although it is possible to disagree with the
decisions in particular cases, in general the courts have appropriately recognized
that vigorous competition, the aggressive pursuit of business objectives, and the
realization of efficiencies not available to competitors are generally not improper,
even for a “dominant” firm and even where competitors might be disadvantaged.
14. Additional clarity and improvement are best achieved through the continued
evolution of the law in the courts. Public discourse and continued research will
also aid in the development of consensus in the courts regarding the proper legal
standards to evaluate the likely competitive effects of bundling and unilateral
refusals to deal with a rival in the same market.
15. Additional clarity and improvement in Sherman Act Section 2 legal standards
are desirable, particularly with respect to areas where there is currently a lack
of clear and consistent standards, such as bundling and whether and in what
circumstances (if any) a monopolist has a duty to deal with rivals.
16. The lack of clear standards regarding bundling, as reflected in LePage’s v. 3M,
may discourage conduct that is procompetitive or competitively neutral and
thus may actually harm consumer welfare.
17. Courts should adopt a three-part test to determine whether bundled discounts or
rebates violate Section 2 of the Sherman Act. To prove a violation of Section 2,
a plaintiff should be required to show each one of the following elements
(as well as other elements of a Section 2 claim): (1) after allocating all discounts
and rebates attributable to the entire bundle of products to the competitive
product, the defendant sold the competitive product below its incremental cost
for the competitive product; (2) the defendant is likely to recoup these short-term
losses; and (3) the bundled discount or rebate program has had or is likely to
have an adverse effect on competition.*
18. In general, firms have no duty to deal with a rival in the same market.†
19. Market power should not be presumed from a patent, copyright, or trademark
in antitrust tying cases.

*

Commissioners Carlton and Garza join this recommendation with qualifications.

†

Commissioners Jacobson and Shenefield join this recommendation with qualifications.
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2. BACKGROUND
A. General Standards
Section 2 of the Sherman Act forbids “monopolization” and “attempted monopolization” (as
well as combinations and conspiracies to monopolize) of any part of the trade or commerce
of the United States.8 The classic statement of unlawful monopolization is found in United
States v. Grinnell Corp.:
The offense of monopoly under § 2 of the Sherman Act has two elements: (1) the
possession of monopoly power in the relevant market; and (2) the willful acquisition or maintenance of that power as distinguished from growth or development
as a consequence of a superior product, business acumen, or historic accident.9
The Supreme Court has defined “monopoly” power as the power to “control prices or
exclude competition.”10 In general, “monopoly” power is treated as “substantial market
power.”11 Modern economics generally defines “market power” as “the ability to raise prices
above a competitive level without suffering an immediate and unprofitably substantial loss
of sales,”12 thus emphasizing that the power to control price or exclude competition must
have some degree of durability to constitute market power of concern to antitrust law. A plaintiff may prove a defendant’s possession of monopoly power through direct evidence of the
defendant’s actual control over price or exclusion of competition within a relevant market,
or through indirect evidence, most typically a defendant’s high market share and barriers to
entry that make challenge to the defendant’s market position unlikely.13
After establishing the defendant’s monopoly power, a plaintiff must prove the monopolist
has obtained or maintained its dominant position through unlawful exclusionary or predatory conduct.14 As the Supreme Court stated in Spectrum Sports, Inc. v. McQuillan, the
Sherman Act “directs itself not against conduct which is competitive, even severely so, but
against conduct which unfairly tends to destroy competition itself.”15 Courts and commentators have often found it easier to identify conduct that is not or should not be unlawful
under Section 2 than to identify conduct that Section 2 does prohibit. For example, two of
the most commonly cited articulations explain that Section 2 is not violated by either
“growth or development as a consequence of a superior product, business acumen, or historic accident”16 or conduct attributable to “superior skill, foresight and industry.”17 Attempts
to develop more definitive standards have evolved over time.

B. Definitions of “Exclusionar y” Conduct
A variety of factors, including changing perspectives on the significance of monopoly power,
have influenced courts’ views on the scope of conduct that should be considered potentially
exclusionary. In the mid-twentieth century, courts evidenced deep concern about the dan-
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gers of monopoly power. The opinion of Judge Learned Hand in United States v. Aluminum
Co. of America provides the best-known expression of this attitude:
Many people believe that possession of unchallenged economic power deadens
initiative, discourages thrift and depresses energy; that immunity from competition is a narcotic, and rivalry is a stimulant, to industrial progress; that the spur
of constant stress is necessary to counteract an inevitable disposition to let well
enough alone.18
In Alcoa the Second Circuit held that a firm with 90 percent of the market for virgin ingot
aluminum had violated Section 2 by repeatedly building new capacity to serve new demand
in that market, thus discouraging its rivals from expanding their existing capacity or entering with new capacity.19 In the court’s view, “[i]t was not inevitable that [Alcoa] should
always anticipate increases in the demand for ingot and be prepared to supply them.”20
The Supreme Court quickly endorsed this expansive view of exclusionary conduct.21 The
question of whether the challenged conduct was “inevitable” appeared in other cases as
well.22 With such a broad scope of conduct that might be viewed as exclusionary, the government pursued and won several monopolization cases over the next few decades.23 This
aggressive view of the law reached its zenith in the 1970s, with proposals from well-regarded antitrust practitioners and scholars that proof of monopoly itself should be sufficient to
establish a violation of Section 2.24
Questions about this approach arose with increasing frequency during the 1960s and
1970s, however, as developments in economic analysis spurred antitrust scholars to examine more closely what types of incentives encouraged vigorous competition and how certain
business practices might benefit, rather than harm, consumers.25 Commentators questioned the bases of many prior court decisions, including Alcoa, asking, for example, whether
antitrust law should require a firm with a dominant position not to compete to serve new
demand.26 Courts and commentators began to reexamine whether the standards for exclusionary conduct were likely actually to discourage aggressive competition that could benefit consumers.27
One of the first court decisions to evidence this shifting attitude was Berkey Photo, Inc.
v. Eastman Kodak Co.28 The defendant, Eastman Kodak, sold cameras and held a monopoly
in the film market; the plaintiff, Berkey Photo, sold cameras and also competed with Kodak
in other photo-related services. When Kodak introduced a new kind of film compatible with
only one of Kodak’s cameras, Berkey alleged that Kodak had violated Section 2 by failing
to give Berkey advance notice of the new product design so that Berkey could develop its
own cameras to handle the new Kodak film. The Second Circuit reversed the jury verdict in
Berkey’s favor, holding that “a firm may normally keep its innovations secret from its rivals
as long as it wishes, forcing them to catch up on the strength of their own efforts after the
new product is introduced.”29 The court emphasized that firms’ incentives to innovate rested on the prospect of market success:
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It is the possibility of success in the marketplace, attributable to superior performance, that provides the incentives on which the proper functioning of our competitive economy rests. If a firm that has engaged in the risks and expenses of
research and development were required in all circumstances to share with its
rivals the benefits of those endeavors, this incentive would very likely be vitiated.30
Unlike the Second Circuit’s decision in Alcoa, which associated existing monopoly power
with deadened initiative and competition, the Second Circuit’s decision in Berkey Photo used
a wider lens to see how the prospect of market success spurred competition and innovation.
This perspective has been preeminent in recent decades.31
Most recently, the Supreme Court expressed the view in Trinko that the “prospect of market success” includes the prospect of obtaining monopoly power:
The mere possession of monopoly power, and the concomitant charging of monopoly prices, is not only not unlawful; it is an important element of the free-market
system. The opportunity to charge monopoly prices—at least for a short period—
is what attracts ‘business acumen’ in the first place; it induces risk taking that
produces innovation and economic growth.32
This view—that the prospect of gaining monopoly is an appropriate incentive for competition and innovation—implies that the application of overly stringent antitrust rules for
monopolists’ conduct could discourage competition and innovation. Some disagree, pointing to economic studies that either suggest monopoly affirmatively discourages innovation33
or are ambiguous as to whether monopoly power encourages innovation.34
Courts have also increasingly scrutinized the potential for consumers to benefit from precisely the type of conduct once commonly condemned as exclusionary. The theory of predatory pricing, for example, involves a company selling its product at very low prices to force
its competitors out of business, and then raising its prices to a supracompetitive level that
enables it to recoup its losses and earn monopoly profits. Thus, the first step in a predatory pricing scheme is to sell at low prices—something that generally benefits consumers.
As the Supreme Court has observed, if a court erroneously concludes that a firm has
engaged in illegal predatory pricing, “the costs of [such] an erroneous finding of liability are
high”35 because firms may be reluctant to cut prices aggressively if they fear predatory pricing allegations. Overdeterrence could harm consumers.
In addition, courts have carefully examined the likelihood that an alleged exclusionary
scheme could succeed. In Matsushita Electric Industrial Co. v. Zenith Radio Corp. the Supreme
Court joined commentators who had concluded that “predatory pricing schemes are rarely
tried, and even more rarely successful.”36 The reasons for this skepticism include the speculative nature of the scheme: it requires a firm to forgo definite profits in the short run, in
hopes that competitors will leave the market and allow the firm, in the long run, to reap
monopoly profits sufficient to make up for its prior losses and provide significant gains for
the future.
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The improbability of predatory pricing schemes, combined with the certainty that lower
prices benefit consumers, persuaded the Supreme Court to select a test that may fail to
capture all instances of predatory pricing, but will not incorrectly condemn price discounting.37 This test excludes the possibility that above-cost pricing could constitute price predation. The Court cited the difficulty that courts would have determining just how much above
cost a defendant’s prices must be to avoid liability for predatory pricing, as well as the
Court’s concern that the possibility of such liability would chill aggressive price cutting.38
The adoption of a “safe harbor” in the area of predatory pricing also illustrates courts’
desire to adopt bright-line legal rules that businesses can understand and follow with relatively little difficulty. This issue has become increasingly important as economic understandings of business conduct have become more sophisticated, and courts have struggled
to take into account a wide variety of factors that may be relevant to judging the likely competitive effects of a particular business practice. Then-Judge (current Justice) Breyer
explained the need for simplifying rules more than two decades ago:
[W]hile technical economic discussion helps to inform the antitrust laws, those
laws cannot precisely replicate the economists’ (sometimes conflicting) views.
For, unlike economics, law is an administrative system the effects of which
depend upon the content of rules and precedents only as they are applied by
judges and juries in courts and by lawyers advising their clients. Rules that seek
to embody every economic complexity and qualification may well, through the
vagaries of administration, prove counter-productive, undercutting the very economic ends they seek to serve.39
Particularly in the context of Section 2 predatory pricing enforcement—where overdeterrence may deprive consumers of the benefits of aggressive competition—courts have been
increasingly willing to adopt potentially underinclusive, but simple and objective cost-based
legal rules.
This is not to say, however, that developments in the understanding of monopolizing conduct have all tended to restrict potential liability for such conduct. There have been a number of recent Section 2 cases in which liability was found. Microsoft, for example, is the most
prominent Section 2 case in the last decade. In that case the United States Court of
Appeals for the District of Columbia Circuit upheld portions of the lower court’s ruling that
Microsoft had engaged in various forms of unreasonably exclusionary conduct in maintaining its operating system monopoly.40 The court held that the evidence established that
Microsoft had engaged in various forms of anticompetitive conduct to prevent its rival,
Netscape, from attaining a market position from which Netscape could challenge Microsoft’s
monopoly of Intel-compatible PC operating systems.41 The case ultimately was settled by
consent decree.42
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The Federal Trade Commission (FTC) recently investigated and filed complaints against
two companies that allegedly achieved monopoly power through unreasonably exclusionary
conduct. In Unocal the FTC alleged that Unocal falsely represented to a government panel
that Unocal’s technologies were nonproprietary, when it knew it held patents on these technologies,43 and that Unocal thereby was able to obtain monopoly power over certain gasoline formulas dictated by government regulation.44 The matter was ultimately settled by consent decree in connection with another firm’s acquisition of Unocal.45
In Rambus the FTC recently held that Rambus illegally monopolized certain technologies
required for computer memory. The FTC concluded that Rambus exploited its participation
in a standard-setting organization to obtain patents that would cover technologies incorporated into the standards adopted by the organization, without revealing its patent position
to other members of the standard-setting organization. As a result, the FTC stated, Rambus
was able to “distort the standard-setting process” and unlawfully gain monopoly power in
the computer memory industry.46
Some degree of controversy has surrounded each of these cases, illustrating the ongoing debate in the antitrust community about the proper role of, and legal standards for,
Section 2 enforcement. The Commission discusses some of the issues in this debate below.

3. RECOMMENDATIONS AND FINDINGS
As discussed below, the Commission concludes that, compared to legal standards in the
mid-twentieth century, the Supreme Court has now adopted and is applying legal standards
and rules for Section 2 that are more sensitive to the possible efficiencies of business conduct and more attuned to the potential for consumer harm from overly stringent application
of Section 2 standards in some cases. This represents progress.
This Part discusses the general principles underlying Section 2 enforcement below, as
well as tests that have been proposed for general use in identifying exclusionary conduct.
It then turns to specific observations about the need to develop improved legal standards
to evaluate discounts for bundled products and refusals to deal with a rival in the same market.

A. General Principles for Section 2 Standards

12. In general, standards for applying Section 2 of the Sherman Act’s broad
proscription against anticompetitive conduct should be clear and predictable
in application, administrable, and designed to minimize overdeterrence
and underdeterrence, both of which impair consumer welfare.
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13. Congress should not amend Section 2 of the Sherman Act. Standards currently
employed by U.S. courts for determining whether single-firm conduct is unlawfully
exclusionary are generally appropriate. Although it is possible to disagree with the
decisions in particular cases, in general the courts have appropriately recognized
that vigorous competition, the aggressive pursuit of business objectives, and the
realization of efficiencies not available to competitors are generally not improper,
even for a “dominant” firm and even where competitors might be disadvantaged.

In recent decades, more often than not, courts have used appropriate caution in assessing single-firm conduct. Courts have relied on general principles, including those that follow,
to guide the development and application of rules for Section 2 enforcement. The use of
these principles has benefited and encouraged appropriate antitrust enforcement.
Section 2 standards should be clear and predictable in application and administrable. The
area of predatory pricing law provides the best example of success in achieving these goals.
In Brooke Group the Supreme Court established an objective, cost-based test that first
requires a predatory pricing plaintiff to prove that the alleged predatory prices are below an
appropriate measure of the defendant’s costs.47 This rule is relatively clear, predictable, and
administrable. The Court’s test further requires predatory pricing plaintiffs to demonstrate
that the defendant “had a reasonable prospect, or, under Section 2 of the Sherman Act, a
dangerous probability, of recouping its investment in below-cost prices.”48 This part of the
test not only ensures that a Section 2 violation is found only if consumer welfare can be
harmed, but also enhances administrability for the courts by allowing summary disposition
of claims where market circumstances—such as easy entry—preclude the possibility of
recoupment.49
The Supreme Court has taken other steps as well to enhance the administrability of
predatory pricing litigation. In Matsushita the Court affirmed summary judgment for the defendant, refusing to allow the case to go to trial based on ambiguous evidence, which included rebates and other price-cutting activities that the plaintiff alleged tended to prove a conspiracy to suppress prices.50 The Court explained that “cutting prices in order to increase
business often is the very essence of competition.”51 To avoid summary judgment, the Court
required the plaintiffs to produce evidence that “tends to exclude the possibility” that the
challenged conduct was permissible competition that did not involve a conspiracy.52 This
comparatively clear and administrable rule has enabled courts to avoid costly and extensive
litigation based solely on evidence from which inferences of permissible competition and
anticompetitive joint conduct were equally plausible.
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Section 2 standards should be designed to minimize overdeterrence and underdeterrence,
both of which impair long-run consumer welfare. At least two observations underlie this general principle. One is that business practices typically offer more efficiencies and, thus, benefits to consumer welfare, than recognized in the early-to-mid-twentieth century. A second
observation is that aggressive competition on the merits may resemble unreasonably exclusionary conduct. As discussed earlier, for example, price discounting may appear the same
as predatory pricing.
These observations have given courts a better understanding that, like underdeterrence,
overdeterrence also can harm consumer welfare. Thus, it is important to consider whether
proposed legal rules are likely to chill procompetitive conduct or create unintended consequences. For example, the Supreme Court has observed that “[i]t would be ironic indeed if
the standards for predatory pricing liability were so low that antitrust suits themselves
became a tool for keeping prices high.”53
The recognition of potential consumer harm from overdeterrence has led courts to try to
avoid “false positives”—that is, finding Section 2 liability for a firm that has not engaged
in unreasonably exclusionary conduct, but instead was simply competing aggressively on the
merits.54 Nonetheless, it remains important to avoid underdeterrence that results in “false
negatives”—that is, failing to condemn anticompetitive conduct—when the challenged conduct typically provides few or no benefits to consumer welfare and does not resemble competition on the merits.55 In an ideal world, of course, legal rules would avoid both underdeterrence and overdeterrence. In practical reality, however, such precision is often difficult to
achieve. Thus, courts may need to make a trade-off between accuracy and the risks of either
chilling procompetitive, or encouraging anticompetitive, conduct.

B. Fur ther Development of Section 2 Standards
1. Continued Case Law Development in the Courts

14. Additional clarity and improvement are best achieved through the continued
evolution of the law in the courts. Public discourse and continued research will
also aid in the development of consensus in the courts regarding the proper legal
standards to evaluate the likely competitive effects of bundling and unilateral
refusals to deal with a rival in the same market.

As noted earlier, the Supreme Court defined improper “exclusionary” conduct under
Section 2 to “comprehend[] at the most behavior that not only (1) tends to impair the opportunities of rivals, but also (2) either does not further competition on the merits or does so
in an unnecessarily restrictive way.”56 This articulation improves on earlier analysis asking
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whether the conduct at issue was “inevitable,” but it begs the question of what specific types
of conduct in what circumstances should be considered “competition on the merits.” This
issue has precipitated much debate and discussion.
The appropriate legal standards should continue to evolve in the courts, with continuing
sensitivity to the need to avoid chilling procompetitive conduct and undue enforcement costs.
The federal enforcement agencies should use appropriate opportunities to aid development
of the law.57 The FTC and the Antitrust Division of the Department of Justice (DOJ) are currently soliciting comments and holding hearings on Section 2 standards,58 and the FTC is
co-chairing the International Competition Network Unilateral Conduct Working Group, which
plans to conduct an in-depth study of the issue over the next several years. The Commission
is hopeful that those research efforts will prove useful.
2. Tests for Particular Types of Conduct or a Single Test for All Conduct

15. Additional clarity and improvement in Sherman Act Section 2 legal standards
are desirable, particularly with respect to areas where there is currently a lack
of clear and consistent standards, such as bundling and whether and in what
circumstances (if any) a monopolist has a duty to deal with rivals.

Many commentators are skeptical that any one legal standard should be used to evaluate the wide variety of different types of conduct that may be challenged under Section 2.59
Others, however, have urged the use of a single test. Two proposals—the “no economic
sense” and “profit sacrifice” tests—have their genesis in the predatory pricing test, which
implicitly defines “competition on the merits” as pricing that is above an appropriate measure of the defendant’s costs. Those and other proposals are discussed below.
“No Economic Sense” Test. The DOJ has advocated the use of a “no economic sense”
test,60 which asks “whether, on the basis of information available to a firm at the time of
the challenged conduct, the challenged conduct would have made economic sense even if
it did not reduce or eliminate competition.”61 The test condemns conduct only when its anticompetitive objective is unambiguous because the conduct would not have been undertaken
“but for” the prospect of obtaining or maintaining monopoly power.62 Although the DOJ has
advanced this test in several cases, including Microsoft,63 Dentsply,64 and Trinko,65 no court
has ever adopted it.
Proponents contend the test is consistent with existing case law and “can be administered effectively by courts and businesses alike”66 because the test essentially focuses
on the economic rationality or profitability of the defendant’s conduct from the defendant’s
perspective at the time the defendant decides whether to undertake a particular course of
conduct.67 Although this test may not capture all anticompetitive single-firm conduct, pro-
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ponents believe underinclusiveness is preferable to requirements for complex evidentiary
judgments.68
Others counter that the test can fail to capture substantially anticompetitive conduct by
focusing exclusively on the profitability of the conduct for the defendant. Thus, the test fails
to examine the challenged conduct’s effects on consumer welfare, critics assert.69 The test
exculpates conduct that offers some minimal efficiencies—that is, that makes some economic sense—even where the conduct may cause disproportionately great anticompetitive
effects.70 In addition, in exclusive dealing cases the application of the “no economic sense”
test is arguably unintelligible because exclusive dealing “makes economic sense” for the
defendant “precisely through the mechanism of exclusion.”71 “In most cases, there is no way
to separate the economic benefit to the defendant from the exclusionary impact on rivals.”72
This criticism suggests the test may be overinclusive as well as underinclusive.
“Profit Sacrifice” Test. The “profit sacrifice” test is closely related to the “no economic
sense” test. One variant asks whether the defendant has sacrificed immediate profits as
part of a strategy whose profitability depends on the recoupment of those profits through
the exclusion of rivals.73 Although it has not specifically adopted this test, the Supreme Court
has asked this question in refusal-to-deal cases, noting, for example, that the defendant in
Aspen “was willing to sacrifice short-run benefits and goodwill in exchange for a perceived
long-run impact on its smaller rival.”74 Another variant asks “whether the allegedly anticompetitive conduct would be profitable for the defendant and would make good business
sense even if it did not exclude rivals and thereby create or preserve market power for the
defendant.”75
As with the “no economic sense” test, proponents maintain the “profit sacrifice” test is
easy to administer and provides clear guidance to businesses, thereby increasing the likelihood that businesses will engage in procompetitive conduct that other legal tests might
misconstrue as anticompetitive.76 The test does not condemn all conduct that might reduce
welfare overall, but proponents judge the test to be preferable to “market-wide balancing
tests.”77
Opponents apply basically the same criticisms to the “profit sacrifice” test as to the “no
economic sense” test. In particular, one commentator argues the test is “both too broad
and too narrow.”78 The test is too broad, this critic contends, because it could condemn a
firm “invest[ing] heavily in designing a better mousetrap that, once marketed, will ruin
rivals or significantly limit their sales.”79 The test is too narrow, he asserts, “because some
exclusionary practices don’t involve sacrifice at all.”80 He agrees the test is dispositive in
predatory pricing cases, however, and also finds the test “quite helpful in cases involving
unilateral refusals to deal.”81
Less Efficient Competitor Test. Judge Richard A. Posner has proposed that an unreasonably exclusionary practice is one that is “likely in the circumstances to exclude from the
defendant’s market an equally or more efficient competitor.”82 Proponents see value in this
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test,83 but caution that it, too, may be too narrow “where the dominant firm is able to keep
the output of rivals inefficiently low by engaging in practices that confer no significant social
benefits.”84 Others point out that exclusion of an inefficient rival may harm consumer welfare if the rival is excluded before it reaches minimum efficient scale, or if the less efficient
rival has been keeping prices in the relevant market below the monopoly level.85 Critics also
raise concern that the test may be very difficult administratively.86 Nonetheless, commentators and courts have found this test useful in evaluating bundled discounts or rebates.87
Balancing Test. In its Microsoft decision, the D.C. Circuit employed a balancing test, which
examines both competitive effects and efficiencies, to assess claims under Section 2.88 That
test requires a plaintiff first to establish that the monopolist’s conduct had an “‘anticompetitive effect.’ That is, it must harm the competitive process and thereby harm consumers.”89 Once the plaintiff establishes a prima facie case, to avoid liability the defendant
must provide a procompetitive justification for its conduct, that is, “a nonpretextual claim
that its conduct is indeed a form of competition on the merits because it involves, for example, greater efficiency or enhanced consumer appeal.”90 If the defendant makes this showing, then the plaintiff either must rebut the claim of procompetitive benefits or show that
the anticompetitive harm nevertheless “outweighs” those benefits.91 Proponents point out
this is the basic rule of reason test that courts have applied for many years, and continue
to apply, in Section 1 and Section 2 cases.92 They contend that use of this test is necessary to answer the basic question of whether the challenged conduct, on balance, harmed
consumer welfare.93
Opponents criticize this test as too complex and difficult to administer. They argue that,
because businesses will be uncertain of how their course of conduct might be judged, they
will be reluctant to undertake procompetitive conduct.94 Proponents respond that other tests,
including the “no economic sense” and “profit sacrifice” tests, are equally complex and less
accurate.95
As this brief review of possible tests for evaluating conduct under Section 2 suggests,
they each seek to identify conduct that harms consumer welfare.96 Some tests place greater
value on the avoidance of chilling procompetitive conduct and undue enforcement costs than
on ensuring that the test captures all or most instances of anticompetitive conduct. Others
emphasize the importance of focusing on consumer welfare effects and contend that accuracy can be achieved without perverse influences on firms’ incentives or undue enforcement
costs.
Thus far, no consensus exists that any one test can suffice to assess all types of conduct that may be challenged under Section 2. The current test for predatory pricing, for example, works well in that context, but problems have been identified with the application of its
progeny—the “no economic sense” and “profit sacrifice” tests—in some other contexts. The
more extensive inquiry mandated by the Microsoft balancing test may be appropriate in some
circumstances, but, as exemplified by the case of predatory pricing, is not necessarily war-

93

94

A N T I T R U S T

M O D E R N I Z A T I O N

C O M M I S S I O N

ranted or desirable for all types of conduct challenged under Section 2. Some contend that
the best approach is to develop different tests for different types of conduct.97
As courts, antitrust agencies, and commentators continue to refine the antitrust standards for conduct challenged under Section 2, a focal point for their assessment should be
whether a particular test is the one most likely to protect consumer welfare in the context
of the type of conduct at issue. To answer this question will require, among other things,
an evaluation of whether a particular test is likely to overdeter procompetitive, or underdeter anticompetitive, conduct. Particular attention should be given to long-run, as well as shortrun, consumer interests. For example, any Section 2 test for refusals to deal with a rival
should reflect proper consideration of consumers’ long-run interests in maintaining firms’
incentives to invest in valuable competitive assets—incentives that could be significantly
diminished by forced sharing of assets with a rival in particular circumstances.

C. Specific Areas of Concern—Bundled Discounts and
Refusals to Deal with a Rival in the Same Mar ket
1. Discounts on Bundled Products

16. The lack of clear standards regarding bundling, as reflected in LePage’s v. 3M,
may discourage conduct that is procompetitive or competitively neutral and
thus may actually harm consumer welfare.

“Bundling” entails the sale of two or more products as a package. Bundled products may
be sold only in a package or as part of a package and separately as well.98 When bundled
products are also sold separately, manufacturers may provide a discount or rebate to buyers that purchase the entire bundle, instead of purchasing only certain products in the bundle. These are known as “bundled discounts” or “bundled rebates.” Large and small firms,
incumbents, and new entrants use bundled discounts and rebates in a wide variety of industries and market circumstances. Because they involve lower prices, bundled discounts and
bundled rebates typically benefit consumers.
Despite the ubiquity of bundling, there is a paucity of case law addressing the practice.99
One prominent and recent appellate decision is LePage’s v. 3M, in which the Third Circuit,
sitting en banc, condemned bundled rebates as a violation of Section 2.100 Because the
court failed to evaluate whether 3M’s program of bundled rebates represented competition
on the merits, its decision offers no clear standards by which firms can assess whether their
bundled rebates are likely to pass antitrust muster. Therefore, the Third Circuit’s decision
is likely to discourage firms from offering procompetitive bundled discounts and rebates to
consumers.
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The proconsumer benefits and possible anticompetitive harms of bundled discounts, the
LePage’s decision, and various proposals for legal standards that will deter unfounded
claims that bundled discounts violate Section 2 are discussed below. A test that compares
incremental revenues with incremental costs, as described below, offers the most promising source of an economically sensible and administrable safe harbor for bundled rebates
or discounts.
a. Consumer Benefits, and Theories of Harm, from Bundled Discounts
Product bundling and bundled discounts are widespread throughout the U.S. economy.101
Fitness clubs may offer their sessions separately or as a package at a discount; a furniture
retailer may offer a bed and two dressers separately or together as a bedroom set at a discount; retailers may bundle free parking with a purchase in their stores.102 Other examples
abound.103
Businesses may offer bundled products for a variety of reasons. Firms can use bundling
to save costs in distribution and packaging, to reduce transaction costs for themselves and
their customers, and to increase reliability for customers.104 Selling products as a package
may reduce a manufacturer’s costs, and the manufacturer may pass these cost reductions
on to purchasers as bundled discounts.105 Instead of advertising, firms can use bundled discounts to increase demand.106 When a retailer reduces the number of its suppliers to save
costs, multiproduct manufacturers may offer multiproduct discounts to keep the retailer’s
business.107 A firm selling a product in one market may employ a bundling strategy as a
means of encouraging consumers in another market to try a new product.108 In some cases,
bundling can help a firm enter a new market and compete with established firms. As one
witness explained:
Cable companies attempt to compete with telecommunications companies by
offering bundles of digital telephone service, high speed internet service, and digital cable. Telecommunications companies have responded by offering discounts
if consumers bundle their phone service with DSL and with satellite television
. . . . The resulting bundle versus bundle competition will likely continue to drive
down prices, increasing consumer welfare.109
These types of bundling can result in bundled discounts or rebates that significantly lower
prices to consumers. One witness noted that “virtually everyone who submitted a paper
tends to agree that bundling is pro-consumer. It is a way of discounting; it’s a way of waging competition.”110 Moreover, the fact that firms without market power often offer bundled
discounts suggests that efficiencies, not schemes to acquire or maintain monopoly power,
typically explain their use.111
Nonetheless, recent economic literature has suggested three theories by which, in certain circumstances, bundled discounts could be unreasonably exclusionary:112 (1) as a
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form of predatory pricing; (2) as de facto tying; and (3) as exclusionary conduct that deters
entry.113 If bundled discounts were used as a form of predatory pricing, a dominant firm might
eliminate competition by forcing its competitors to sell at unprofitably low prices.114 Under
standard predatory pricing law, for this strategy to be plausible, the predator must be able
to recoup its investment in below-cost pricing by using its increased market power to capture monopoly profits in the long run.115
In the case of de facto tying, while consumers are free to buy components separately, the
components are priced to make it more attractive to buy the bundled components together.116 Under this theory, the prices of the components are actually increased, including the
stand-alone price of the monopolized good.117 Thus, instead of receiving a discount, consumers are actually paying more for the bundled products.118
Finally, a dominant firm selling multiple products might use bundled discounts to deter
entry or otherwise foreclose competition by firms that do not sell multiple products. By providing bundled discounts that reduce the price (net of discounts) of the competing good, a
competitor that sells only that good may not be able to compete effectively if it does not
also sell the monopoly good.119 Suppose, for example, each of two manufacturers produces product A at a cost of $10 per unit. The manufacturer that earns monopoly profits
in related product B, which it produces at a cost of $10 per unit but sells for $20, can bundle A and B and sell the bundle for $28. The manufacturer that produces only A, however,
cannot sell product A for $8 without losing money.
There was disagreement among witnesses before the Commission as to the plausibility
of these strategies, the conditions necessary to make them plausible, and the optimal legal
standards to assess such anticompetitive risks. All appeared to agree, however, that further
empirical study would benefit enforcement and policymakers. In addition, whatever legal standards are adopted should be sufficiently clear to enable companies to conform their conduct
to the law, be administrable by the courts, and avoid chilling procompetitive discounting.
b. The Third Circuit’s LePage’s Decision
In LePage’s the Third Circuit, sitting en banc, upheld a jury verdict that 3M had violated
Section 2 through its program of bundled rebates. Plaintiff LePage’s and defendant 3M competed in sales of transparent tape. LePage’s alleged that 3M used its monopoly in its Scotchbrand tape to gain a competitive advantage in private-label transparent tape by offering higher rebates—that is, lower prices—when purchasers, such as office superstores, bought
certain amounts of products across a number of 3M’s product lines (including Scotch
tape)120 or increased the amount of Scotch tape purchased in proportion to 3M’s private-label
tape.121 If an eligible buyer met certain targets across all of the product lines, a rebate of
up to 2 percent was applied to all of its purchases from 3M. Conversely, if the buyer failed
to meet any one of the targets in each product line, the 2 percent rebate for all purchases
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would be rescinded.122 LePage’s alleged that such rebates gave buyers the incentive to purchase either 3M’s Scotch tape or 3M’s private-label tape, instead of LePage’s private-label
tape.
3M responded that its pricing was above cost, no matter how cost was calculated, and
that, following the Supreme Court’s decision in Brooke Group, above-cost pricing could not
give rise to antitrust liability.123 The court specifically rejected 3M’s argument, stating that
“a monopolist will be found to violate Section 2 of the Sherman Act if it engages in exclusionary or predatory conduct without a valid business justification.”124 The court upheld the
jury’s finding that 3M had no legitimate business justification, in part because no evidence
showed that the amount of 3M’s savings from bundling its products equaled the amount that
3M had given its customers through bundled rebates.125 In explaining why such bundled
rebates harmed consumers, the court stated that the “principal anticompetitive effect of bundled rebates as offered by 3M is that when offered by a monopolist they may foreclose portions of the market to a potential competitor who does not manufacture an equally diverse
group of products and who therefore cannot make a comparable offer.”126
c. Criticisms of LePage’s
The fundamental criticism of the Third Circuit’s decision is that it did not assess whether
3M’s bundled rebates constituted competition on the merits. The court focused on the
claimed harm to LePage’s, including its loss of market share in the market for transparent
tape and its loss of efficiencies in manufacturing.127 But, as one critic points out, that a
monopolist’s conduct weakens a rival is not sufficient to trigger liability under Section 2.128
“Price cutting may result . . . in some competitors being driven out of business, a result that
is tolerated as a natural product of legitimate competition when an exit is the product of an
inability to compete efficiently on the merits.”129 Lower prices may harm a rival but benefit
consumers.
The Third Circuit did not require LePage’s to prove it could make tape as efficiently as 3M
and therefore that 3M’s conduct had excluded an equally efficient rival.130 In fact, 3M and
LePage’s both agreed that 3M was a more efficient, lower-cost producer of transparent tape
than LePage’s.131 Nor did the court require LePage’s to prove that, regardless of LePage’s
ability to operate efficiently, 3M’s conduct would have excluded a hypothetical competitor
that was as efficient as 3M.132 The court did not even consider 3M’s assertion that its bundled pricing was above cost, no matter how cost was calculated—an assertion that LePage’s
did not dispute.133 Thus, it is unclear what would have been sufficient to convince the court
that 3M was competing on the merits, rather than on some basis other than efficiency, with
its bundled rebates. The decision is too vague134 and is therefore likely to chill welfareenhancing bundled discounts or rebates.135
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d. Possible “Safe Harbors” for Bundled Discounts
Given the likelihood that most bundled discounts or rebates benefit consumers, many
have proposed a safe harbor for bundled discounts that clearly constitute competition on
the merits. One proposal, relevant to the use of bundled discounts as de facto tying arrangements, would ask what proportion of buyers accepted the bundled discount. If all or almost
all buyers accepted the bundled discount, then it should be evaluated under tying law; if a
substantial proportion of buyers rejected the bundled discount, it should be deemed legal.136
Other proposals relate to the possible use of bundled discounts or rebates in a manner
analogous to predatory pricing. One type of safe harbor would also operate as a screen,
requiring plaintiffs pursuing a Section 2 challenge first to establish that the bundled prices
at issue fell below an appropriate measure of the defendant’s cost.137 If a defendant’s costs
are properly defined, “below-cost pricing, unlike pricing at or above that level, carries with
it the threat that the party so engaged will drive equally efficient competitors out of business, thus setting the stage for recoupment at the expense of consumers.”138 Prices below
an appropriate measure of cost would be a necessary, but not sufficient, condition for liability.139 In addition, plaintiffs would be required to establish that the defendant could
recoup the profits it sacrificed through bundled discounts,140 as well as establish actual or
probable harm to competition.
Proposals differ on the appropriate measure of the defendant’s costs, although most
involve some type of comparison between the defendant’s costs and revenues.141 One
approach, comparable to the approach adopted by a decision in the Southern District of New
York,142 would allocate all discounts attributable to the entire bundle of products to the competitive product, and then ask if, after reallocation of those discounts, the competitive product is sold at or above incremental cost.143 If the competitive product is being sold at or
above incremental cost after allocation to it of all bundled discounts, then the bundle
would fall within the safe harbor. If not, then the plaintiff would need to demonstrate a likelihood that the defendant could recoup the short-term losses. Put another way, this test
would find potential liability under Section 2 if the defendant’s incremental price of the competitively supplied good is less than the defendant’s incremental cost of producing it.144
By comparison, one witness proposed that bundled discounts be evaluated under a
modified Brooke Group standard that would reject bundling claims whenever the defendant’s
total revenues derived from the entire bundle exceeded the total of the average variable
costs to produce all of the products in the bundle—essentially, a total revenue versus total
cost approach.145 The witness argued this test was appropriate because it would allow a dominant firm to offer a bundled discount “that effectively lowers the price of a supracompetitively priced good.”146 Others see significant problems with the test. They contend the test
ignores the effects of bundling insofar as it permits bundled discounts where a monopolist
lowered its price in a competitive market below the monopolist’s average variable cost for
the competitively priced product.147 Another witness suggested that courts should prorate
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the total discount and allocate an equal share to each of the products in the bundle, then
ask whether any product was sold below incremental cost.148 In deciding which test to apply,
some would ask whether a firm has near monopoly power in a well-defined market, and
whether any competing firm can match the defendant’s discounts across all product lines.149
These and other proposed tests raise various issues, as the federal antitrust agencies
recognized in recommending that the Supreme Court decline to grant certiorari in LePage’s
to allow further development in the case law and economic analysis.150 One witness noted
that competitors less efficient than a dominant firm might still constrain the dominant firm
to price below a monopoly level.151 Thus, a test asking whether a bundled discount could
exclude a hypothetical equally efficient competitor would not capture instances in which a
bundled discount enabled a dominant firm to exclude a less efficient rival that had in fact
benefited consumers by constraining prices.152 Others concede that, just as above-cost
predatory pricing could occur, above-cost predatory bundled discounts could occur. 153
Nonetheless, they believe that a safe harbor for above-cost bundled discounts “provides valuable clarity to the business community and reduces the number of false positives, which
would otherwise discourage procompetitive discounting.”154 Moreover, some courts have concluded that “only price cutting that threatens equally or more efficient firms is condemned
under Section 2.”155 They explain that “[t]he antitrust laws were not intended, and may not
be used, to require businesses to price their products at unreasonably high prices (which
penalize the consumer) so that less efficient competitors can stay in business.”156
e. Conclusion

17. Courts should adopt a three-part test to determine whether bundled discounts or
rebates violate Section 2 of the Sherman Act. To prove a violation of Section 2,
a plaintiff should be required to show each one of the following elements
(as well as other elements of a Section 2 claim): (1) after allocating all discounts
and rebates attributable to the entire bundle of products to the competitive
product, the defendant sold the competitive product below its incremental cost
for the competitive product; (2) the defendant is likely to recoup these short-term
losses; and (3) the bundled discount or rebate program has had or is likely to
have an adverse effect on competition.*

*

Commissioners Carlton and Garza join this recommendation, but are concerned that the first screen in
the three-part test would still require many pricing schemes where exclusion is not at issue to receive
further scrutiny under the second and third parts of the test. Bundled discounts that do not pass the
first screen in the Commission’s proposed test can be used to price discriminate with no exclusionary
effect on competition. Failure to recognize that price discrimination is a motive for mixed bundling implies
that the incremental revenue is not correctly calculated by the Commission’s proposal. Commissioner
Carlton elaborates on these points in his separate statement.
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The first screen in the recommended three-part test would establish that bundled discounts should be subject to scrutiny under Section 2 only if they could exclude a hypothetical equally efficient competitor. This standard would permit bundled discounts that could
exclude a less efficient competitor, even if the less efficient competitor had provided some
constraint on pricing of the competitive product. The difficulties of assessing such circumstances, the lack of predictability and administrability in any standard that would capture such
instances, and the undesirability of a test that would protect less efficient competitors, however, counsel against the adoption of a screen that protects less efficient competitors.
Importantly, the first screen would provide sufficient clarity to enable businesses to
determine whether a particular bundled discount would be “screened out” from further scrutiny under the second and third parts of the tests. In this sense, the first screen could operate as a “safe harbor” and thus ameliorate the chilling of procompetitive bundled discounts
that now exists. The first screen is also sufficiently administrable for courts to apply,
although the Commission acknowledges it could be difficult to apply in circumstances
where the alleged competitive product is separate from the other products in the bundle.
This issue arises with other proposed tests as well, however.
The first screen is not perfect; it could reserve for further scrutiny bundled discounts with
no anticompetitive exclusionary effects. Thus, it is crucial to apply the second and third parts
of the test. Under the second part of the test, a plaintiff would need to prove that the defendant was likely to recoup its losses from its use of the challenged bundled discount or
rebate. This would typically require a plaintiff to show that entry into the relevant market is
not easy and therefore is unlikely to undermine the defendant’s ability to recoup its losses. Like the first screen, this portion of the test also might be considered a “safe harbor”
for defendants in relevant markets where entry is easy. Under the third part of the test, a
plaintiff would have to establish actual or probable harm to competition.157 Use of the
Commission’s proposed three-part test would bring the case law on bundled discounts into
line with the reasoning of Brooke Group.
The Commission also encourages additional empirical economic research in this area.
The courts, the antitrust agencies, and antitrust practitioners generally would benefit from
a more thorough and empirically based understanding of the likely competitive effects of bundled discounts in a variety of settings.
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2. Refusals to Deal with a Rival in the Same Market.

18. In general, firms have no duty to deal with a rival in the same market.*

The Supreme Court has long held that, “[i]n the absence of any purpose to create or maintain a monopoly, the [Sherman Act] does not restrict the long recognized right of [a] trader
or manufacturer engaged in an entirely private business, freely to exercise his own independent discretion as to parties with whom he will deal.”158 Recently, in Trinko the Supreme
Court confirmed there is no general duty to aid rivals under Section 2 of the Sherman Act.159
Rather, the Court characterized its earlier decisions, including Aspen Skiing and Otter Tail,
as “limited exception[s]” in which the defendant was found liable under Section 2 for a failure to deal with a rival.160
Although the Court’s decision in Trinko provided some guidance on the factors that might
suggest liability for a refusal to deal with a rival, the decision is far from definitive.
Businesses need better guidance from the courts on how to avoid antitrust scrutiny for a
refusal to deal with a rival. The following briefly reviews the reasoning and guidance that can
be gleaned from the Trinko decision, as well as proposals to the Commission on how
courts should evaluate refusals to deal with a rival.
a. Refusals to Deal with Rivals Should Rarely, if Ever, Be Unlawful
Refusals to deal with horizontal rivals in the same market should rarely, if ever, be unlawful under antitrust law, even for a monopolist.161 In Trinko the Supreme Court explained:
Firms may acquire monopoly power by establishing an infrastructure that renders
them uniquely suited to serve their customers. Compelling such firms to share
the source of their advantage is in some tension with the underlying purpose of
antitrust law, since it may lessen the incentive for the monopolist, the rival, or
both to invest in those economically beneficial facilities.162
Thus, absent a right to refuse to deal with a rival, a firm that lawfully obtained a monopoly through superior acumen, skill, foresight, or industry would find itself forced to share the
fruits of its investment with rivals, thereby undermining the value of its lawfully acquired

*

Commissioners Jacobson and Shenefield join this recommendation with qualifications. They believe that,
if the refusal to deal with a rival in the same market is likely to raise price or reduce output in that relevant market, and is insufficiently supported by legitimate procompetitive justifications, the conduct is
appropriately prohibited. A refusal to deal with a customer in an adjacent market (or different level of
distribution), unless the customer agrees not to do business with a rival, is analytically the same as exclusive dealing and should be treated under the same principles. A refusal to deal with a rival in an adjacent market may be harmful to consumers if the defendant is using its monopoly power in one market
to attempt to monopolize a second market.
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monopoly and discouraging others from making similar investments.163 Because investments
in new facilities and assets often enhance consumer welfare, antitrust rules that discourage such activity should be avoided.164 Forced sharing stultifies the incentives of smaller
firms to develop alternatives to the monopolist’s product.165 Moreover, forced sharing
requires courts to determine the price at which such sharing must take place, thereby transforming antitrust courts into price regulators, a role to which they are ill suited.166 Setting
a price too low, for example, could dampen the incentives of monopolists and others to
develop substitutes for the monopolist’s product167 and ultimately disserve the interests of
consumers.168
In Trinko, the Court noted it has been cautious in finding exceptions to the general rule
of no duty to aid a rival, precisely “because of the uncertain virtue of forced sharing and the
difficulty of identifying and remedying anticompetitive conduct by a single firm.”169 The
Court appeared to link its prior exceptions to two factors: (1) the defendant’s unilateral termination of a voluntary, and thus presumably profitable, prior course of dealing with the plaintiff (Aspen Skiing), and (2) the defendant’s refusal to provide to a customer rival the same
service that it provided to other customers (retail sales of ski-lift tickets in Aspen, power
transmission over its network in Otter Tail). Questions have been raised concerning the
Court’s use of these two factual circumstances as key indicators of a potentially anticompetitive refusal to deal with a rival in the same market.170 The Court seemed to suggest that
either type of conduct might be worthy of scrutiny to assess whether it reflected a willingness to forsake short-term profits to achieve an anticompetitive end.171 The Court did not
clarify that point, however, and it also did not explain what additional factors would be
required to establish Section 2 liability in such circumstances.
b. Further Proposals for Evaluating Refusals to Deal
The principal approaches advanced at the Commission’s hearings were: (1) a rule of reason test centered on a pricing benchmark; (2) a “no economic sense” or “profit sacrifice”
test; and (3) an examination of whether the conduct or pricing at issue is coercive or provides incentives.
Rule of Reason/“Consumer Welfare Effect” Test. The purpose of this test is to determine
whether the refusal to deal would enable the monopolist to charge supracompetitive prices
in any market.172 If the defendant possessed monopoly power in a relevant market for
inputs used by the firm’s rivals, the court would determine whether the defendant’s refusal
to sell such inputs—or its insistence on terms so unattractive as to constitute an effective
refusal to deal (a “non-negotiable” refusal to deal)—would lead to supracompetitive prices
in a market.173 Because requiring a monopolist to share inputs or facilities with its rivals at
any price could destroy a firm’s incentive to develop the capacity to produce such inputs in
the first place,174 this test would require the plaintiff to demonstrate that the rival was willing to pay a sufficient price for the monopolized product. The fact finder would ask whether
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the rival was willing to pay a price high enough to support an inference that the refusal to
sell at that price was exclusionary.175 The monopolist could rebut a prima facie claim by showing that the refusal was necessary to create efficiencies, and that these efficiencies counteracted any harmful impact of the refusal.176 The court would then balance the harmful
effects of the refusal against the benefits proved by the defendant in a way analogous to
the rule of reason analysis that courts employ in the merger and Section 1 contexts.177
Objections to this proposal centered on its complexity, the difficulty of determining the
proper “non-exclusionary benchmark price,” and questions whether the conduct the standard would condemn as unreasonably exclusionary actually would harm consumer welfare.178 Some questioned whether there was sufficient evidence of durable monopoly power
to support the use of such a complex test instead of a simpler test that could better avoid
“false positives.” Witnesses also argued that courts are not rate-making bodies and are ill
equipped to determine the “non-exclusion benchmark price” as required by this test.179
Finally, a determination of harm to consumer welfare would require a determination whether
rivals would be able to obtain alternative, cost-effective sources of supply, and other factors
that could increase the potential for error in application of the test.180
The “Profit Sacrifice” and “No Economic Sense” Tests. As discussed earlier, to establish liability for a refusal to deal with a rival, the “no economic sense” and “profit sacrifice” tests
would require proof that the refusal makes “no economic sense” or is unprofitable but for
the refusal’s tendency to fortify preexisting market power or help the monopolist acquire new
market power.181 If the refusal does make economic sense absent such a contribution to market power (or the expectation of acquiring market power), the conduct survives Section 2
scrutiny, without additional analysis.
Although proof that a monopolist’s refusal to deal makes no economic sense is a necessary condition for liability under this test, it is not sufficient, and thus the test acts only
as a screen.182 The second step of the inquiry requires a determination that the conduct
harmed competition.183 Thus, under the “no economic sense test,” a plaintiff may prevail by
proving four elements: (1) the defendant’s possession of a monopoly over an input; (2) the
refusal to sell the input or the sale of the input at a price that significantly disadvantages
rivals; (3) the absence of any economic rationale for the refusal, apart from its tendency to
maintain or acquire monopoly power; and (4) the maintenance or acquisition of market power
as a result of such refusal.184
Some have found this test useful in the context of refusals to deal with rivals. 185
Nonetheless, some antitrust practitioners question whether the test can be applied sensibly in all circumstances, given the fine distinction between seeking to exclude competitors
by increasing a firm’s sales as opposed to seeking to obtain or maintain monopoly power.186
“Coercing” versus “Incentivizing” Conduct. A third proposal focuses on whether the challenged conduct is “coercing” or “incentivizing.”187 This question is the third, and most
important part, of a three-part inquiry under this approach. The first part calls for courts to
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determine whether conduct is “excluding” or “exploiting.”188 Exploiting conduct is that which
may be undertaken by a monopolist as a fruit of its monopoly, and should not give rise to
an antitrust claim.189 Excluding conduct is conduct that is designed to eliminate rivals, and
potentially is actionable.190 Second, this approach asks whether the challenged conduct is
horizontal or vertical. If the conduct relates only to horizontal dealings among competitors,
this approach concludes that antitrust law should rarely (if ever) be concerned with the conduct.191 Vertical conduct, however, may be actionable.
If the conduct is excluding and vertical, then the analysis asks whether the challenged
conduct is coercing or incentivizing. Coercing conduct occurs when a firm refuses to deal
with a (potential) customer because that customer also deals with the firm’s rivals.192 By
comparison, a firm engages in incentivizing conduct when it continues to deal with a customer, despite that customer’s dealing with the rival, but not necessarily on the same
favorable price terms.193
The proponent of this test argues that this proposed distinction is important for three reasons. First, a monopolist is uniquely capable of coercing because of its monopoly status;
any firm is capable of engaging in incentivizing conduct (at least to the limits of its “checkbook”).194 Second, coercing conduct hurts the customer by issuing a “take it or leave it”
choice; incentivizing conduct provides a choice to the customer.195 Third, a monopolist’s competitors can respond to incentivizing conduct by providing their own incentive offers.196
Under this test, coercing conduct would be presumptively unlawful, with the presumption
overcome only if the defendant could show procompetitive justifications for the conduct.197
By comparison, incentivizing conduct would be presumptively lawful.198 The only exception
would be for price incentives so great that they would constitute predatory pricing under the
Brooke Group standard.199 The test’s author contended it has several advantages because,
among other things, it provides companies with clarity as to what conduct is permissible,200
and it would harmonize refusal-to-deal analysis with tying law by making unlawful only that
conduct that creates the type of coercion that an unlawful tie-in creates.201
c. Conclusion
The Commission endorses the longstanding principle that, in general, firms have no duty
to deal with a rival in the same market. To the extent that circumstances exist in which firms
may be liable for a refusal to deal with a rival in the same market, the courts should further clarify those circumstances.
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3. Intellectual Property in Tying Cases

19. Market power should not be presumed from a patent, copyright, or trademark in
antitrust tying cases.

In Illinois Tool Works, Inc. v. Independent Ink, Inc. the Supreme Court reversed a decision
by the Court of Appeals for the Federal Circuit adhering to previous Supreme Court precedents that provided for a presumption of market power.202 The Court unanimously held that
“a patent does not necessarily confer market power upon the patentee” and that, “in all
cases involving a tying arrangement, the plaintiff must prove that the defendant has market power in the tying product.”203
In reaching this decision, the Court reviewed the history of tying law generally and its
application in cases involving intellectual property in particular. It explained that the presumption originated in patent misuse cases involving tying of patented and unpatented
goods, and that subsequent cases—particularly International Salt Co. v. United States204—
”imported” this doctrine into tying law, in part on the ground that the policy considerations
were the same.205 As a result, the Court had characterized such patent ties as “illegal per
se.”206
The Court explained that its reconsideration of the “presumption of per se illegality of a
tying arrangement involving a patented product” was appropriate in light of developments
since those earlier rulings.207 Most important, in 1988 Congress “amended the Patent Code
to eliminate [the market power] presumption in the patent misuse context.”208 After considering “the congressional judgment reflected” in this amendment, the Court concluded that
ties involving patented products should be treated like other ties, and not be condemned
without a showing of market power.209 The Court also observed that imposing this requirement was supported by “the vast majority of academic literature” addressing the question
and by “a virtual consensus among economists” on this matter.210 Furthermore, it noted, the
antitrust enforcement agencies’ Intellectual Property Guidelines provide that the agencies
“will not presume that a patent, copyright or trade secret necessarily confers market power
upon its owner.”211
Consistent with the “virtual consensus” the Court identified in Independent Ink, witnesses at the Commission’s hearing (which took place before Independent Ink was decided) were united in their opposition to the market-power presumption.212 Similarly, a number
of commenters argued that there should be no presumption of market power from patents
or copyrights.213 Thus this Commission’s witnesses and commenters generally advocated
what is now the state of the law.
The Supreme Court decision in Independent Ink is clearly correct. For similar reasons,
courts should not presume market power from a copyright or trademark in tying cases.
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Chapter I.D
Antitrust and Patents
1. INTRODUCTION
Patents have played an important role in the innovation that has enabled the United States
to become “the world’s preeminent technological and economic superpower.”1 Patents “are
granted on the assumption that, although firms and individuals have many incentives to
invent and create, some innovations are less likely to be forthcoming in the absence of a
grant of exclusive rights providing an opportunity to recoup initial investments while excluding imitators.”2
A number of issues relating to how antitrust law evaluates conduct and transactions
involving patents were proposed to the Commission for study. Several issues were not ripe
for resolution by this Commission due to recent congressional action or ongoing litigation
about the issue.3 Accordingly, the Commission did not undertake a comprehensive survey
of the interaction between antitrust and patent law and policy.
The Commission studied some of these issues, however, which are discussed in other
sections of this Report. For example, Chapter I.B proposes that, in merger analysis, the agencies take a flexible approach to the two-year time horizon generally used in assessing the
likely competitive impact of new entry, and give greater weight to research-and-developmentrelated efficiencies. These recommendations address how the effect of innovation should
be assessed in a dynamic competitive analysis. Chapter I.C discusses the Commission’s
recommendation that market power should not be presumed from a patent, copyright, or
trademark.
This Section of the Report discusses two additional issues involving competition and
patents. The first addresses a situation in which members of a standard-setting organization (SSO) may need to pay higher royalties to license a patent after SSO members have chosen a standard covered by that patent than they would have before the standard was chosen. SSO members may take a range of approaches to mitigate this possibility, including
possible joint negotiation of licensing terms before patented technology is adopted as a standard. Some SSOs apparently have avoided joint negotiations with patent holders out of concern that the conduct would be considered a per se unlawful violation of the Sherman Act.4
Joint negotiations between SSO members and patent holders, without more, may be reasonably necessary in the circumstances to ensure that SSO members obtain reasonable
patent licensing terms. At the same time, joint negotiations carry a risk of anticompetitive
conduct, so they should be subject to antitrust scrutiny. Accordingly, without intending to
endorse any particular approach by SSOs, the Commission makes the following recommendation.
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20. Joint negotiations with intellectual property owners by members of a standardsetting organization with respect to royalties prior to the establishment of the
standard, without more, should be evaluated under the rule of reason.*

The second issue involves the relationship between the patent system and competition.
Patents and patent law play an important role in the property rights regime essential to a
well-functioning competitive economy. Properly applied, patent and antitrust laws are complementary, as both are aimed at encouraging innovation, industry, and competition. As discussed in Chapter I.A, the courts and antitrust agencies in recent decades have developed
a more sophisticated understanding of how certain business arrangements involving patents
can benefit innovation and competition and have taken such potential procompetitive
effects into account.
Just as the proper application of antitrust law is important to holders of patents, how well
the patent system operates matters for competition. Patents on obvious subject matter, for
example, may impede competition without the offsetting benefits of rewarding innovation.
Recent reports from the Federal Trade Commission (FTC)5 and the National Academy of
Sciences (NAS),6 as well as recent cases in which the Supreme Court has granted certiorari,7 have raised questions about whether the patent system is functioning as well as it
should. Given the importance of proper operation of the patent system to free-market competition, the Commission makes the following recommendations.

*

Commissioner Delrahim does not join this recommendation.
Commission Garza joins this recommendation with qualifications.
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21. Congress should seriously consider recommendations in the Federal Trade
Commission and National Academy of Sciences reports with the goal of
encouraging innovation and at the same time avoiding abuse of the patent
system that, on balance, will likely deter innovation and unreasonably
restrain competition.* In particular:
21a. Congress should seriously consider the Federal Trade Commission and
National Academy of Sciences recommendations targeted at ensuring
the quality of patents.†
21b. Congress should ensure that the Patent and Trademark Office is adequately
equipped to handle the burden of reviewing patent applications with due
care and attention within a reasonable time period.
22. The courts and the Patent and Trademark Office should avoid an overly lax
application of the obviousness standard that allows patents on obvious subject
matter and thus harms competition and innovation.

2 . N E G O T I AT I O N S O F PAT E N T ROYA LT I E S
BY MEMBERS OF STANDARD-SETTING
ORGANIZATIONS
A. Background
Collaborative standard setting can produce many procompetitive benefits. Particularly in hightechnology industries, collaborative standard setting is ubiquitous as a means to achieve
interoperability among a variety of products. Interoperability typically requires agreement on
a technical standard that all manufacturers will use in producing their products. Agreement
on a standard that achieves interoperability can increase competition, innovation, and output, as well as significantly reduce costs to manufacturers and consumers.
In many circumstances, particularly in technology-intensive industries, the implementation of a technical standard will require firms to obtain licenses to patents that cover the
technology chosen as the standard. Before the standard is chosen, patent holders may compete to have a technology that their patents cover chosen as the standard. As part of that

*

Commissioners Delrahim and Kempf do not join this recommendation.
Commissioner Garza joins this recommendation with qualifications.

†

Commissioners Delrahim and Kempf do not join this recommendation.
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competition, they may offer reasonable patent royalties and other licensing terms. Once the
standard has been chosen, however, patent holders may believe they can obtain much higher royalty rates and more restrictive licensing terms. At that point, members of the SSO may
already have begun designing, testing, and producing goods that conform to the standard.
Competition may not operate as a significant constraint on patent holders’ demands in such
circumstances because the members of the SSO may find it much too expensive and timeconsuming to develop a new standard around a different technology. The higher royalties paid
by members of an SSO in such circumstances might be passed on to consumers of the ultimate product.8
Some SSOs have adopted various practices to reduce the risk of unexpectedly high licensing demands from a patent holder once a standard has been chosen. For example, some
SSOs require members to disclose patents that would cover a technology under consideration as a standard and to promise to license any such patents on “reasonable and nondiscriminatory” terms.9 Other organizations have pursued alternative approaches. For example,
VITA, a non-profit standards development organization, recently sought review by the Antitrust
Division of the Department of Justice (DOJ) of a proposed policy requiring participants in
VITA’s standard-setting process to “disclose patents that are essential to implement a new
standard and declare the most restrictive licensing terms that will be required to license any
such patents.”10 Under this proposed plan, the patent holder and each prospective licensee will negotiate separately, “subject only to the restrictions imposed by the patent holder’s
unilateral declaration of its most restrictive terms.”11 The DOJ concluded that “[i]mplementation of the proposed policy should preserve, not restrict, competition among patent
holders.”12 Among other things, the DOJ noted that, “[u]nless the standard-setting process
is used as a sham to cloak naked price-fixing or bid-rigging, the Department analyzes action
during the standard-setting process under the rule of reason.”13

R E P O R T

A N D

R E C O M M E N D A T I O N S

B. Recommendation and Findings

20. Joint negotiations with intellectual property owners by members of a standardsetting organization with respect to royalties prior to the establishment of
the standard, without more, should be evaluated under the rule of reason.*

Members of some SSOs may wish jointly to negotiate with patent holders about patent
licensing terms before the members select a standard. Such joint negotiations would carry
antitrust risk, of course. One antitrust concern would be that members of the SSO might
cross the line from discussing royalty rates for licensing patents they need to discussing
prices for products they will sell, a per se violation of Section 1 of the Sherman Act.14 Another
concern would arise if the members of an SSO jointly possess monopsony power15 and can
force patent holders to offer royalty rates below a reasonable level, leading innovators to
respond by reducing new investments in research and development.16
Depending on the circumstances, joint negotiations can also offer sufficient potential procompetitive benefits to merit examination under the rule of reason, however. Joint negotiations can allow members of an SSO to obtain reasonable licensing terms from patent holders, which can lead to lower marginal costs for the standardized product and lower consumer
prices.17 By eliminating a potential threat of demands for unreasonably high royalty rates from
patent holders, joint royalty negotiations might also facilitate a more timely and efficient
development of standards and reduce the need for litigation to resolve issues of patent royalties and other licensing terms.18
For these reasons, both the Chairman of the FTC and the Assistant Attorney General for
Antitrust at the DOJ have stated the FTC and the DOJ likely would evaluate such joint negotiations under the rule of reason.19 The Commission agrees.

*

Commissioner Delrahim does not join this recommendation for the reasons set forth in his separate
statement.
Commissioner Garza joins this recommendation insofar as it simply recommends general rule of reason
treatment for the legitimate activities of standard-setting organizations, including the joint negotiation of
licensing terms before a particular standard is selected. It is critical to note, however, that the Commission
is not recommending that such joint negotiation is a preferred approach under the antitrust laws or a necessary one to avoid “hold up” issues. Issues relating to the adoption of an industry standard are complex. This recommendation should be taken as a starting point for analysis.
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3. THE RELATIONSHIP BETWEEN COMPETITION
AND PATENT LAW
The patent laws encourage invention by granting to those who develop new, useful, and
nonobvious inventions the exclusive right to practice their inventions for a period of years.
Patents and patent law play an important role in the property rights regime essential to a
well-functioning competitive economy.
Just as the proper application of antitrust law is important to patent holders, so the proper application of patent law is important to maintaining effective free-market competition.
The U.S. patent laws express “a careful balance between the need to promote innovation
and the recognition that imitation and refinement through imitation are both necessary to
invention itself and the very lifeblood of a competitive economy.”20 Patents on obvious subject matter, for example, may impede competition without the offsetting benefits of rewarding innovation. As the Supreme Court has explained, “[t]aken together, the novelty and
nonobviousness requirements [to obtain a patent] express a congressional determination
that the purposes behind the Patent Clause [of the U.S. Constitution] are best served by
free competition and exploitation of either that which is already available to the public or
that which may be readily discerned from publicly available material.”21
Recent reports from the FTC and the NAS have raised questions about whether the patent
system is functioning as well as it should.22 In recent years, bills have been introduced in
Congress to address some of the concerns that have been raised.23 In addition, the Supreme
Court has granted certiorari and heard oral arguments in KSR International Co. v. Teleflex,
Inc., a case that presents the issue whether the Federal Circuit’s test for nonobviousness
is sufficiently rigorous to screen out obvious patents.24 In an amicus brief urging the
Supreme Court to grant certiorari in that case, the Solicitor General stated that the Federal
Circuit’s approach to the non-obviousness inquiry “unnecessarily sustains patents that
would otherwise be subject to invalidation as obvious.”25 The brief explained the “extension
of patent rights to obvious combinations of familiar elements retards, rather than advances,
new discoveries.”26
The Director of the U.S. Patent and Trademark Office (PTO) and Under Secretary of
Commerce for Intellectual Property, Jon Dudas, has reported that a record 440,000 patent
applications were filed in 2006 and “the volume of patent applications continues to outpace
our capacity to examine them.”27 Moreover, he noted that the PTO currently has “a pending
application backlog of historic proportions.”28 To meet this challenge, the PTO has introduced
new ways to improve the speed of its patent examinations, as well as the quality of its review
of patent applications29 and Congress has appropriated funds for the hiring of more examiners.30 Nonetheless, the steadily increasing numbers of patent applications each year—in
2006 about 100,000 more patent applications were filed than in 2001—continue to raise
concerns that the PTO receive the resources it needs to do its job properly.
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Because the proper operation of the patent system is important to maintaining effective
free-market competition, the Commission makes the following recommendations.

21. Congress should seriously consider recommendations in the Federal Trade
Commission and National Academy of Sciences reports with the goal of
encouraging innovation and at the same time avoiding abuse of the patent
system that, on balance, will likely deter innovation and unreasonably
restrain competition.* In particular:
21a. Congress should seriously consider the Federal Trade Commission and
National Academy of Sciences recommendations targeted at ensuring
the quality of patents.†
21b. Congress should ensure that the Patent and Trademark Office is adequately
equipped to handle the burden of reviewing patent applications with due
care and attention within a reasonable time period.
21c. The courts and the Patent and Trademark Office should avoid an overly lax
application of the obviousness standard that allows patents on obvious
subject matter and thus harms competition and innovation.

*

Commissioners Delrahim and Kempf do not join this recommendation. While they join their fellow
Commissioners in urging Congress to consider taking actions that would help ensure the quality of
patents, they believe that some of the specific recommendations made by the FTC are not necessarily
designed to accomplish that, do not do so, and may well not be helpful in advancing innovation incentives.
Commissioner Garza joins the recommendation to give serious consideration to the recommendations
in the FTC and NAS Reports but does not necessarily endorse all of the recommendations.

†

Commissioners Delrahim and Kempf do not join this recommendation for the reasons stated in the previous note.
Commissioner Garza joins this recommendation with the reservation expressed in the previous note.
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Chapter II
Enforcement Institutions and Processes

In the United States, in addition to the Antitrust Division of the Department of Justice (DOJ)
and the Federal Trade Commission (FTC), fifty states and the District of Columbia are
authorized to enforce federal antitrust laws as parens patriae, including in instances where
the federal enforcers might have chosen not to challenge a transaction or conduct. Each
state also has its own antitrust laws, which generally parallel federal law. In addition,
numerous international competition authorities have begun to pursue enforcement much
more aggressively, sometimes at odds with U.S. enforcement policies.
Principles of federalism and sovereignty support the authority of these many enforcers.
Their existence is not without costs, however. Multiple enforcers may investigate the same
conduct or transaction, increasing the burdens on companies and, ultimately, costs to consumers. In addition, different authorities may have divergent views as to how antitrust law
should apply to certain types of conduct or mergers. These differences potentially subject
companies to a range of different legal obligations, thus either imposing substantial compliance costs or compelling companies to follow the rules of the most restrictive jurisdiction. Multiple enforcers also may seek different remedies with respect to the same conduct
or transaction, whether because they view the merits of the conduct or merger differently,
or because the applicable law compels a different outcome. All of these differences across
antitrust authorities have the potential to impose costs and inefficiencies on companies that
may be passed on to consumers.
Of course, antitrust compliance and enforcement will always impose some costs on
companies, regardless of the number of enforcers. It is important, however, to ensure that
those costs do not overwhelm the benefits of antitrust enforcement or undermine consensus about the value of a strong antitrust enforcement regime. Enforcers should strive to
avoid the imposition of unreasonable costs—for example, costs not reasonably justified by
legitimate needs to gather further evidence or that could be avoided by coordination with,
or deference to, other antitrust enforcers.
The Commission was urged to examine the need for multiple enforcers and the costs that
multiple enforcers impose. In particular, it was suggested that the Commission consider
whether it is necessary to maintain two federal enforcement agencies—the DOJ and the
FTC—to enforce the antitrust laws and whether it is necessary, or even appropriate, for
states to enforce federal antitrust law as parens patriae. In addition, many commenters
expressed concern about international enforcement, including the potential that other juris-
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dictions might apply their competition laws to discriminate against U.S.-based companies,
that international trade might be adversely affected by the policies of other jurisdictions that
may be more restrictive than those of the United States, or that other regimes might be more
hostile to intellectual property rights.
These important and interrelated questions focus attention directly on the procedural
mechanisms used to enforce the antitrust laws. Accordingly, the Commission undertook to
study a range of issues relevant to enforcement institutions and processes. The recommendations set forth in this Chapter address: (A) the consequences and costs of having two
principal federal antitrust enforcers; (B) the costs of the merger review process used by the
FTC and the DOJ pursuant to the Hart-Scott-Rodino Act; (C) the authority of the states independently to enforce federal antitrust laws; and (D) the implementation of mechanisms to
enhance international cooperation in antitrust matters and appropriate convergence toward
similar procedural and substantive approaches under each nation’s antitrust laws.

