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WASHINGTON, D.C. 


I am honored to have been asked to appear before the Antitrust Modernization 
Commission to address the “New Economy” issues that the Commission is studying.  Many of 
you on the Commission are well versed in these issues based on you own experiences.  I will 
offer my perspective today based on my ten years at the Federal Trade Commission, where I 
spent much of my time enforcing the antitrust laws against transactions in high-tech industries, 
as well as my years in private practice representing companies in high-tech industries, 
particularly in the computer hardware and software and pharmaceutical, biotech and medical 
device industries. 

My testimony is based in part on articles I have written in recent years, including an 
article entitled “The Limits of Innovation Markets” attached hereto as Appendix A.2  I will 
highlight a couple of observations in that article that I hope will be of some value to the 
Commission during the course of your deliberations. 

1 I am a Partner and Co-Chair of the Drinker Biddle & Reath LLP Antitrust Group.  Before moving to private 
practice in 1998, I was Assistant Director of the Federal Trade Commission Bureau of Competition, and before that 
Deputy Assistant Director for Policy in the Bureau of Competition. I am currently a member of the American Bar 
Association Section of Antitrust Law Antitrust Modernization Task Force and a former chair of the Section’s 
Intellectual Property and Computer Industry Committees.  I am also Vice Chair of the Intellectual Property Owners 
Association Antitrust and Competition Law Committee.  The views I express herein are solely my own and do not 
necessarily reflect the views of my law firm, any client of the firm, or any other organization. 

2 H. Morse, “The Limits of Innovation Markets,” ABA Antitrust and Intellectual Property (2001).  See also H. 
Morse, “Product Market Definition in the Pharmaceutical Industry,” 71 Antitrust L.J. 633 (2004); H. Morse 
“Standard Setting and Antitrust: The Intersection Between IP Rights and the Antitrust Laws,” IP Litigator 
(May/June 2003); H. Morse “Cross-Licensing and Patent Pools, Legal Framework and Practical Issues,” ABA 
Antitrust and Intellectual Property (2002); H. Morse “Antitrust Issues in High-Tech Industries,” The Antitrust 
Review of the Americas (2001). 
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I. General Issues Raised by the AMC Regarding Antitrust and Dynamic Industries3 

Antitrust law must focus on dynamic effects to be relevant in the 21st Century.  
Historically, antitrust has focused principally on price and output effects in markets for goods 
and services, based upon an examination of historic market shares.  Greater attention is needed to 
innovation, including an update of the government’s Horizontal Merger Guidelines, which today 
largely ignores innovation. Guidance is also sorely needed from the government on issues at the 
intersection of antitrust and intellectual property, such as standard setting, patent pooling, and 
unilateral refusals to license, which were addressed at the joint Department of Justice-Federal 
Trade Commission 2002 Hearings on Competition and Intellectual Property Law and Policy in 
the Knowledge-Based Economy. 

Some have gone further and have argued that antitrust analysis too often views markets 
as static snapshots rather than dynamic progressions, and that traditional market structure 
analysis yields unreliable results and enforcement challenges to efficient conduct where market 
power is quickly eroded.4  I do not go nearly so far. Rather, I suggest that focusing on 
innovation may result in enforcement in cases that traditional analysis may have ignored, while 
allowing some conduct that might be challenged without due consideration of dynamic effects.  
Emphasizing innovation in the analysis, however, will focus enforcement where it is most 
important. 

No one suggests that antitrust enforcers should not continue to condemn naked price 
fixing. Price is certainly relevant even in high-tech industries.  Indeed, only a few weeks ago, 
Samsung Electronics, a Korean manufacturer of dynamic random access memory (DRAM), and 
its U.S. subsidiary, agreed to plead guilty and pay a $300 million fine for participating in an 
international conspiracy to fix prices, the second largest criminal antitrust fine in U.S. history.  
Another Korean manufacturer, Hynix, and a German company, Infineon Technologies, each 
earlier pled guilty and together agreed to pay $245 million in criminal fines.  

There is no doubt, however, that antitrust law has traditionally focused on historical 
market shares, exemplified by cases like Alcoa5 – which famously opined that a 90 percent share 
“is enough to constitute a monopoly; it is doubtful whether sixty or sixty four percent would be 

3 The AMC has posed three interrelated general questions that I address in this section: (1) Does antitrust doctrine 
focus on static analysis, and does this affect its application to dynamic industries? (2) What features, if any, of 
dynamic, innovation-driven industries pose distinctive problems for antitrust analysis, and what impact, if any, 
should those features have on the application of antitrust analysis to these industries? (3) Are different standards or 
benchmarks for market definition or market power appropriate when addressing dynamic, innovation-driven 
industries, for example, to reflect the fact that firms in such industries may depend on the opportunity to set prices 
above marginal costs to earn returns? Or, are existing antitrust principles sufficiently flexible to accommodate the 
facts relevant to dynamic industries? 

4 See FTC, Competition Policy in the New High-Tech, Global Marketplace (1996), citing T. Jorde & D. Teece, Rule 
of Reason Analysis of Horizontal Agreements: Agreements Designed to Advance Innovation and Commercialize 
Technology, 61 Antitrust L.J. 579, 600 (1993) and Testimony of David J. Teece and Thomas M. Jorde. 

5 United States v. Aluminum Co. of America, 148 F.2d 416, 424 (2d Cir. 1945). 
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enough; and certainly thirty-three percent is not” – and Philadelphia National Bank6 – which 
established a presumption of illegality when a “merger produces a firm controlling an undue 
percentage share of the relevant market.” 

At the same time, Alcoa itself recognized the importance of competition in fostering 
innovation. Judge Learned Hand wrote quite eloquently, “[p]ossession of unchallenged 
economic power deadens initiative, discourages thrift and depresses energy; … immunity from 
competition is a narcotic, and rivalry is a stimulant, to industrial progress.” 7  Focusing antitrust 
on the effect of competition on innovation is not entirely new. 

Philadelphia National Bank itself held that the presumption can be overcome by evidence 
showing that the merger is not likely to have anticompetitive effects.  And the Court’s General 
Dynamics8 decision clearly establishes that market shares are only “relevant as a prediction of 
future competitive strength.”  Notwithstanding a statistical showing based on historic market 
shares, further examination of companies’ “future ability to compete” and the “probable future” 
of the market is appropriate.  The Court, as we know, determined in that case that the coal 
reserves of the merging parties was more indicative of their ability to compete for future supply 
contracts than historic market shares based on sales.   

When I was at the FTC, we found the traditional static focus inadequate.  We were faced 
with numerous cases in which parties argued, based on General Dynamics, that current market 
shares overstated the competitive significance of the merging parties.  We realized that there 
were other cases in which market shares understated the competitive significance of merging 
firms, so-called reverse-General Dynamics cases, a subject to which I will return in addressing 
the AMC’s specific questions.9 

It is worth noting also that regardless of market share, monopolies will not be condemned 
under U.S. antitrust law without exclusionary conduct.  U.S. law makes “monopolization” illegal 
in contrast to some foreign laws that attack “abuse of dominance.”  We have long recognized the 
need to encourage firms to build a “better mousetrap” – or today perhaps a better “mouse”, 
electronic or recombinant.  The successful competitor, having been urged to compete, must not 
be turned on when he wins, whether he has succeeded through “superior, skill foresight and 
industry” or as a consequence of “historic accident,” absent exclusionary conduct.10 

6 United States v. Philadelphia National Bank, 374 U.S. 321, 363 (1963). 

7 148 F.2d at 427. 

8 United States v. General Dynamics Corp., 415 U.S. 486, 498, 502, 510-11 (1974). 

9 See, e.g., Societe Nationale Elf Acquitaine, 112 F.T.C. 595 (1989) (alleging acquisition would lessen competition 
by “eliminating Elf as a perceived and potentially more significant competitive force than it is at present”). 

10 United States v. Grinnell Corp., 384 U.S. 563 (1966); United States v. Aluminum Co. of America, 148 F.2d 416 
(2d Cir. 1945). 
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It has been thirty years now, however, since the Supreme Court has decided a substantive 
merger case.  Unfortunately, even the most recent Supreme Court merger cases take a skeptical 
view of efficiencies. Brown Shoe11 suggests that in enacting the antitrust laws, Congress 
accepted that “occasional higher costs and prices might result from maintenance of fragmented 
industries and markets” and FTC v. Procter & Gamble12 concluded that “[p]ossible economies 
cannot be used as a defense to illegality.” 

 While the Merger Guidelines were revised in 1997 to give greater credence to 
efficiencies – and I was part of the task force along with some on this Commission that drafted 
the revised efficiencies language in the Guidelines – we have seen few lower court cases in 
which efficiencies have played a major role, to advance the common law.  The recent cases, 
Staples, Heinz, and Cardinal Health,13 have found alleged efficiencies to be overstated or not 
merger specific.  With respect to innovation efficiencies, the 1997 Guidelines revision took only 
a tiny step forward, noting that efficiencies relating to research and development are “potentially 
substantial but are generally less susceptible to verification and may be the result of 
anticompetitive output reductions.”  In private practice, I have found such efficiencies often 
drive transactions in high-tech mergers, and while not always easily measured, should be given 
greater credence in merger policy.  Further consideration should now be given to efficiencies that 
lead to more rapid or enhanced innovation, including development of new or improved products, 
given their potentially substantial impact. 

It is quite telling that even the latest version of the Merger Guidelines focuses principally 
upon the likelihood that a merger will enable sellers “profitably to maintain prices above 
competitive levels.”  The only mention of “innovation” in the entire Merger Guidelines is in a 
footnote, which states that sellers with market power “may also lessen competition on 
dimensions other than price, such as product quality, service or innovation.”  The Guidelines 
provide a useful roadmap for assessing whether a proposed merger is likely to create, enhance or 
facilitate the exercise of market power, but do not provide any guidance in assessing the 
likelihood that a merger or acquisition will reduce innovation and thereby violate Section 7 of 
the Clayton Act. It is not enough to say that “price” means “quality adjusted price” taking into 
account product quality as well as service.  It is far from clear, as discussed below, that the 
models espoused in the Guidelines to analyze price competition – including the “close 
substitutes” paradigm – translates to innovation competition.  Further guidance is needed.   

To the extent the FTC and DOJ have provided some guidance regarding the assessment 
of innovation issues in the agencies’ 1995 Antitrust Guidelines for the Licensing of Intellectual 
Property (the “IP Guidelines”) and in the agencies’ 2000 Antitrust Guidelines for Collaborations 
Among Competitors (the “Joint Venture Guidelines”), the guidance appears to be inconsistent. 
The IP Guidelines identify a “safety zone” for intellectual property licenses, advising that the 

11 Brown Shoe Co. v. United States, 370 U.S. 294, 344 (1962). 

12 FTC v. Procter & Gamble Co., 386 U.S. 568, 580 (1967). 

13 FTC v. Staples, Inc., 970 F. Supp. 1066, 1089 (D.D.C. 1997); FTC v. H.J. Heinz Co., 246 F.3d 709, 722 (D.C. 
Cir. 2001); FTC v. Cardinal Health, 12 F. Supp. 2d 34 (D.D.C. 1998). 
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agencies will not generally challenge a restraint in an intellectual property license so long as 
there are four or more independent entities that are not parties to the license that compete in the 
respective technology or innovation market.  The Joint Venture Guidelines, however, announce a 
safety zone where there are three or more independently controlled research efforts in addition 
to those of the collaboration with the required specialized assets or characteristics and the 
incentive to engage in R&D.14  Reconciliation of the two safe harbors would avoid confusion. 

Richard Gilbert and Carl Shapiro have both argued that “Innovation is King” for good 
reason.15  Everyone should understand that small increases in productivity from innovation dwarf 
even significant reductions in static efficiency over time.16  Thus in high-tech industries, at least, 
anticompetitive effects on innovation can have much greater impact than effects on price.  This 
reality can be grasped by considering Moore’s law – which teaches that computer chip 
capabilities double every 18 months.  Slowing the introduction of new and improved products in 
that environment can harm consumers far more than even a significant price increase. 

I am certainly not suggesting that antitrust is or should be irrelevant in the new economy 
or that legislation is needed or would be advisable.  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. 

It has become routine in academic circles, at antitrust conferences, and in the press to ask 
whether the antitrust laws enacted over a hundred years ago are relevant to today’s high-tech 
markets.  A New York Times editorial a few years ago, for example, asked “Can and should laws 
designed to manage the emergence of industrial and natural resource monopolies in the late 19th 

and early 20th centuries be applied to the technology and intellectual property giants of the 21st 
century?” 

Government antitrust enforcers have taken the position that the “core principles” of 
antitrust are as applicable to high industries as the First Amendment’s protection of freedom of 
speech is applicable to the Internet, even though the Internet was not envisioned when the 
Constitution was adopted.  Some have gone further and have said “the new economy is 
fundamentally no different from the old when it comes to antitrust enforcement.”17 

Others have argued that the antitrust enforcement should be limited for a variety of 
reasons. Some argue that dominant firms are inevitable in high-tech markets, forecasting the 

14 DOJ/FTC, Antitrust Guidelines for the Licensing of Intellectual Property ¶ 4.3 (1995); DOJ/FTC, Antitrust 
Guidelines for Collaborations Among Competitors § 4.3 (2000). 

15 R. Gilbert and W. Tom, Is Innovation King at the Antitrust Agencies?: The Intellectual Property Guidelines Five 
Years Later, 69 Antitrust L.J. 43 (2001). 

16 See F.M. Scherer & D. Ross, Industrial Market Structure and Economic Performance 31, 613 (3d ed. 1990) (“an 
output handicap amounting to 10 percent of gross national product owing to static inefficiency is surmounted” in 
just 10.6 years if the growth rate can be increased from 3.0 to 4.0 percent). 

17 J. Klein, Rethinking Antitrust Policies for the New Economy, Before the Haas/Berkeley New Economy Forum 
(May 9, 2000). 
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future is difficult, market power is at most fleeting, and aggressive antitrust enforcement can 
inhibit innovation. Others suggest that high-tech products may be too sophisticated for 
regulators and the courts to understand.  Yet others argue that the judicial system is too slow for 
litigation to have any impact on high-tech industries, other than to impose costs and distract 
management.  The Wall Street Journal has even asked whether the antitrust laws are “anything 
but a license for Washington’s army of shakedown artists and policy tinkerers to slow the wheels 
of progress.” 

In my view, the fundamental principles of antitrust should be applicable to the “New 
Economy,” but government enforcers and the courts should recognize that there are important 
characteristics of the high-tech sector that may impact the antitrust analysis.  While everyone has 
their own list, I emphasize five key characteristics of high-tech industries.  These phenomena, 
not all of which are present in every industry we think of as high-tech, are not new.  But they are 
increasingly common in today’s so called “New Economy,” in which it has been said what we 
produce is increasingly a line of computer code or a gene sequence rather than an ingot of steel 
or a bushel of wheat. 

The key characteristics of high-tech industries that I consider most important are: 

1. The rapid pace of innovation – these are extremely dynamic industries, changing 
rapidly, with short product cycles.  The pace of change often makes the future difficult to predict 
and tends to undermine or erode existing market power.  Business officials, of course necessarily 
predict the future and spend large sums based on such predictions, and there are times the 
government can do so with reasonable confidence, based upon the projections of knowledgeable 
people in the industry. And market power may be durable even in high-tech industries, made 
more so by illegal exclusionary conduct. 

2. The critical importance of intellectual property – the key assets of the “New 
Economy” are not bricks and mortar but ideas, protected by patent, copyright and other 
intellectual property. 

We are fortunately past the time when the patent laws were viewed as rewarding an 
inventor with a “temporary monopoly” and “an exception to the general rule against 
monopolies.” Still, some regard the antitrust and patent laws as in conflict, at least when a patent 
gives a firm market power, and they argue there is a need to keep competition and intellectual 
property in balance. The better view, in my opinion, is that the laws are complementary, both 
aimed at encouraging innovation and competition.18 

A fundamental premise of the 1995 DOJ/FTC IP Guidelines is that one should apply the 
same general antitrust principles to conduct involving intellectual property as to conduct 
involving other forms of property.  While it is true that intellectual property is like other types of 
property, intellectual property generally knows no geographic borders and is easily copied.  The 

18 See Atari Games Corp. v. Nintendo of America, Inc., 897 F.2d. 1572, 1576 (Fed. Cir. 1990) (“the aims and 
objectives of patent and antitrust law may seem, at first glance, wholly at odds.  However, the two bodies of law are 
actually complementary, as both are aimed at encouraging innovation, industry and competition”). 
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IP Guidelines thus recognize that intellectual property “may in some cases be misappropriated 
more easily than other forms of property” and that “may justify the use of some restrictions that 
might be anticompetitive in other contexts.”19  It is also true that the very essence of intellectual 
property is the right to exclude others.  It would, therefore, be anomalous for antitrust law to 
impose an obligation to license on a firm that unilaterally – not through agreement with others – 
refuses to license intellectual property.20  While the very fact that intellectual property can be 
easily copied may lead some to be attracted to forcing intellectual property owners to share their 
property, antitrust enforcers should be wary of short-term actions that may undermine the 
incentive to develop intellectual property.  All patented drugs could be made generic tomorrow, 
but we would not expect to see many new drugs invented after such action. 

3. Large fixed costs, low marginal costs – many high-tech industries, dependent on 
intellectual property, incur large upfront fixed costs, and have relatively small marginal costs of 
production. Development of new pharmaceuticals is notoriously expensive and risky, with many 
“dry wells” and a few “gushers,” as companies pour money into developing drugs that never 
succeed. New investment will not occur in such industries unless firms anticipate earning a 
competitive return in the long run. 

Courts define monopoly power as “the power to control market prices or exclude 
competition”21 and price-cost margins are sometimes said to provide insight into market power, 
making market definition unnecessary.22  It is tempting to assert that prices above marginal cost 
are evidence of market power, but the evidence can be misleading.  Professors Hovenkamp, 
Lemley and Janis offer an example of a copyright protected movie that costs $150 million to 
produce, and can be duplicated onto videotape for $2.  At a price of $2 per video, the movie 
would lose money and a firm that contemplates such a price would never have made it in the first 
place. A price of $20 may vastly exceed marginal cost, but if it only allows a competitive return 
on the initial production cost, it would be meaningless to characterize it as reflective of market 
power. Professors Hovenkamp, Lemley and Janis conclude that “price-cost relationships on a 
particular patent or copyright do not provide useful evidence about market power.”  They argue 
that the “technically correct” way to measure whether intellectual property produces returns 
above cost is to compare development costs with profits generated during a product’s marketable 
life. 23  In a high-risk enterprise, moreover, one must take into account failed products as well as 
those that are successful. 

19 IP Guidelines ¶ 4.1.2. 

20 See also Verizon Communications Inc. v. Law Offices of Curtis V. Trinko, LLP, 540 U.S. 398 (2004). 

21 U.S. v. E.I du Pont de Nemours & Co., 351 U.S. 377, 391 (1956). 

22 See, e.g., M. McFalls, The Role and Assessment of Classical Market Power in Joint Venture Analysis, 66 
Antitrust L.J. 651, 659 (1998). 

23 H. Hovenkamp, M. Janis, M. Lemley,  IP and Antitrust § 4.1c at 4-6-7 (2002). 
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 4. The presence of network effects – high tech industries are often characterized by a 
“positive feedback loop” or “network effects,” generating increasing returns to scale.  That is, the 
value of products or services often increases with the number of users.  Network effects generate 
substantial efficiencies, but also may raise switching costs and raise barriers to entry to those 
without an established network or an ability to interface with one.  That said, high-tech industries 
are, nonetheless, littered with once dominant firms whose products were leapfrogged into 
obsolescence, often as a result of disruptive paradigm shifts leveling the competitive playing 
field. The presence of network effects makes standard setting critically important in high tech 
industries, and suggests antitrust attention is warranted on abuses of the standard setting process 
that may create or entrench market power. 

5. First mover advantage – in part because of intellectual property protection and 
network effects, as well as steep learning curves and economies of scale, there is often a 
substantial advantage to being the first in a high-tech industry to develop and introduce a new 
product or the first to gain a significant market presence, motivating firms to race to be the first 
to market.  This characteristic means that a merger that leaves at least two firms pursuing R&D 
may not be of concern as the remaining firms are likely to race vigorously to be the first to 
market. 

II. Specific Questions Posed by the Commission 

1. Should there be a presumption of market power in tying cases when there is 
a patent or copyright? What significance should be attached to the existence of a patent or 
copyright in assessing market power in tying cases and in other contexts? 

Since the AMC posed this question, the Supreme Court decided to review Illinois Tool 
Works Inc. v. Independent Ink, Inc., 396 F.3d 1342 (Fed. Cir. 2005), to address the question 
“whether, in an action under Section 1 of the Sherman Act, 15 U.S.C. § 1, alleging that the 
defendant engaged in unlawful tying by conditioning a patent license on the licensee's purchase 
of a non-patented good, the plaintiff must prove as part of its affirmative case that the defendant 
possessed market power in the relevant market for the tying product, or market power instead is 
presumed based solely on the existence of the patent on the tying product.” 

Briefs have been filed in that case by a large number of amici supporting the position that 
there should be no presumption of market power, including the DOJ and FTC, the ABA, AIPLA, 
IPO, intellectual property associations in Chicago, New York, Houston, and DC, the Washington 
Legal Foundation, the MPAA, and Verizon. Briefs supporting a presumption were filed by a 
number of State Attorneys General, the American Antitrust Institute, AARP, the National 
Association of Theatre Owners and Video Software Dealers Association, professors Barry 
Nallebuff, Ian Ayres and Lawrence Sullivan, and professor F.M. Scherer.  Oral argument is set 
for November 29. 

Rather than repeat the arguments in the briefs before the Supreme Court, I note only that 
in addition to asking whether there should be a presumption, one might ask what it should take to 
overcome any presumption that is adopted.  The Federal Circuit in the case under review, held 
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that “[t]he presumption can only be rebutted by expert testimony or other credible economic 
evidence of the cross-elasticity of demand, the area of effective competition, or other evidence of 
lack of market power.”  Logically, the presence of  good substitutes should at least shift the 
burden to the antitrust plaintiff to prove that there is market power. 

2. In what circumstances, if any, should the two-year time horizon used in the 
Horizontal Merger Guidelines to assess the timeliness of entry be adjusted? For example, 
should the time period be lengthened to include newly developed products when the 
introduction of those products is likely to erode market power? Should it matter if the 
newly developed products will not erode market power within two years? Is there a length 
of time for which the possession of market power should not be viewed as raising antitrust 
concerns? 

Entry is considered timely under the Merger Guidelines only if significant market impact 
can be achieved within two years of initial planning.  The Guidelines reason that a merger is not 
likely to create or enhance market power or to facilitate its exercise if entry is so easy that it 
would deter or counteract competitive anticompetitive effects. 

The two year standard is necessarily arbitrary.  Equally arbitrary, of course, is the 5% 
“small but significant and nontransitory” price increase used to define markets.  The Guidelines 
explicitly recognize that standard may vary depending on “the nature of the industry.”  Indeed, 
the “small but significant and non-transitory” increase in price is employed solely as a 
methodological tool for the analysis of mergers.  It is not a tolerance level for price increases. 

Similarly, while less explicit, the Guidelines provide that the government “generally” will 
consider timely only entry alternatives that can be achieved within two years.  They provide 
explicitly that that the period may be extended in a durable goods market where buyers may 
make investments to extend an existing product’s useful life. 

The two-year entry standard should not be understood to be a tolerance level for 
anticompetitive effects.  Where there is evidence that anticompetitive effects will occur despite 
quicker entry, the two year standard should be adjusted.  Similarly, where later entry will deter 
anticompetitive effects, it should be considered timely.  This may well be the case where 
customers can threaten to backwards integrate, though it may take them more than two years to 
do so, after which they would be captive and lost to merchant suppliers.  Similarly, the prospect 
of the introduction of newly developed products after two years may inhibit anticompetitive 
effects of a proposed merger, particularly where customers may be upset by the merged firm’s 
short-run opportunistic behavior and may be more likely to switch to the new product when it is 
available.  Simply because new entry is expected to take place after two years does not mean it 
can be ignored, any more than likely entry by one of the merging parties should be ignored 
because it is expected to happen in more than two years. 
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3. Should antitrust law be concerned with “innovation markets”? If so, how 
should antitrust enforcers analyze innovation markets? How often are “innovation 
markets” analyzed in antitrust enforcement? 

Antitrust law should be concerned with innovation, and the “innovation market” concept 
is valuable insofar as it draws attention to the importance of competition in fostering innovation.  
Allegations of lessening of competition in innovation markets, however, should be grounded in 
sound economic theory. 

When the government has alleged innovation markets in challenging mergers, it has 
identified three distinct competitive concerns: (1) the effect of the merger on competition in post-
innovation goods markets, (2) the impact of the transaction on the pace of research and 
development, leading to better or cheaper products sooner, and (3) the impact of the transaction 
on the diversity of research and development tracks.   

I want to focus attention on a couple of specific issues related to innovation markets.  

Applicability to Mergers to Monopoly. Debate continues as to whether there is a 
correlation between concentration and innovation, but it is increasingly accepted that a firm’s 
size and position within a market affects its incentives to innovate.  Firms in concentrated 
markets that do not have the scale to support R&D efforts or to capture the value of innovation 
may not engage in R&D.  At the same time, a monopolist may have less incentive than a new 
entrant to engage in R&D that may lead to a substitute for an existing product or that may lower 
the cost of producing an existing product.  That is because such innovations may cannibalize the 
monopolist’s supra-competitive profits and make such investments obsolete.  Monopolists may 
well pursue incremental innovations to existing products and processes, quickly copy 
innovations introduced by smaller rivals, or engage in other defensive R&D.  But they are less 
likely to pursue “disruptive technologies” or embrace innovations that threaten their dominance.  
Empirical studies document that “leap frog” or “paradigm-shifting” innovations are most often 
created by niche firms and new entrants.24  Mergers of the only two firms in a market pursuing 
R&D would appear to raise serious antitrust concerns. 

In United States v. Compuware Corp., DOJ filed suit to block a software acquisition by 
an “overwhelmingly dominant” firm with an alleged 80% share.  DOJ alleged that the 
acquisition would “eliminate Compuware’s potentially most threatening competitor and lead to 
“less innovation in product development.”  Blocking such an acquisition is consistent with 
concern that monopolists tend to focus on incremental innovation and are less likely to pursue 
disruptive technologies, while new entrants that do not have a vested interest in the current 
technology are more willing to venture in untested directions and fail or leap-frog the 
competition.  Difficult issues arise, however, in dynamic markets, where the allegedly dominant 

24 See, e.g., C. Christenson, The Innovator’s Dilemma:  When New Technologies Cause Great Firms to Fail (1997); 
J. Utterbach, Mastering the Dynamics of Innovation (1994); K. Arrow, Economic Welfare and the Allocation of 
Resources to Invention, in The Rate and Direction of Inventive Activity (National Bureau of Economic Research 
1962); F.M. Scherer & D. Ross, Industrial Market Structure and Economic Performance 630-660 (3d ed. 1990); W. 
Cohen & R. Levin, Empirical Studies of Innovation and Market Structure, in 2 Handbook of Industrial Organization 
1059 (R. Schmalensee & R. Willig eds. 1989). 
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firm’s share is smaller and there are multiple fringe firms with potentially disruptive 
technologies. On such facts, the acquisition by the leading firm of an entrant with promising 
new technology may well hasten the commercialization of the entrant’s technology, while the 
presence of other potentially disruptive technologies will ensure that the market leader will not 
suppress or delay the introduction of the acquired technology.  

Need for Specialized Assets. The IP Guidelines state that the government will 
“delineate an innovation market only when the capabilities to engage in the relevant research and 
development can be associated with specialized assets or characteristics of specific firms.”  Such 
specialized assets most often include physical assets, experience, production capability, and 
intellectual property. Thus, while the next important software program may come from the 
proverbial lone inventor working in his garage and the next drug from a university scientist in 
her laboratory, the next jet fighter is almost certainly going to come from a defense contractor.  It 
is notable that the government has alleged in some cases that proposed mergers would create a 
so-called “killer patent portfolio.” 

According to the IP Guidelines, moreover, the government will not pursue an innovation 
market analysis unless it can reasonably identify the firms with the required capability and 
incentive to engage in R&D.  It is not surprising that a large number of innovation market cases 
are in the pharmaceutical industry, where advanced R&D is conducted under a regulatory 
framework that requires disclosure of clinical trials. At earlier stages of R&D, not only is it 
difficult to identify competitors, but predicting success is likely to be highly uncertain.   

Distinguishing Innovation from Research and Development. There is occasionally 
confusion between research and development and innovation and at times the terms are used 
interchangeably. In fact, R&D is an input into innovation.  In fact, a merger that leads to a 
reduction in R&D – but no reduction in innovation – should be considered efficient.   

Coordinated Interaction is Highly Unlikely. While collusion in R&D cannot be 
rejected out of hand in all circumstances, it seems unlikely, particularly in dynamic markets.  
Reaching terms of coordination on the direction or pace of R&D with its multiple dimensions 
seems difficult, and even more important, the incentive to cheat is high, given the rewards to 
successful innovation. The ability to cheat undetected is also high since innovation is often 
conducted in secret. This is especially true where there are substantial first-mover advantages to 
the first successful innovator. 

When innovation markets were introduced, there was much debate about how one could 
measure market shares.  Proposals ranged from R&D expenditures to numbers of patents issued.  
Where firms have comparable capabilities and incentives to pursue R&D, it was proposed that 
the government adopt a bid model and assign equal shares.  That debate, however, was largely 
irrelevant, so long as the only cases being brought alleged a merger to monopoly.  

Clarification of Unilateral Theories Required. Both the Department of Justice and 
Federal Trade Commission have alleged unilateral anticompetitive effects in innovation from 
mergers among two of four firms in a market.  In United States v. Halliburton Co., for instance, 
DOJ alleged that the merger of Halliburton and Dresser would combine two of the four 
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companies that were developing drilling tools for oil and natural gas projects and their merger 
would likely lead to “a slowdown in the pace of ... innovation.”  DOJ there alleged “Halliburton 
and Dresser responded to each other’s innovation efforts, as well as to those of the two others,” 
“[t]hey approached R&D in significantly different ways,” and neither was a “maverick.”  DOJ 
concluded that these facts supported a “significant anticompetitive problem” on a unilateral 
theory, that the merger “threatened to eliminate one of [the merging firms’] approaches, 
decreasing the chance of successful innovation,” and “the rate of innovation would likely be 
slower.”25 

In a number of pharmaceutical mergers, the FTC similarly has alleged that mergers of 
two of four competitors developing various drugs could lead the combined firm to “unilaterally 
delay, terminate, or otherwise fail to develop” one of two competing drugs, “potentially reducing 
the number of drugs reaching the market.”  In the pharmaceutical industry, at least, where there 
is often a substantial first mover advantage, the merged firm should be motivated to beat other 
firms developing products by pursuing R&D efforts efficiently.  If the merged firm were to 
decide to drop one project because research dollars are better spent on other projects, that may 
well benefit consumers rather than cause consumer harm, even if the dropped project would have 
been pursued by the firm if they remained independent.   

While a unilateral theory might be articulated where the merging firms control the most 
advanced R&D efforts and others are well behind, so that the merged firm may slow its efforts 
and still be first to market, other unilateral theories do not fit neatly into the Merger Guidelines’ 
close substitute model.  Indeed, while the Merger Guidelines explain why mergers of firms with 
products that are close substitutes may lead to higher prices, absent repositioning, it is not at all 
clear that theory applies to innovation, where there may be greater concern about a merged firm 
dropping a promising, distinct research path than combining close research efforts. 

The time is ripe for the DOJ and FTC to articulate theories of competitive harm to 
innovation and address effects on innovation in the Merger Guidelines. 

25 United States v. Halliburton Co., Civ. No. 98-2340 (D.D.C. complaint filed Sept. 29, 1998); C. Robinson,  Leap-
Frog and Other Forms of Innovation, Before the American Bar Association (June 10, 1999). 
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ANTITRUST AND THE NEW ECONOMY 
By M. Howard Morse' 

Even now, a few years after the tech bubble bust, California's Silicon Valley remains the 
spiritual center of the high-tech economy-.-idealized in the recently renovated garage 

where William Hewlett and Robert. Packard launched Hewlett-Packard in 1939. Silicon 
Valley has been so successful, that we now have Silicon Alley in New York City; Silicon 
Forest in Oregon, Silicon Prairie around Austin,Texas, and Silicon Glen in Scotland. In fact, 
the high-tech economy today is pervasive, revolutionizing traditional industries from the 
auto industry with on board diagnostic computers to farming with recombinant crops. 

1. Antitrust Law Must-Focus on Dynamic Effects 

A. Antitrust Has Historically Focused on Price and Output Effects 

The bubble of the late 1990s burst on March 10, 2000, when the technology heavy 
NASDAQ Composite Index peaked above 5000, more than double its value a year before, 
and double its value now, more than nve years later. At least one source has attributed the 
revers.al and subsequent bear market to having been triggered by the district court's decision 
in United States v. Micros'!ft,2 and some have aJ;gUed that the antitrust laws discourage 
innovation. Alan Greenspan, for instance, once argued, "No one will ever know what new 
products, processes, machines, and cost-saving mergers failed to come into existence, killed 
by the Sherman Act before they were born. No one can ever compute the price that all of 
us have paid for that Act which, by inducing less effective use of capital, has kept our 
standard ofliving lower than would otherwise have been possible:" Others have questioned 
whether antitrust has any relevance to the "New Economy" of the 21" Century. 

The fact of the matter is antitrust law must focus on dynamic effects to be relevant in 
the 21" Century. Historically, antitrust has focused principally on price and output effects 
in markets for goods and services, based upon an examination of historic market shares. 
Greater attention is needed to innovation, including an update of the government's 
Horizontal Merger Guidelines, which today largyly ignore innovation. Guidance is also sorely 
needed from the government on issues at the intersection of antitrust and intellectual 
property, such as standard setting, patent pooling, and unilateral refusals to license, which 
were addressed at the joint Department ofJustice-FederalTrade Comrnission,z002 Hearings 
on Competition and Intellectual Property Law and Policy in the Knowledge-Based 
Economy. 

Some have gone further and have argued that antitrust analysis too often views markets 
as static snapshots rather than dynamic progressions, and· that traditional market structure 
analysis yields unreliable results and enforcement challenges to efficient conduct where 

Howard Morse is a partner with Drinker Biddle & Reath LLP in Washington-DC and co-chair of the 
firm's Antitrust Group. He was previously Assistailt pirector of the Federal Trade Commission Bureau of 
Competition,. and- Deputy Assistant pirector for PoliCy -iti the. Bureau of Competition. This article_is 
adapted from testimony presented to the Antitrust Modernization Task Fotce on November --S, 2005, 
available at http://www.amc.gov/commission_hearings/new_economy.htm. 

2 SeeWikipedia, "Dot-Com;' http://en.wikipedia,otglwikilDot-com. 

3 A. Greenspan, "Antitrust;' in Capitalism:The Unknown Ideal, 70 (Ayn Rand, ed. 1965). 
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market power is quickly eroded," I do not go nearly so far. Rather,. I suggest that focusing 
on innovation may result in enforcement in cases that traditional analysis may have ignored, 
while allowing some conduct that might be challenged without due consideration of 
dynamic effects. Emphasizing innovation in the analysis, however, will focus enforcement 
where it is most important. ' 

While someoI]. the'fringe mayeven argue for an end to prohibitions on price fixing, 
I am not suggesting that price fixing be ignored in high tech industries. Price is certainly 
relevant even in high,tech. industries. Notably, Samsung Electronics, a Korean manufacturer 

, 

of dynamic random access memory (DRAM), and its U.S. subsidiary, recendy agreed to 
plead guilty and pay a $300 million fine for participating in an international conspiracy to 
fix prices, the second largest criminal antitrust fine in U.S. history. AnOther Korean 
manufacturer, Hynix,and a German company, Infineon Technologies, each earliet. pled 
guilty and together agreed'to pay $245 million in criminal fines.' 

Antitrust law, however, has too often focused on price and on historical market shares, 
exemplified by cases like Alcoa'-which famously opined that a 90 percent share "is enough 
to constitute a monopoly; it is doubtful whether sixty or sixty four' percent would' be 
enough; and certainly thirty-three percent is not"-,md Philadelphia Nationa;' Bdnk7-which 

established a presumption of illegality when a "merger produces a firm controlling an undue 
percentage share of the relevant' market." 

At the same time, Alcoa recognized the importance of compennon· in fostering 
innovation. Judge Learned Hand wrote quite eloquendy, "[p]ossessioil 'of unchallenged 
economic power deadens initiative, discourages thrift and depresses energy; .... i.mm.unity 
from competition is a narcotic, and rivalry is a stimulant, to industrial progress." 8 Focusing 
antitrust on. the effect of competition on innovation is not entirely new. 

Philadelphia NationalBank itself held that the presumption of illegality can be overcome 
by evidence showing that the merger is not likely to have anticompetitive effects. And the 
Supreme Court's, General, Dynamics" decision clearly, establishes that market: shares are only 
"relevant as a prediction of future competitive strength." NotWithstanding a statistic:lI 
showing based on historic market shares, further examination of companies' "future ability 
to compete" and the "probable future" of the market is appropriate. The C~urt determined 
in that case that the coal reserves of the merging parties w.lScmore indicative" of their ability 
to compete for future supply contracts than historic market shares' based on.;ales.. 

4	 See ,FTC. Competition Policy in the Ne~ High-Tech, Global Marketplace. (1996i. citing T. jord~ -& D.Teece, 
RuIe of Rea;;on Analysis of. Horiwnul Agreements: Agreements Designed -to Advance IDnovation and 
Co~erci~ Technology (1993)_.61 Antitrust LJ. 579~ 600 .and Testimcmy ofDavidJTeece;andThomas 
M.Jorde. ' 

5	 See U.S. Department ofJ~uce press:. Release, "Samsung Agrees to Plead GuiltY and ·Pay·- $300 Million 
Criminil Fine for. Role in Price Fixing Conspiracy (Oct. 13,' 2005); available at 
http://www.usdoj.gov/atr/public/p,,,,s_reIeasesI20051212002.hnn. ' 

6 United StAtes v.Aluminum Co. 'ifAmerim (2d Cir. 1945) 148E2d 416, 424 ("Aima"). 

7 United States u Philadelphia NaLionai &nk(1963) 374 U.S. 321,363. 

, 8 Akoa, supra, 148 E2d at p. 427. 

9 United StAtes v. General Dynmnks Corp. (1974) 415 U.S. 486, 498, 502, 51Oell. 
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At the FTC during the late 1980s and early 1990s; we found the traditional static 
enforcement focus inadequate. We were faced with numerous cases in which parties argued, 
based on General Dynamics, that current market shares overstate.d the competitive 
signlficance ofthe merging parties. There were other cases, however, in ~hich market shares 
understated the competitive significance of merging firms, so-called reverse-General 

Dyndmics cases,1O and we asserted potential expander, potential competition, and so-called 
';doublepotential competition" cases, and ultimately "ilUlovation markets."" 

. It is worth noting also that regardless of market share, monopolies will not be 
condemned under U.S. antitrust law without "the willful acqUisition or maintenance" of 
monopoly power, through exclusionary conduct." U.S. law makes the act. of 
"monopolization" illegal in contrast to some foreign laws that attack "abuse of dominanc,e" 
including charging "unfair prices."" U.S. law his long'recognized the need to encourage 
firms to build a "better mousetrap"--or today perhaps abetter "mouse", electronic or 
recombinant. The successful competitor, having been urged to compete,must not be turned 
on when he wins, and the firm that has legally acquired a monopoly position is entided to 
charge monopoly prices. That is true Whether the monopolist has succeeded through 
"superior, skill foresight and industry" or as a consequence -of "historic accident," absent 
exclusionary conduct.14 

It. has been thirty years now, however, since the Supreme Court has decided a 
substantive merger case. Unfortunately, the Court's now dated merger cases take a skeptical 
view of efficiencies.. Brown Shoe" suggests that in enacting the antitrust laws, Congress 
accepted that "occasional higher costs and prices might result from maintenance of 
fragmented industries and markets" and FTC v. Procter & Gamble" concluded that "[p]ossible 
economies calUlot be used as a defense to illegality." . 

While the Merger. Guidelines were revised in 1997 to give' greater. credence to 
efficiencies, there have been few lower court cases in which efficiencies have played a major 
role.The recent cases, St(lples, l2 Heinz," and Cardinal Health," have found alleged efficiencies 
to be overstated or not merger specific; With respect to ilUlovation efficiencies, the 1997 
Guidelines revision took only a tiny step forward, noting that efficiencies relating to research 
and.development are "potentially substantiilbut are generally less susceptible to verification 
and may be the result of anticompetitive output reductions." But these' efficiencies often 

10	 See, e.g., Societe NationaleElf ,Acquitaine (1989) 112 ET.C. 595 -(alleging acquisition would lessen 
competition bY "eliminating Elf as a perceived and potentially more significant competitive force than it 
is at present'')., 

11	 See H~ Morse, «The Limits of Innovation Markets," ABA Antitrust. Section, Antitrust and In~ellectual 

Prop~rty (2001). available at http://www.abanet.org/antitrust/comnUttees/intelCproperty/5598.17_2:pdf. 

12	 United Sl4tes v. Grinnell Corp, (1966) 384 U.S. 563, 570. 

13	 See ECTreaty,Art. 82. 

14	 Grinnell, sUPra, 384 U.S. at p. 571 (1966); Alcoa, supra, 148 E2d at p. 430. 

15	 Brown Shoe Co. v. United Sl4tes. (1962) 370 U.S. 294, 344. 

16	 I'TC v. PrOder & Gamble Co. (1967) 386 U.S. 568, S80. 

17	 I'TC v. St4ples, In<. (D.D.e.1997) 970 E Supp.1066, 1089. 

18	 I'TC v. HJ Heinz Co. (D.e. Cir. 2001) 246 E3d 709, 722. 

. 19 I'TC v. Cardinal Health (D.D.e. 1998) 12 E Supp. 2d 34. 
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drive transactions in high-tech mergers, and while not always easily measured, should be 
given greater credence in merger policy. Further consideration should now be given to 
efficiencies that lead tQ more rapid or enhanced innovation, including development of new 
or improved products, given their potentially substantial impact. 

:OJ 

The latest version of the Merger Guidelines continues to focus principally upon the '1 
likelihood that a merger will enable sellers "profitably to maintain prices above competitivel 
levels." The only mention of "innovation" in the entire Merger Guidelines is in a footnote, 
which states that sellers with market power "may also lessen competition on dimensionsi 
other than price, such as product quality, service or innovation." The Guidelines provide a 'j 

useful roadmap for assessing whether a proposed merger is likely to create, enhance or ~.i 
facilitate the exercise of market power, but they do not provide any guidance in assessing . 

~ the likelihood that a merger or acquisition will teduce innovation and thereby violate -1 

Section 7 of the Clayton Act. It is not enough to say that "price" means"quality adjusted .1 
price;' taking into account product quality as well as service. It is far from clear, as discussed :1 
below, that the models espoused in the Guidelines to analyze price competition-including i 
the "close substitutes" paradigm-translates to innovation competition. Further guidance is ! 

!needed. .j, 
j 

To the extent the FTC and DO] have provided some guidance regarding the assessmentt 
of innovation issues in the agencies' 1995 Antitrust Guidelines for the Licensing of Intellectual I
Property (the "IP Guidelines") and in the agencies' 2000 Antitrust Guidelinesfor Collaborations;

Among Competitors (the ''joint venture Guidelines"), the guidance appears to be inconsistent. l1: 

The IP Guidelines identifY a "safety zone" for intellectual property licenses, advising that thel 
agencies will not generally challenge a restraint in an intellectual property license so long as ! 
there are four or more independent entities that are not parties to the license that compete in I 
the respective technology or innovation market. The Joint venture Guidelines, however, i 
announce a safety Zone where there are three or more independently controlled research efforts in I 
addition to those of the collaboration with the required specialized assets or characteristics ,l 
and the incentive to engage in R&D.20 Reconciliation of the two safe harbors would avoid· 
confusion.' .; 

B. Innovation Should be a Central Focus' of Antitrust Policy I 
R ;;.l-, r1 1.'.;lh""..-1" h."..,,, ......01."'....1 .1-1-. ...r "T....... "'u"I-; ........ ;s ]{i'ng" ('''' ... g'"''''....:1 "'as"' .... 21 ."."e......u' ... '" S"O.. lrl I

... ..l......LJ..a.L .u.v.... ..l. .. "",.<.a.> a.LbU. ...........U.<1L J..J.J..l.LVV.<1UVJ.l..L.L .. .lVJ.. vvu V.I.". ......v '-yVJ.L'-.- J.I. \.U\..l-!.
 

understand that small increases in productivity from innovation .dwarf even significant 
reductions in static efficiency over time." Thus in high-tech industries, at least, anticompetitive 
effects on innovation can have much greater impact than effects on price. This reality can be I 
grasped by considering Moore's law-whicll teaches that computer chip capabilities double I. 

I 
-----------------------'--------~------- ~ 

20 DOJlFTC (1995) Antitrust Guidelines for the Lice>lsing of Intellectual Property ~ 4.3; DOJlFTC (2000)I 
Antitrust Guidelines fOr Collaborations Amoflg Competitors § 4.3. 

21 R. Gilbert and W Tom, Is Innovation King at the Antitrust Agencies?: 1he Intellectual-Property Guidelines Five; 
rears Later (2001) 69 Antitrust L.J. 43. 

I 
-~ 

22 See EM. Scherer & D. Ross, Industrial Market Stnu:ture and Economic Peifomultue 31,613 (3d ed. 1990) ("an,i 
output handicap amounting to 10 percent of gross national product owing to static inefficiency is I 
surmounted" in just 10.6 years if the g~wth rate can be increased from 3.0 to 4.0 percent). 
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every 18 months." Slowing the introduction of new and improved products III that 
environment can harm consumer.; fat more than even a significant ptice increase. 

Certainly, antitrust law is not and should not be irrelevant in the new economy, and I 
am not suggesting that legislation is needed or would be advisable. Antitrust law is 
sufficiendy flexible to take innovation concerns into ·account, and today's theories, which may 
be replaced over time, need not be codified into the statute. In its testimony before the 
Antitrust Modernization Commission heating on the New Economy, the Department of 
Justice argued that the government "evaluate[s] conduct and mergers in light of the particular 
characteristics of the industry involved and the nature ofcompetition," and antitrust enforcer.; 
"are able to deal with industries that ate experiencing fast-paced changes."" 

It has become routine in acadeffiic circles, at antitrust conferences, and in the press to 
ask whether the antitruSt laws enacted over a hundred years ago are relevant to today's high
tech markets. A New York Times editorial a few years ago, for example, asked "Can and 
should laws designed to manage the emergence of industrial ;nd natural resource 
monopolies in the late 19'" and early 20'" centuries be applied to the technology and 
intellectual properry giants of the 21st century?"" 

Government antitrust enforcers have taken the position that the "core principles" of 
antitrust are as applicable to high-tech industries as the Fir.;t Amendment's protection of 
freedom ofspeech is applicable to the Internet, even though the Internet was not envisioned 
when the Constitution was adopted. Some have gone further and have said "the new 
economy is fundamentally nS' different from the old when it comes to antitrust 
enforcement:'26 

Others have argued that the antitrust enforcement should be . Iiffiited for a variety of. 
reasons. Some argue that doffiinant firms are inevitable in high-tech matkets,.forecasting 
the future is difficult, market power is at most fleeting, and aggressive antitrust enforcement 
can inhibit innovation. Other.; suggest that high-tech products may be too sophisticated for 
regulators and the courts to understand. Yet other.; argue that the judicial syStem is too slow 
for litigation to have any impact on high-tech industries, other. than to impose costs and 
distract management. 

The Wall Street jolli;nal has even. ;lSked whether the antitrust laws are ··any~ng. but a 
license for Washington's army of shakedown artists and policy tinkerer.; to slow the wheels 
ofprogress."" 

23 See Gordon E. Moore....Cramming more components onto integr3.ted circuits," Electronics {April 19 .1965), 
available at ftp:// download.int~.com/museum/Moores_LawI Artic1es-Press_Releases/Gordon_Moore_ 
1965_Article.pdf 

24 Statement ofJamesJ. O'COIUlell on Behalfofthe U.S. Dep't ofJustice, Before the Antitrust Modernization 
Commission.(Nov. 8, 2005). 

25 New York TImes (April 28, 2000). 

26 J. Klein, Rethinking Antitrust Polities for the New £Cammy, Before the Haas/Berkeley New Economy Forum 
(May 9, 2000). 

27 Wall ScreerJournal aune 9,2000). 



The fact of the matter is that high-tech industries are a major focus of recent antitrust 
enforcement. The FTC has, for instance, challenged setdements of intellectual properry 
litigation in the pharmaceutical industry, entering an order after administrative litigation in 
Schering-Plough Corporation, which was recently reversed by the Eleventh Circuit. 28 The 
Commission's petition for certiorari is now pending before the Supreme Court, with the 
Court having asked the Department ofJustice, which refused to join the FTC petition, for 
its views. 29 The· FTC his also filed a petition for rehearing of a Second Circuit decision in 
private litigation, In reTamoxifen Citrate AntitrustLitigation, which upheld dismisal of a patent 
litigation setdement between AstraZeneca and Barr Laboratories.30 In November 2005, the 
FTC also filed another suit, along with 21 states and the District of Columbia, to stop an 
agreement between Warner Chilcott and Barr Laboratories, allegedly aimed to block 
generic competition.3t 

The FTC has also challenged conduct before standard settingorganizatiotlS·, with a 
major case pending, Rambus Incorporated, alleging Rambus failed to disclose and 
misrepresented the scope of its intellectual properry. The· FTC has asserted that Rambus' 
technology was incorporated into memory chip standards as a result of the firm's conduct, 
giving it market power.32 

Mergers in high~tech industries are also regularly challenged. The goveriunentdoes 
not always suceed, as evidenced by the Justice Department's failed effort to block Oracle's 
acquisition of PeopleSoft," despite Potter Stewart's observation in United Statesi'. Von~ 

Grocery CO~; that the "sole consistency" in merger cases is '-'the government always -wins."J4 

Nonetheless, many parties enter into consent agreements With the agencies- to allow their 
transactions to move forward, with significant recent cases against Johnson' & 
]ohnson/Guidant," Cima/Cephalon," and Genzyme/Ilex" in the pharmaceutical industry. 

II.· Important ·Characteristicsof High-Tech Industries 

In my view, the fundamental principles of antitrust should be applicable to the "New 
Economy," but government enforcers and the courts should recognize that there are 
important characteristics of the high-tech sector that may ·impact the antitrust analysis. Five 
key characteristics of high-tech industries are worth noting. These phenomena, not all or 

28 &hering~PloHgh Corp. !~ FTC (1 i th eir. 2005) 402 E3d 1056.'pe~ition' for cert~ filed-(LI.S. Aug..29, 2005) 
(No. 05-273). 

29	 See FTC v. Schering-Plough Corp., .Supreme Court Docket No. 05-273 (Oct. 31, 2005), availaf,Jle at: 
http://www;supremecourtus.gov/docketl05-273.htm. 

30	 Itt re Tamoxifen Citrate Antitrust Litig. 03-7641 (Nov. 2, 2005). 

31	 Federa1.'frade Commission ~ Warner Chikott.Holdings Company [[[,Ltd. (D.D.C. filed Nov. 7, 2005). 

32	 In 'he Mattei of &mbus Incorporated, FTC Docket No. 9302 (Complaint Filed ]un<18, 2002). 

33	 United States v Oralie Corp. (N.D. Cal. 2004) 331 E Supp. 2d 1098. 

34	 United States v. Von> Grocery Co. (1966) 384 U.S. 270, 301 (Stewart,].,dissenting).· 

35	 In the Matter ofJohnson & Johnson, FTC File No. 051 0050 (Consent Agreement ~ccepted Jot public ~ 
comment (Nov. 2, 200?). 

36	 In ,he Matter of Cephalon, 1m:. (Sept. 20, 2004) FTC Docket No. C-4121. 

37	 In the Matter of Genzyme Corp. and l1ex Om:ology, 1m:. (Jan. 31, 2005) FTC Docket No.:e-4128. 
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vhich are present in every industry we think of as high-tech, are not new. But they are 

ncreasingly common in today's so called "New Economy," in which it has been said what 

.,e produce is increasingly a line of computer code or a gene sequence rather than an ingot 

,f steel or a bushel of wheat. 

The key characteristics of high-tech industries that are most important are:" 

1. The rapid pace of innovation-these are extremely dynamic industries, changing 

:apidly, with short product cycles. The pace of change often makes the future difficult to 

Business officials, of
predict and tends to undermine or .erode existing market power.
 

oourse, necessarily predict the future and spend large sums based on such predictions, and
 

there are times the government can do so with reasonable confidence, based upon the 

projections of knowledgeable people in the industry. And market power may be durable 

even in high-tech industries, made more so by illegal exclusionary conduct. 

2. The critical importance ofintellectual property-the key assets ofthe "New Economy" 

are not bricks and mortar but ideas, protected by patent, copyright and other intellectual 

property laws. 

We are fortunately past the time when the patent laws were viewed as rewarding an 

inventor with a "temporary monopoly" and "an exception to the general rule against 

monopolies:' Still, some regard the antitrust and patent laws as in conflict, at least when a 

patent gives a firm market power, and they argne there is a need to keep competition and 

intellectual property in balance. The better view is that the laws are complementary, both 

aimed at encouraging innovation and competition.39 

A fundamental premise of the 1995 DO]/FTC IP Guidelines is that one shouldapply 

the same general antitrust principles to conduct involving intellectual property as to 

conduct in~olving other forms of property. While it is true that intellectual property is like 

other types of property, intellectual property generally knows no geographic borders and is 

easily copied. The IF Guidelines thus recognize that intellectual property "mayinsome cases 

be misappropriated mOre easily than other fonllS 'of property" and that "may justify the use 

of some restrictions that might be anticompetitive in other contexts."" It is also true that 

the very essence of intellectual property is the right to exclude others. It would, therefore, 

be anomalous for antitrust law to impose an obligation to license on a' finn that 

unilaterally-not ttu:ough agreement \vit.h others-refuses to licenSe intellectu~. property. 41 

i While the very fact that intellectual property can be easily copied may lead some to be 

attracted to forcing intellectual property owners to share their property, antitrUst enforcers 

should be wary of short-term actions that may undermine the incentive to develop 

intellectual property. All patented drugs could be made generic tomorrow, but we would 

not expect to see as many new drugs invented after such action. 

See H. Morse, "Antitrust Issues in High-Tech Industries: Recent. Developments," in Global Competition
38 

Review, The Antitrust Review of the Americas 200~. available at http://www.cla.orgiHigh-tech.pdf 

39 See !ltari Games Corp. v. Nintendo r!f Ameri<a, Inc. (Fed. Cir. 1990) 897 E2d. 1572, 1576 ("the ,imsand 

objectives of patent and antitrust law may seem, at first glance. wholly at odds. However,. the two bodies: 

of law are actually complementary, as both are aimed at encouraging iIU1ovatio~; industry and 

competition"). 

40 IP Guidelines ~ 4.1.2. 

41 See also Verizon Communi£ations Inc. v. lAw 01fkes r!f Curtis V.Trinko, LLP (2004) 540 U.S. 398. 



3. urgefixed costs, low marginal costs-many high-tech industries, dependent on 
intellectual property, incur large upfront fixed costs, and have relatively small marginal costs 
of production. Development of new pharmaceuticals is notoriously expensive and' risky, 
with many "dry wells" and a few "gushers," as companies pour hundreds of millions of 
dollars into developing and testing drugs that never succeed. New investment will not , 
occur in such industries unless firms anticipate earning a competitive return in the long run. i 

,1 

Courts define monopoly power as "the power to control market prices or exclude 
competition"" and price-cost margins are sometimes said to provide insight into market 
power, making market definition unnecessary." It is tempting ro assert that prices above 
marginal cost are evidence of market power, but the evidence can be misleading. Professors 1 
Hovenkamp, Lemley and Janis offer an example of a copyright protected movie that costs j 
$150 million to produce, and can be duplicated onto videotape for $2. At a price of$2 per ! 
video, the movie would lose money and a firm that contemplates such a price would never ! 
have made it in the first place. A price of $20 may vastly exceed marginal cost, but if it only 
allows a competitive return on the initial production cost, it would be meaningless to 
characterize it as reflective of market power. Professors Hovenkamp, Lemley and Janis 
conclude that "price-cost relationships on a particular patent or copyright do not provide " 
useful evidence about market power." They argue that the "technically correct" way to i 
measure whether intellectual property produces returns above cost is to compare 
development costs with profits generated during a product's marketable life." In a high
risk enterprise, moreover, one must take into account failed products as well as those that 
are successful. 

4. The presence ofnetwork' tiffects-high tech industries are often characterized by 
a "positive feedback loop" or "network effects," generating increasing returns to scale. That 
is, the value of products or services often increases with the number of users. Network 
effects generate substantial efficiencies, but also may raise switching costs and raise barriers 
to entry to those without an established network or an ability to interface with one. That 
said, high~tech industries are, nonetheless, littered with once dominant firms whose products 
were leapfrogged into obsolescence, often as a result of disruptive paradigm shifts leveling 
the competitive playing field. The presence of network effects makes standard setting 
critically important in high tech industries, and suggests antitrust attention is warranted on 
abuses of the standard setting process that may create Or entrench market power. 

5. First mover advantage-in part because of intellectual property protection and 
network ,effects, as well as steep learning curves and economies of scale, there is often a 
substantial advantage to being the first in a high-tech industry to develop and introduce a 
new product or the first to gain a significant market presence, motivating firms to race to 
be the first to market. This characteristic means that a merger that leaves at least two finns 
pursuing R&D may not be of concern as the remaining firms are likely to race vigorously 
to be the first to market. 

42 u.s. v. E.I du Pon' de Nemours & Co. (1956) 351 U.S. 377, 391 (1956).	 ! 
43 See, e.g., M. McFalls, The Role and Assessment of Classical Market Power inJoint venture Analysis (1998) 66 t 

44	 IP and Antitrust § 4.1c at p. 4-6-7 (2002). :::~:~6~:is, M. Lemley,	 I 
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III. Current Policy Issues 

The Antitrust Modernization Commission, created by statute in 2002, has been charged 
with examining "whether the need exists to modernize the antitrust laws and to identifY 
and study related issues."" The Commission is addressing a number of issues that the 
Commission has lumped together under a "new economy"'study plan. Two specific issues 
raised by the Commission deserve attention." 

1. In. what circumstances, if any, should the two-year time horizon used 
in the Horizontal Merger Guidelines to assess the timeliness of entry be adjusted? 
For example, should the time period be lengthened to include newly developed 
products when the introduction of those products is likely to erode market 
power? Should it matter if the newly developed products will not erode market 
power within two years? Is there a length of time for which the possession of 
market power should not be viewed as raising antitrust concerns? 

Entry is considered timely under the Merger Guidelines only if significant market impact 
can be achieved within two years of initial planning. The Guidelines reason that a merger is 
not likely to create or enhance market power or to facilitate its exercise if entry is so easy· 
that it would deter or counteract competitive anticompetitive effects. 

The two year standard is necessarily arbitrary. Equally arbitrary, of course, is the 5% 
"small but significant and nontransitory" price increase used to define markets. The 
Guidelines explicitly recognize that standard may vary depending on "the nature of the 
industry." Indeed, the "small but significant and non-transitory" increase in price is 
employed solely as a methodological tool for the analysis of mergers. It is not a tolerance 
level for price increases. 

Similarly, while less explicit, the Guidelines provide that the government "generally" will 
consider timely only entry alternatives that can be achieved within two years. They"provide. 
explicitly that that the period may be extended in a durable goods market where buyers may. 
make investments to extend an existing product's useful life. 

The two-year entry standard, though necessarily arbitrary, is generally sound, provided 
that it is properly understood and applied "flexibly. The two-year entry 'standard should nOt 
be understood to be a tolerance level for anticompetitive effects. Where there is evidence 
that anticompetitive effects will occur despite quicker entry, the two year standard should 
be adjusted. Sirnilarly, where later entry will deter anticompetitive effects, it shomd i?e 
considered timely. This may well be the case where prices are fixed for several years or 
where customers can threaten to backwards integrate, though it may take them' more than 
two years to do so, alier which they would be captive and lost to merchant suppliers. The 
prospect of the introduction of newly developed products after two years may also inhibit 
anticompetitive effects of a proposed merger, particularly where customers maybe upset by 

45 Antitrust Mode,nization Commission Act 0£2002, Pub. L. No. 107-273, §§ 11051-60,1165"".1856. 

46 A third issue raised by the Conunission, whether there should be a" presumption of market ,power 'in tying . 
cases when there is a patent or copyright, is before the Supreme Court in fllinois 1001 Works, bu., v. 
Independent Ink, 1m:. (Fed. Cit. 2005) 396 E3d 1342, ref' granted (2005) No. 04-1329, and is not addressed 
in this article. 
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the merged firm's short-run opportumstic behavior and may be more likely to switch to the 
new product when it is available. Simply because new entry is expected to take place after 
two years does not mean it can be ignored, any more than likely ~ntry by one of the j 
merging parties should be ignored because it is expected to happen in more than two years. 4 

" 
~ 
I2. Should antitrust law be concerned with "innovation markets"? If so, 
~ 
~how should antitrust enforcers analyze innovation markets? How often are ?2 

j"innovation markets" analyzed in antitrust enforcem.ent? 
:~ 

N ,lAntitrust law should be concerned with innovation, and the "innovation market" 
concept is valuable insofar as it draws attention to the importance of competition in ~. 

fostering innovation. Allegations of lessening of competition in innovation markets, !, 
however, should be grounded in sound economic theory. 1,

IWhen the government has alleged innovation jIlarkets in challenging mergers, it has ~ 

identified three distinct competitive concerns: (1) the effect of the merger on competition .~ 
in post-innovation goods markets, (2) the impact of the transaction on the pace of research •.1 
and development, leading to better or cheaper products sooner, and (3) the impact of the 
transaction on the diversity of research and development tracks. 

Attention should be paid to a couple of specific issues related to innovation markets. I 
Applicability .to Mergers to Monopoly. Debate continues as to whether there is a l 

c.orre.lation betweenconcentration and innovation, but it is increasingly acc.:p.ted that a firm's .Ii 
sIZe and pOSitIOn WIthin a market a.ffect Its mcentlves to Innovate. Firms m concentrated " 
markets that do not have the scale to support R&D efforts or to capture the value of 
innovation may not engage in R&D. At the same time, a monopolist may have less incentive I' 

than a new entrant to engage in R&D that may lead to a substitute for an existing product Or 
that may lower the cost of producing an existing product. That is because such innovations 
may cannibalize the monopolist's supra-competitive profits and make such investments 
obsolete. Monopolists may well pursue incremental innovations to existing products and 
processes, quickly copy innovations introduced by smaller rivals, or engage in other defensive i 
R&D. But they are less likely to pursue "disruptive technologies" or embrace innovations that . 

threaten their dominance. Empirical studies document that "leap frog" or "paradigm-shifung" 1.'. 
innovations are most often created by niche finns and new entrants." Mergers of the only. 
two firms in a market pursuing R&D would appear to raise serious antitrust concerns. 

In United States v. Compuware Corp., DO] filed suit to block a software acquisition by • 
an "overwhelmingly dominant" firm with an alleged 80% share. DO] alleged that the' 
acquisition would "eliminate Compuware's potentially most threatening competitor and 
lead to "less innovation in product development."" Blocking such an acquisition is 
consistent with concern that monopolists tend to focus on incremental.innovation and are 

47 See, e.g. J C. Christenson. The Innovator's Dilemma: When New Technologies Cause Great Finns to Fail (1997); 
J. Utterbath, Mastering the Dynamics if Innovation (1994); K. Arrow. Economic Welfare and the Allocation of 
Resources to Invention, in The Rate and Direction of Inventive Activity (National Bureau of Economic ., 
Research 1962); EM. Scherer & D. Ross, Industrial Market Structure and Economu Peiformarue 630-660 (3d _ 
ed.1990);.W. Cohen & R.-Levin, Empirical Studies of Innovation and Market" Structure, in_2 Handbook of: 
tndustrial Organization 1059 (R. Schmalensee & R. Willig eds. 1989). 

48 United States v. Compuware Corp. (D.D.C. filed Oct. 29,1999) Civ. No. 99-02884. 

10 



·ess likely to pursue disruptive technologies, while new entrants that do p.ot have a vested 

lnterest in the current technology are more willing to venture in untested'directions and fail 

~r leap-frog the competition. Difficult issues arise, however, in dynamic markets, where the 

allegedly dominant firm's share is smaller and there are multiple fringe firrns with potentially 

disruptive technologies. On such facts, the acquisition by the leading firm of an entrant 

with promising new technology may well hasten the commercialization of the entrant's 

technology, while the presence of other potentially disruptive technologies will ensure that 

the market leader will not suppress or delay the introduction of the acquired technology. 

Need for SpeciaHzed Assets. The IP Guidelines state that the government will 

"delineate an innovation market only when the capabilities to engage in the relevant research 

and development can be associated with specialized assets or characteristics ofspecific firrns:'
. . 

Such specialized assets most often include physical assets, experience, production capability, 

and intellectual property. Thus, while the next important software program may come from 

the proverbial lone inventor working ·in his garage, the next jet fighter is almost certainly 

going to come from a defense contractor. It is notable that the government has alleged in 

some cases that proposed mergers would create a so-called "killer patent portfolio:' 

According to the IP Guidelines, moreover, the government will not pursue an 

innovation market analysis unless it can reasonably identifY-the firms withthe required 

It is not surprising that" a large number of
capability and incentive to engage in R&D. 

innovation market cases are in the pharmaceutical industry, where advanced R&D is 

conducted under a regulatory framework that requires disclosure of clinical trials. At earlier 

stages of R&D, not only is it difficult to identifY competitors, but predicting success is likely 

to be highly uncertain. 

and Development. There. is
Distinguishing Innovation from Research 

occasionally confusion between research and development, on the one hand, and 

innovation, on the other. Indeed, at times the terms seerri to be used interchangeably by; 

government officials. In fact, R&D is an input into innovation. A merger that leads to a 

reduction in expenditures on R&D through. elimination of duplicative efforts-but that 

results in just as much innovation-should be' considered efficient, not anticompetitive. 

Coordinated Interaction is Highly Unlikely. While the possibility ofcollusion in 

R&D cannot be rejected out of hand in all circumstances, it seems unlikely, particularly in 

dynamic markets. Reaching terms of coordination on the direction or pace of R&D with 

its multiple dimensions seems difficult. Even- mor~ importantly, the incen.tivs to- cheat is 

high, given the rewards from successful innovation. The ability to cheat undetected is also 

high since innovation is often conducted in secret. 

When innovation markets were introduced, there was much debate about how one 

could measure market shares. Proposals ranged from R&D expenditures to numbers· of 

patents issued. Where firms have comparable capabilities and incentives to pursue R&D, it" 

was proposed that the government adopt a bid model and assign equal shares. That debate, 

however, was largely irrelevant, so long as the only cases being b~ught alleged a merger to 

monopoly. 



Clarification of Unilateral Theories Required. Both the Department of Justice 

and the Federal Trade Commission have alleged unilateral anticomp~titive effects in 

innovation from mergers among two of four firms in a market. In United States v. Halliburton 

Co., for instance, DOJ alleged that the merger of Halliburton and Dresser would combine 

two of the four companies that were developing drilling tools for oil and natural gas projects, 

and their merger would likely lead to "a slowdown in the pace of ... innovation." DOJ there,]
.~ 

alleged that "Halliburton and Dresser responded to each other's innovation efforts, as well l 
as to those of the two others," "[t]hey approached R&D in significantly different ways," and " 

DOJ concluded that these facts supported a "significant ;;
neither was a "maverick." 

~
anticompetitive problem" on a unilateral theory, that the merger "threatened to eliminate 

one of [the merging firms'] approaches, decreasing the chance ofsuccessful innovation," and i 
"the rate of innovation would likely be slower."" 

I
, In a number of pharmaceutical mergers, the FTC similarly has alleged that mergers of ~ 

~
two of four competitors, developing various drugs could lead the combined firm to 

"unilaterally delay, terminate, or otherwise fail to develop" one of two competing drugs, ,~ 

"potentially reducing the number of drugs reaching the market." In industries where there I 
is a substantial first mover advantage, the merged firm should be motivated to beat other I 

firms developing products by pursuing R&D efforts efficiently. If the merged firm were toi 

decide to drop one project because research dollars would be better spent on other projects, i 
that should benefit consumers rather than cause consumer harm, even if the dropped project .,R,., 

would have been pursued if the firms remained independent. I
~ 

While a unilateral theory might be articulated where the merging firms control the I 
most advanced R&D efforts and others are well behind, so that the merged firm might slow I� 

its efforts and still be first to market, other unilateral theories do not fit neatly into the Merger 'I�
'l

Guidelines' close substitute modeL For example, while the Merger Guidelines explain why the 

mergers of firms with products that are close substitutes may lead to higher prices, absentij 

repositioning, it is not at all clear that this theory applies to innovation, where there may be il 
greater concern about a merged firm dropping a promising, distinct research path than '! 

combining close research efforts. '.~ 

The time is ripe for the DOJ and FTC to articulate theories of competitive harm to :1
<I

innovation and address effects on innovation 'in the Merger Guidelines. 

I
jl

~ 

~ """' "_. """'"" o. (UD.C. __ "" ." n ,,., a •. No ~·~O, c "",,_I,
~

l.£ap-Frog and Other Forms of Innovation, Before the American Bar Association ijune 10, 1999). 
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