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Canada has a defence that allows efficiency enhancing mergers and col-

laborations between competitors. In anotherpaper published in this edition

of the Canadian Competition Law Review, Chiasson and Johnson argue
that the efficiencies defence should be repealed because it reduces innova-

tion and causes inefficiencies. In our view, Chiasson and Johnson take an

overly simplistic view of the relationship between market concentration and
innovation that misses a fundamental point: mergers between competitors

often increase efficiency and innovation. We also argue that efficiencies are

not given enough weight and anticompetitive effects are overemphasized

under the Competition Bureau's approach to merger review, which creates

a bias against efficiency enhancing mergers. Removing this bias would

help the Competition Act function as Parliament intended. In the words
of the Supreme Court of Canada: "the efficiencies defence is Parliamen-

tary recognition that, in some cases, consolidation is more beneficial than

competition."

Au Canada, il existe une dcfense fonde sur les gains en efficience qui

permet les fusions et les alliances entre concurrents importants dans cer-

taines circonstances. Dans leur article qui parait dans cette idition de la

Revue canadienne du droit de la concurrence, Chiasson et Johnson font

valoir que ce recours devrait tre limind au motif qu'il itouffe l'innovation

et induit des inefficiences. A notre avis, les auteurs offrent une vision trop

simpliste du rapport entre concentration du marchi et innovation, omet-
tant ainsi une ralit fondamentale : les fusions entre concurrents sont, de

fait, souvent porteuses d'innovation et de gains d'efficience. En outre, nous

estimons que la mithode d'examen des fusions du Bureau de la concurrence

accorde trop de poids aux effets anticoncurrentiels des fusions, et pas assez

aux efficiences qu'elles induisent, ce qui crde un prdjugi difavorable envers

celles qui amiliorent l'efficience. L'dlimination de ce prdjugi contribuerait

a rendre le fonctionnement de la Loi sur la concurrence plus conforme d
l'intention du Idgislateur, que la Cour suprome du Canada rdsumait en ces
mots : << le Idgislateur reconnait par la dcfense fondie sur les gains en effi-

cience que, dans certains cas, le regroupement est plus avantageux que la

concurrence.
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he Competition Act is often considered one of the most econom-
ically sophisticated competition laws in the world, largely due to
the recognition of efficiencies in Canadian merger review under

section 96.2 However, for over 20 years, a variety of inconsistent and con-
tradictory statements from the Competition Bureau have made the role of
efficiencies in merger review "disturbingly uncertain."'

Although the Supreme Court of Canada's decision in Tervita clarified the
paramountcy of efficiencies in Canadian merger review,' recent speechess
and a draft Efficiencies Guide6 from the Competition Bureau have height-
ened the uncertainty7 associated with the application of the efficiencies
defence.A recent paper by Matthew Chiasson and Paul Johnson from the
Competition Bureau advocating for the repeal of section 969-and building
on recent comments along the same lines from the previous Commissioner
of Competition"-could increase the uncertainty surrounding the efficien-
cies defence.

Chiasson and Johnson's core argument is that "competition spurs innova-
tion and efficiency of enormous magnitude," and as a result, the efficiencies
defence authorizes "anticompetitive mergers in the name of economic effi-
ciency even though such mergers are more likely to reduce efficiency overall.""

The fundamental premise of Chiasson and Johnson's paper, however,
contradicts conclusions reached by the Competition Bureau, the U.S.
Federal Trade Commission, and many commentators. Innovation takes
place in a variety of market structures. Research shows that more com-
petitive environments often have much lower levels of innovation. As the
Competition Bureau concluded recently after hosting an innovation and
antitrust workshop for over 100 participants, "There is no definitive answer
as to whether increased scale and consolidation affect innovation negatively
or positively."1 2 Likewise, a presentation on innovation at the Canadian Bar
Association's Economist Roundtable with the Competition Bureau in 2017
stated, "Does more competition lead to more innovation? Not necessarily.""
Christine Wilson, a Commissioner at the U.S. Federal Trade Commission,
recently suggested that the U.S. adopt a total surplus standard to emulate
Canada's efficiencies defence, which would "better capture dynamic efficien-
cies" and promote the spread of "innovations and cost-saving measures."4 In
fact, Commissioner Wilson went so far as to say:

We should consider the experience of other jurisdictions that apply the
total welfare standard. It has been noted that the welfare standard employed
in Canada lies somewhere between a consumer welfare and a total welfare
standard. The 1986 Competition Act of Canada expressly provides for an
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efficiencies defense for mergers that may increase prices for consumers.
Their experience could be instructive."

In Part I of this paper, we focus on Chiasson and Johnson's arguments
about competition and innovation,16 explaining that they adopt an overly
simplistic view of the relationship between economic concentration and
innovation that misses half of the story. Mergers can promote innovation
and productivity improvements through dynamic efficiencies, increased
economies of scale, and greater incentives to develop new products and
services. The empirical evidence shows a complex relationship between con-
centration and innovation, suggesting that more competitive environments
may be less innovative in many circumstances. Competition in a narrowly
defined antitrust market may also have no relationship to innovation across
an industry as a whole. The complex relationship between competition and
innovation has been widely recognized by the Competition Bureau, the U.S.
Federal Trade Commission, and others.

In Part II, we focus on Chiasson and Johnson's arguments about X-effi-
ciency in the context of the efficiencies trade-off, explaining that there is
no evidence of a systematic bias in favour of efficiencies-if anything, the
bias in practice is often against mergers likely to bring about net gains in
efficiency to the Canadian economy:

* Chiasson and Johnson state that the Competition Bureau will be
challenged to adduce evidence of X-inefficiency, which could be
a future harm from a merger. However, a theoretical concern of
unknown magnitude does not justify an approach that would ignore
proven benefits from a merger through increased efficiencies. More-
over, the Competition Bureau has tools to collect evidence relating to
potential X-inefficiencies under the SIR process for merger review, if
in fact they are likely to arise.

* Mergers also generate dynamic efficiencies, improvements in
product quality, and other benefits for consumers and the Canadian
economy as a whole that are challenging for the merging parties
to quantify ex ante and are often ignored. One cannot assume that
potential X-inefficiencies will be greater than dynamic efficiencies,
improvements in product quality, and/or other qualitative benefits
from a merger, since the magnitude of each factor is often unknown
in advance.

* In practice, the bias, if there is one, is against efficiencies in merger
reviews. The Competition Bureau's methodology significantly
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overestimates the size of potential anticompetitive effects in many
cases, which we refer to as the "X-deadweight loss reduction."

There is no evidence that any merger cleared on the efficiencies
defence has reduced innovation and productivity in Canada. Based
on our experience, mergers relying on the efficiencies defence are
often likely to significantly increase innovation and productivity in
Canada.

In Part III, we explain why the efficiencies defence remains an underuti-
lized mechanism for promoting innovation and productivity in Canada.

I. The Other Half of the Story

a. Why More Competition Does Not Necessarily Promote
Innovation and Productivity

Concentrated markets often have greater levels of innovation, not less,
and mergers can be a powerful mechanism for promoting greater innova-
tion and productivity. However, by largely ignoring the complexities of the
relationship between concentration and innovation, Chiasson and John-
son's paper is missing an important part of the story. As discussed in greater
detail below, the empirical evidence on innovation and market structure
shows a complex relationship where greater competition can both increase
and decrease the level of innovation in an industry depending on a range of
factors. Opportunities and incentives for greater innovation may increase as
competition decreases for a variety of reasons:

Dynamic efficiencies from mergers and acquisitions. Mergers and acqui-
sitions can be an especially effective mechanism for fostering innovation
and spreading better business practices throughout the rest of the economy.
There are often broader economic forces bringing together merging parties,
such as the growth of a highly productive competitor or removal of a stag-
nant competitor. In this way, mergers may generate dynamic efficiencies
from greater innovation and productivity while also resulting in greater
market concentration. As Roberts and Salop (1995) explain:

Mergers can increase the financial returns from investment in innovative
activities by increasing the speed and magnitude of cost savings. First, a
merger may combine complementary assets in a way that increases effi-
cient resource use. Second, a merger may allow the merged entity to spread
unit cost savings over a larger output base. Third, a merger may reduce
the risk associated with the investment. Fourth, a merger may allow the

VOL. 32, NO. 1



CANADIAN COMPETITION LAW REVIEW

combined firm to implement efficiency improvements more rapidly than
the two firms could independently.17

Similarly, Jullien and Lefouili (2018) explain that mergers can reduce
wasteful duplications in R&D efforts by better coordinating research proj-
ects, substantially increase investment (and the resulting likelihood of
success) for key research projects, and increase incentives to develop inno-
vations with spillover effects between the operations of the merging parties."
However, Chiasson and Johnson's argument does not take into account the
fact that mergers can generate dynamic efficiencies that increase innovation
following a merger.

Economies of scale. Economies of scale are an important driver of innova-
tion and productivity, but increased competition can make it more difficult
for firms to achieve economies of scale in their operations.1 9 Economies of
scale give firms the financial resources to make the significant investments
in R&D required for innovation, as well as the opportunity and incentive to
apply such technological improvements across their operations. Denicol6
and Polo (2018) explain how mergers in particular can enhance incentives
for innovation and productivity by increasing the size and scale of a firm. 2 0

As a firm's aggregate output increases by combining two firms, so does
the value of innovation and process improvements over the merged firm's
output, increasing incentives to innovate.2 1 Consistent with this, Statistics
Canada data shows a strong and positive relationship between firm size
and innovation, with the smallest manufacturing firms (having less than 20
employees) reporting innovation at roughly half the rate of the largest firms
(having more than 2000 employees).22 Statistics Canada data also shows that
large enterprises are significantly more likely than small enterprises to use
advanced technologies and introduce organizational innovations.2 3

The extraordinary innovation carried out at Bell Labs in the middle of
the 20th century provides a remarkable example of how economies of scale
in the absence of competition can facilitate technological progress. Among
its many achievements, Bell Labs created the transistor (which is the build-
ing block of all digital products today), the silicon solar cell, the first patent
for a laser, the first communications satellites, the theory and development
of digital communications, the first cellular telephone systems, the charge-
coupled device that forms the basis for digital photography, the first fiber
optic cable systems, and the Unix and C computer programming lan-
guages.2 4 Researchers at Bell Labs published ground-breaking papers in the
fields of physics, chemistry, astronomy, and mathematics, and nine Nobel
Prizes were awarded for work completed at Bell Labs.2 5 It is therefore hardly
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an exaggeration to describe the research undertaken at Bell Labs as an "effort
that rivals the Apollo program and the Manhattan Project in size, scope and

expense."2 However, in discussing the many scientific and technological
achievements at Bell Labs, what is sometimes overlooked is that Bell Labs
was the research and development division at AT&T, a monopolist until
its breakup by U.S. antitrust regulators in 1982. As a result, Bell Labs had a
"large and dependable income ensured by its monopoly status" to devote to
research and greater time and flexibility in the absence of short-term com-
petitive pressure to pursue long-term research goals.27

In addition, a careful reading of a number of the studies discussed by Chi-
asson and Johnson suggests that the key driver of the increased innovation
and productivity being analyzed was actually the achievement of economies
of scale. For example, the study by Foster, Haltiwanger, and Krizan (2006)
concludes:

[T]he dominant role of net entry is associated with the entry of more pro-
ductive establishments that are part of large, national firms displacing the
much less productive exiting establishments that are single-unit establish-
ments. Our results suggest that the enormous restructuring of the retail
trade sector towards large, national chains has been at the core of the pro-
ductivity gains in the retail trade sector.28

Chiasson and Johnson also refer to the entry of Uber as an example of
competition improving quality, but it was actually Uber's economies of scale
and network effects that gave it an important advantage over traditional taxi
drivers and allowed it to provide such beneficial services for consumers.29

Greater incentives for innovation. As discussed above, mergers can
enhance incentives for innovation by increasing the value of innovation as
the size and scale of a firm's aggregate output increases.30 Mergers will also
increase incentives to develop innovations with spillover effects between the
operations of the merging parties."1 As Schumpeter first observed, greater
competition reduces post-innovation profits, which reduces the incentive
to innovate relative to an industry with fewer competitors,32 and which, as
Shapiro notes, must be considered in conjunction with Arrow's observation
that competition may also motivate a firm to disrupt the status quo. Firms
will receive a greater benefit from innovation when they have a greater
share of the market. Moreover, a firm developing an innovative product
will be able to sell it at a higher price when there are fewer competitors,
which increases the returns to investment in research and development
and increases a firm's incentive to innovate.3 4 In fact, this is a key reason
why we grant "monopolies" in the form of patents to innovators who create
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new inventions, as there would be less incentive to innovate if the benefits
of such inventions were cannibalized by competitors." The same principle
also applies to new productive techniques, operational practices, or orga-
nizational structures that may generate critical gains in productivity and
innovation but not necessarily qualify for patent protection.

Peter Howitt also points out that intensified competition is particularly
likely to reduce innovation by technologically laggard firms, since such
competition will reduce the anticipated profits from catching-up on innova-
tion. The established technology leaders in the same industry, on the other
hand, will continue to earn profits regardless of competition levels because
rivals cannot match their cost structure and product offering, and therefore
competition does not have a significant impact on the leaders' incentives
to innovate. As a result, industry-wide innovation will fall as competition
increases.3

b. Empirical Evidence on Complex Relationship Between
Innovation and Concentration

i. Selective Examples and the "Inverted-U" Relationship

A number of economists (including Johnson)" have noted that there gen-
erally appears to be a complex, non-linear relationship between innovation
and economic concentration across an industry that resembles an upside
down "U" shape (see the "inverted-U" illustrated in Figure 1 below). The
ambiguous impact of concentration on innovation is a fundamental flaw in
Chiasson and Johnson's argument that the efficiencies defence is unequivo-
cally bad for innovation.

In a seminal paper titled Competition and Innovation: An Inverted- URela-

tionship, Aghion, Bloom, Blundell, Griffith, and Howitt (2005) carried out
an empirical study showing this "inverted-U" relationship between innova-
tion and competition/concentration in an industry."More specifically, they
found that competition may increase innovation in certain circumstances,
but after a certain point, greater competition only decreases innovation.
They also noted that this evidence is inconsistent with the theory (discussed
by Chiasson and Johnson)3 9 that a lack of competition may induce manage-
rial laziness or "satisficing", since such a theory fails to adequately explain
the half of the "inverted-U" where increased competition reduces innova-
tion.40 B rub6, Duhamel, and Ershov (2012) applied the empirical approach
of Aghion et. al. (2005) to the Canadian economy and also found the
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existence of an "inverted-U" relationship between competition and innova-
tion in Canada.41

Figure 1: The "Inverted-U" Relationship Between Competition
and Innovation
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As a result, Chiasson and Johnson do not incorporate a key part of the
story. The studies and various other examples referenced by Chiasson and
Johnson-such as the impact of NAFTA, increased iron ore mining com-
petition in the Great Lakes region in the 1980s, the elimination of a sugar
cartel in the U.S. in 1974, etc.-all appear to come from only one-side of
the "inverted-U" in Figure 1 (i.e., the half of the curve where innovation
is increasing with greater competition). Chiasson and Johnson therefore
appear to only focus on one part of the picture. Their story is accurate to
the extent such examples simply reflect the fact that more competition may
lead to more innovation in certain circumstances (a proposition we do not
disagree with). However, relying on these examples to make a blanket claim
for all industries in all circumstances would be a mistake, requiring one to
extrapolate from a collection of examples on only one side of the "inverted-
U" to claim that a certain relationship between competition and innovation
always exists. Based on the empirical evidence, it clearly does not, and this
should not be surprising given how concentration can promote innova-
tion through increased incentives for innovation, economies of scale, and
dynamic efficiencies from mergers and acquisitions.

Perhaps anticipating a possible counterargument regarding the existence
of a complex "inverted-U" relationship between innovation and concentra-
tion, Chiasson and Johnson suggest that, if an "inverted-U" relationship
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does exist, then "the only portion of that relationship relevant for antitrust

enforcement is likely that portion where innovation is increasing in competi-

tive activity."4 2 This assumption is flawed for several reasons.

First, this ignores the fact that the shape and size of the "inverted-U" itself
depends on the underlying structure and unique facts in each industry, as
well as the fact that greater competition is particularly likely to have adverse
effects on innovation in the Canadian context. Both Aghion et. al. (2005) and
B6rub6, Duhamel, and Ershov (2012) found that the shape of the "inverted-
U" differs depending on the nature of the industry in question.43 Because
every industry is different, it would be a mistake to assume that competition
enforcement would always take place at the point of the "inverted-U" where
innovation is increasing in competitive activity.

In particular, competition was found to have a more negative impact on
innovation the more there exist certain firms that are technological laggards
in their industry (effectively resulting in a flatter "inverted-U" that peaks at
lower levels of competition).44Although competition may sometimes moti-
vate firms to innovate to a greater extent when they are relative equals who
are competing "neck and neck", if an industry is characterized by the pres-
ence of both technological leaders and laggards, then increased competition
only decreases the incentive of firms to innovate by reducing the expected
incremental profit they could gain from innovating.45 Inother words, "com-
petition intensity has a strong positive impact on business R&D only when

competition in the industry is among equals,"4 6 and as B6rub6, Duhamel,
and Ershov found, "competition in Canadian industries is mostly not among

equals."47 This observation is very important: it indicates that greater com-
petition is more likely to lead to reduced innovation in most Canadian
industries and that the majority of antitrust enforcement in Canada may
take place where innovation is decreasing in competitive activity.

Second, even a merger to monopoly can have a positive impact on inno-
vation. As discussed above, mergers (including mergers to monopoly) can
generate significant dynamic efficiencies that increase innovation, and
innovation in one industry from dynamic efficiencies can generate positive
spillover effects in other industries. Moreover, Jullien and Lefouili (2018)
show that a merger to monopoly can increase innovation even without effi-
ciencies or spillover effects.48 For instance, innovation levels post-merger
will be influenced by how the increased incentive to innovate in order to
increase demand (as profit margins increase) compares to the reduced
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incentive to innovate as output falls (from higher prices for a given innova-
tion level).49

Third, concentration levels in a particular market are irrelevant where
innovation is driven by factors outside of a relevant market. This is particu-
larly likely to be the case given the distinction between concentration in an
industry versus concentration in a "market" for purposes of competition
law:

Every product has some alternatives, if only because a consumer can keep
the "cash" to purchase other commodities and services. Market power is a
matter of degree, so a "monopoly" is not categorically defined ... Under
the Bureau's hypothetical monopolist test, products sold by two merging
firms constitute a market if the merging firms, in the absence of a change
in their unit costs, could profitably raise prices by five percent. This yields
the following. Whatever the actual cost savings and resulting price effects,
a merger is a "merger to monopoly" if the merging firms would have raised
price by five percent with unchanged costs. This meaning of merger to
monopoly ... is important because it applies to a much broader range of
circumstances than might appear to be the case for someone inexperi-
enced in competition policy."

An industry could have many competitors overall-and be well on the
side of the "inverted-U" where innovation is decreasing with more com-
petitors-while simultaneously also having high levels of concentration
in certain narrow product or geographic "markets" from a technical com-
petition law standpoint. Similarly, there are many circumstances in which
a merger could reduce competition in an antitrust "market" without sig-
nificantly impacting the overall level of concentration in an industry. For
example:

* A merger could result in a monopoly for retail pharmacy stores in a
particular community district (and generate significant efficiencies)
without materially impacting overall concentration in the phar-
maceutical industry as a whole. Innovation in the pharmaceutical
industry is driven by global factors and certainly not concentration
in a local Canadian antitrust market.

* A merger could lead to a monopoly for IT consulting in a particu-
lar city (and generate significant efficiencies) without materially
impacting overall concentration in the IT industry as a whole.

* A merger could result in a monopoly for sales of chemicals in Canada
(and generate significant efficiencies) without materially impacting
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overall concentration in the chemicals industry worldwide, where
Canadian firms also compete heavily.

Such mergers could generate large gains in efficiency to the benefit of the
Canadian economy without having any material impact on overall industry
concentration or innovation (whether positive or negative). When inno-
vation is driven by factors outside the relevant market, competition in the
market is irrelevant to innovation.

ii. Mergers Provide Additional Mechanisms to Promote
Innovation and Productivity

Chiasson and Johnson also note that a debate has emerged following the
European Commission's decision in Dow / DuPont, which ignored the lit-
erature on the "inverted-U" relationship on the basis that it was not readily
applicable in the merger context.51 While we agree that the "inverted-U" lit-
erature does not explicitly consider the impact ofmergers, the key underlying
mechanisms discussed in the literature that drive incentives for innovation
are still relevant in the merger context.52 Moreover, the dynamic efficiencies
and spillover effects generated by many mergers create additional ways in
which mergers may increase innovation relative to the static, non-merger
context.53 Although Chiasson and Johnson reference a paper by Federico,
Langus, and Valletti (2017) with a simple theoretical model predicting that
a merger will reduce incentives to innovate,54 Jullien and Lefouili (2018) and
Denicol6 and Polo (2018) both point out many important factors left out
of Federico, Langus, and Valletti's model.55 For example, mergers can also
reduce wasteful duplications in R&D efforts by better coordinating research
projects, substantially increase investment (and the resulting likelihood of
success) for key research projects, increase the development of products
appealing to different customers than those of competitors, increase incen-
tives to innovate in order to increase demand as profit margins increase, and
increase incentives to develop innovations with spillover effects between the
operations of the merging parties.56

Ultimately, Jullien and Lefouili observe that there is "no consensus among
economists about a presumed (negative or positive) sign of a horizontal
merger's impact on innovation."5 7 Chiasson and Johnson acknowledge that
the "theoretical relationship between innovation and competition is ambigu-
ous,"5" but suggest that their examples constitute empirical evidence of
the beneficial impact of competition on innovation. As discussed above, it
would be a mistake to rely on a collection of examples to make a blanket
claim for all industries in all circumstances. Moreover, none of the examples
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discussed by Chiasson and Johnson analyze the impact of mergers on inno-
vation and productivity (and certainly not any mergers cleared based on the
efficiencies defence). The complex relationship between competition and
innovation represents a fundamental flaw in the argument that the efficien-
cies defence should be repealed.

c. Wide Recognition of the Complex Relationship Between
Innovation and Concentration

The evidence demonstrating that increased market concentration leads to
greater innovation in many circumstances is not based on a fringe economic
theory-in fact, it has been recognized by the Competition Bureau, the U.S.
Federal Trade Commission, and many others.

Following a workshop on innovation and antitrust hosted on Novem-
ber 4, 2014 with approximately 100 participants, the Competition Bureau
concluded: "There is no definitive answer as to whether increased scale and
consolidation affect innovation negatively or positively,"59 while noting that
"academics have found that the relationship between innovation and compe-
tition is an 'inverted U-shape, whereby innovation is lowest in markets either
dominated by a single firm or fragmented among many, and is highest in
markets where the number offirms is somewhere in between."60

The U.S. Federal Trade Commission has taken the same view, relying
on studies in its review of the Genzyme / Novazyme merger finding that
"economic theory and empirical investigations have not established a general
causal relationship between innovation and competition."6 1 Moreover, Chris-
tine Wilson, a Commissioner of the Federal Trade Commission, recently
suggested that the U.S. emulate Canada by adopting a total surplus standard
for antitrust review, with the promotion of dynamic efficiencies as a key
justification.6 2

Similar conclusions were reached by the Advisory Panel on Efficiencies
cited by Chiasson and Johnson, which was commissioned by the Compe-
tition Bureau to assess the role that efficiencies should play in the merger
review process with a particular focus on dynamic efficiencies and innova-
tion. The Advisory Panel on Efficiencies came to the following conclusion
about the relationship between concentration, efficiencies, and innovation:

[C]ompetition policy by itself may not have a predictable and replicable
impact on innovative capacity. In some cases, a merged firm's larger
scale-and the resulting higher concentration in an industry-may lead
to more innovation and benefit the economy; in other cases, increased
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concentration may have a negative effect. A one-size-fits-all approach to
enhancing dynamic efficiency through competition policy will not work.63

In addition, in a report on Innovation and Dynamic Efficiencies in Merger
Review prepared for the Competition Bureau, Sanderson and Tepperman
(2007) noted:

When incorporating innovation issues into merger review several con-
siderations arise. First, there is no settled economic model that relates the
extent of market concentration to the extent of innovation and as a result,
we do not know how concentration today affects firms' levels of innovative

activity, which differs from the clear link that exists between concentration
and pricing.6 4

Finally, a presentation by a senior Competition Bureau official at the
Canadian Bar Association's Economist Roundtable in May 2017 stated the
following:

Does more competition lead to more quality? Not necessarily. As competi-

tion lessens, quality can go up or it can go down.

Does more competition lead to more innovation? Not necessarily.

Efficiency effect: Competitive environments foster less innovation.6 5

In summary, Chiasson and Johnson's argument that increased market

concentration inevitably reduces innovation is not supportable. While we
agree that competition may promote innovation in certain circumstances,

this only tells half of the story. Research shows that greater concentration
often promotes greater innovation through increased incentives for innova-
tion, economies of scale, and the dynamic efficiencies generated by many
mergers and acquisitions. Moreover, when innovation is driven by factors
outside of a market, then competition in that market is irrelevant to innova-

tion. These are fundamental flaws in Chiasson and Johnson's argument that
the efficiencies defence is inherently bad for innovation because it enables

greater market concentration. On the contrary, the efficiencies defence pro-
vides a useful mechanism to promote productivity and innovation in the
Canadian economy, allowing for a consideration of each merger on its own
merits to determine if the proven benefits of a merger on productivity and
innovation outweigh its potential costs.
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II. The Bias Against EFFiciency Enhancing Mergers

Chiasson and Johnson also claim that "the efficiencies defence has a bias
towards authorizing anticompetitive mergers in the name of economic effi-
ciency"66 because there will often not be case-specific evidence available
regarding the negative impacts of reduced competition generally. However,
many of the positive impacts of a specific merger from dynamic efficiencies,
improvements in product quality, and other benefits may also not be quan-
tifiable, and, if anything, the bias in practice is often against mergers likely
to bring about net gains in economic efficiency to the Canadian economy.

First, the statement by Chiasson and Johnson that the negative impacts
of X-inefficiency "are often not susceptible to ex ante prediction and so there
often will not be case-specific evidence to lead in merger cases"67 acknowl-
edges that the Competition Bureau will not be able to provide any actual
evidence of the concerns they are raising. However, ignoring proven benefits
to the Canadian economy through efficiency gains because of a theoretical
concern about unprovable harms of an unknown magnitude is not good
public policy. A theoretical concern-particularly one of unknown magni-
tude-does not justify an approach to merger review that would never take
into account the potential positive impacts of a merger through increased
efficiencies and innovation under section 96.

Second, many of the beneficial impacts of a merger on innovation and
productivity are also very challenging for merging parties to prove. As
discussed above, mergers can lead to significant dynamic efficiencies,
improvements in product quality, and other benefits for consumers and the
Canadian economy as a whole. However, like X-inefficiencies, these ben-
efits of a merger are often challenging to quantify because the exact nature
and timing of new or better products and processes-and the extent to
which they will benefit consumers and/or result in cost savings-may not
be known in advance.

One cannot assume that any potential X-inefficiencies will be greater than
the dynamic efficiencies, improvements in product quality, and/or other
qualitative benefits from a merger, since the magnitude of each factor will
often be unknown in advance. Chiasson and Johnson provide no evidence
of the magnitude of potential X-inefficiency in the merger context and no
evidence as to how potential X-inefficiency compares to the dynamic effi-
ciencies frequently created by mergers. As a result, it would be a mistake
to suggest that the efficiencies defence should be repealed simply because
certain negative impacts of mergers may not be quantifiable ex ante. Similar
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reasoning could be used to suggest that the Competition Bureau must
clear every merger raising the efficiencies defence simply on the basis that
mergers often generate significant benefits for the Canadian economy that
are not susceptible to ex ante quantification.

Third, there is already significant scope in the Competition Act to take
into account the potential impact of a merger on productivity and innova-
tion. For example, the Competition Bureau has significant powers to gather
extensive evidence from merging parties and third parties through Supple-
mentary Information Requests under section 114(2) and judicial orders
under section 11 of the Competition Act. Using such powers, the Competi-
tion Bureau could readily uncover evidence in internal documents that the
parties were innovating, improving production processes, and/or improv-
ing product quality in reaction to one another. Internal documents are often
given significant weight before the Competition Tribunal,68 and documents
indicating that innovation was driven by competition with a specific com-
petitor could constitute highly probative evidence of the impact of a merger
on innovation.

Even if such evidence of the impact on productivity and innovation is not
always capable of quantification, the Supreme Court of Canada's decision in
Tervita requires that "qualitative efficiencies should be balanced against the

qualitative anti-competitive effects, and a final determination must be made

as to whether the total efficiencies offset the total anti-competitive effects of the

merger at issue."69 This gives the Competition Tribunal a significant degree
of discretion to assess the value of such evidence. Of course, as Chiasson and
Johnson note, the Supreme Court of Canada also stated that the assessment
should be as objective as possible.70 We agree. As a matter of procedural fair-
ness, merging parties must know the case they have to meet.7 1 Moreover,
any decision seeking to block a merger generating significant efficiencies for
the benefit of the Canadian economy should be based on concrete evidence.

Fourth, the bias in practice is often actually against efficiencies in merger
reviews. The Competition Bureau's methodology for estimating anticom-
petitive effects when carrying out the efficiencies trade-off systematically
overestimates the size of those effects by assuming that short-term com-
petitive dynamics will continue far into the future. The failure to take into
account this bias-call it the "X-deadweight loss reduction", if you will-
makes it significantly more difficult for merging parties to demonstrate that
a merger will generate efficiencies offsetting the anticompetitive effects.
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Consistent with the Competition Tribunal's approach in Superior
Propane,72 efficiency gains are typically compared to anticompetitive effects
over a ten-year period when carrying out the section 96 trade-off analysis.
However, the Competition Bureau assesses the impact of entry and expan-
sion into an industry over a much shorter time frame (typically two years).7 1

The practical result of this is that the impact of entry and expansion in an
industry after the second year is completely ignored in the estimation of
anticompetitive effects, and entry is ignored in its entirety if the Bureau is not
convinced that it will take place on a sufficient scale within two years. This
is despite the fact that significant entry and expansion is much more likely
to take place over a ten-year period than a two-year period.7 4 For example,
the Competition Tribunal accepted the Commissioner's arguments regard-
ing barriers to entry in Superior Propane and ignored the potential for entry
and expansion in the industry when assessing the anticompetitive effects.75

However, the Propane Market Review jointly prepared by the Competition
Bureau and National Energy Board a number of years later found "a signifi-
cant amount of entry into local propane markets" and noted that "it appears
likely that local propane markets are not subject to the same level of market
dominance as may have been the case immediately following the Superior
Propane-ICG Propane merger. "76

Similarly, the Competition Bureau typically calculates the elasticity of
demand based on consumer behaviour in the short-run. However, the
elasticity of demand is almost always more elastic in the long-run than the
short-run. For example, consumers using electricity to heat their homes
maybe less likely to switch to natural gas when the price of electricity rises in
the short-run (which could require a substantial investment in new equip-
ment). In the long-run, though, consumers would be much more likely to
switch to natural gas when their system needs replacement or a new system
is being installed. As a result, using elasticity estimates based on short-run
consumer behaviour is likely to significantly overstate the size of the esti-
mated anticompetitive effects over the ten-year period typically used for the
efficiencies trade-off.78

Moreover, a careful reading of the studies cited by Chiasson and Johnson7 9

(and the Bureau's draft Efficiencies Guide)80 on the likelihood of achieving
efficiencies claims suggests that productive efficiencies are highly likely to
be achieved, but anticipated revenue increases are in fact rarely achieved in
practice. This is due to a conflation of cost savings (i.e., productive efficien-
cies) with revenue synergies, which often include anticipated price increases
and are generally not counted as valid efficiencies under the Competition
Act. For example, the McKinsey (2004) study they refer to finds that 75% of
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mergers achieve more than 80% of their expected cost savings and that 36%
of mergers achieve more than 100% of their expected cost savings." Con-
versely, the study found that only 38% of mergers achieve more than 80%
of their expected revenue synergies.82 This suggests that anticipated produc-
tive efficiencies are much more likely to be achieved than anticipated price
increases.

Fifth, the approach to the efficiencies trade-off in section 96 that is
proposed in the Bureau's draft Efficiencies Guide would deepen the bias
against efficiencies in merger reviews. Much of the Bureau's draft Efficien-
cies Guide"-in addition to being inconsistent with the Competition Act
and jurisprudence from the Competition Tribunal and Supreme Court of
Canada-is also internally inconsistent.8 4 As explained in greater detail else-
where, the draft Efficiencies Guide (i) fails to consistently follow the intention
of Parliament and plain reading of section 96, (ii) adopts a "market-by-
market" approach to the trade-off (explicitly rejected by the Competition
Tribunal)8 5 that will be inconsistently applied and often unworkable in prac-
tice, (iii) fails to consistently adopt an approach that would maximize total
surplus, and (iv) fails to apply a consistent level of scrutiny to estimates of
anticompetitive effects as compared to efficiencies calculations.86

We therefore disagree with Chiasson and Johnson's statement that "[r]
epealing the efficiencies defence would likely go some way towards simplhfy-
ing merger reviews, clarifying goals, and reducing overall administrative
burden on businesses."8 Parliament intended the application of the efficien-
cies defence to be a simple and straightforward comparison of the overall
gains in efficiency to the Canadian economy from a merger with the overall
anticompetitive effects resulting from the merger." However, this is not
reflected in the draft Efficiencies Guide.

The draft Efficiencies Guide also adopts a much more expansive view of
the role of wealth transfers that increases the bias against efficiency enhanc-
ing mergers and decreases predictability for merging parties.8 9 However,
the Competition Tribunal has stated it "expects that in most cases, it will
be readily apparent that the wealth transfer should be treated as neutral in
its analysis "90 Justice Rothstein stated on behalf of the majority of the
Supreme Court of Canada in Tervita that there were economic arguments
in favour of a total surplus standard.9 1 The literature cited by Justice Roth-
stein on this point explains how taking into account wealth transfers would
lead to many absurd outcomes. For example, the acceptability of a merger
could change if a teachers' pension fund bought the shares of the purchaser
from a wealthy family. In addition, a merger involving wealthy consumers
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and less wealthy shareholders (e.g. luxury goods) could be acceptable due to
a positive wealth transfer to low income shareholders even if it led to nega-
tive efficiencies and a deadweight loss.92 As a result, Justice Rothstein later
stated he had intended Tervita to enshrine total surplus standard as the only
standard but removed those paragraphs from the decision because a law
clerk pointed out that "no one in the case argued about that issue."93

Sixth, a common misunderstanding regarding the law on merger-spec-
ificity in Canada, which appears to be shared by Chiasson and Johnson,
raises further obstacles for parties seeking to rely on the efficiencies defence.
For example, Chiasson and Johnson suggest that merging parties relying on
the efficiencies defence 'frequently claim substantial savings from headcount
reductions"94 that may not be merger-specific because they "can, in prin-
ciple, be achieved without a merger."9 5 Although Chiasson and Johnson then
note that the remainder of their paper assumes the usual efficiencies claims
are merger-specific, their references to a requirement that efficiencies not
be achievable "without a merger" or "in other less anticompetitive ways"96

reflects a common misunderstanding. The approach to merger-specificity
in Canada is different from the approach in the U.S.97 As the Competition
Tribunal explained in Superior Propane III:

[147] As stated in the [US] Horizontal Merger Guidelines, claimed effi-
ciency gains must be "mergers-specific". Although those Guidelines do
not elaborate, this requirement appears to mean that a claimed efficiency
gain is not cognizable if it could be achieved in another, presumably less
anti-competitive, way.

[148] The Tribunal found that the gains in efficiency in the instant merger
would not be achieved absent the merger (i.e. if the order were made)
and hence could be included in the test under subsection 96(1) (Reasons,
at paragraph 462). This requirement is not the same as the one used by
the American enforcement agencies. After satisfying itself that the two
approaches were not identical, the Tribunal noted the same distinction
was addressed in Hillsdown, supra, which supported the view that the
Act did not require that claimed gains in efficiency not be achievable in
another, less anti-competitive way, although this was the requirement of
the Commissioner's Merger Enforcement Guidelines ("MEGs") ... 98

In other words, the question in Canada is simply whether the efficiencies
would likely be attained "but for" the merger (as opposed to whether the
efficiencies could theoretically have been achieved some other way).99 This
approach also represents sound public policy given the goal of determin-
ing whether a merger will result in a net gain in efficiencies accruing to the
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Canadian economy. As long as the cost savings are not likely to be achieved
in the absence of the merger, it should be irrelevant if the cost savings could
theoretically have been achieved in some other way-a way that may never
even be a realistic consideration for the merging parties for a variety of
reasons.

Finally, we are not aware of any merger in Canada that reduced inno-
vation or X-efficiency but was still cleared on the basis of the efficiencies
defence. While such instances would understandably be rare given the rela-
tively small number of mergers that have explicitly relied on the efficiencies
defence, the absence of such evidence is a fundamental weakness in their
central argument that the efficiencies defence may be "doing more harm
than good."00 In fact, there are often broader economic forces bringing
together merging parties, such as efficiencies from opportunities to incor-

porate a stagnant business into the operations of a more dynamic firm, as
discussed above. This makes mergers and acquisitions particularly likely to
lead to gains in innovation and productivity. Mergers relying on the effi-
ciencies defence are often likely to significantly increase innovation and
productivity in Canada.

For example, Superior Propane offers high-tech SMART Tank sensors on
their propane tanks, which creates significant benefits for the businesses and
consumers using their products, including an ability to remotely monitor
tank levels, greater control over fuel costs, and cost savings from fewer
deliveries.' Canwest Propane and many other competitors did not offer
similar products, and the vendor looking to sell Canwest Propane noted
that although they had "identified further growth opportunities within this
business line, allocating resources to pursue these opportunities falls outside
our corporate strategy ... "102 As a result, the Superior/Canwest merger that
was cleared by the Competition Bureau in 2017 had the potential to enable
Superior to achieve significant efficiencies from applying its innovative
technology to the business operations of a less advanced competitor. In fact,
Superior has had even greater than expected success to date in achieving the
efficiencies from that transaction."

In addition, if Chiasson and Johnson's thesis was correct, one would have
expected Superior Propane to be one of the least innovative propane dis-
tributors in the world following what the Competition Bureau alleged to
be a "merger-to-monopoly" with ICG Propane in 1998.104 Instead, Superior
went on to become one ofthe most innovative and technologically advanced
propane distributors in the marketplace.105 Ironically, the fact that Superior
was a far more innovative competitor than rivals like Canwest Propane may

2019 51



52 REVUE CANADIENNE DU DROIT DE LA CONCURRENCE

have itself been a result of the economies of scale generated by the Superior!
ICG merger many years earlier.

III. The EFFiciencies Defence is Particularly Important for
Innovation and Productivity in Canada

The efficiencies defence in section 96 remains a critical tool for promoting
innovation and economies of scale in Canada, particularly given a number
of unique characteristics of the Canadian economy.

As explained in the guidebook created by the Ministry of Consumer and
Corporate Affairs when it tabled the Bill that introduced section 96 of the
Competition Act before Parliament:

The relatively small size of the Canadian market and the overall import-
ance of international trade to the economy dictates that certain industries
have to be concentrated in order to achieve scale or other efficiencies
necessary to compete in world markets.

To the extent that a merger may result in efficiency gains ... mergers in
certain industries that lessen competition may, on balance, be beneficial
to the economy.

It is important for the performance of the economy that significant cost
savings brought about by mergers, for example, through scale economies
or other efficiencies, be allowed.106

The importance of the efficiencies defence for a small, open, trading
economy like Canada was also emphasized before the Canadian Senate in
2003, which ultimately failed to enact a Bill supported by the Competition
Bureau to limit the application of the efficiencies defence by amending the
Competition Act."o'

As explained in Part I of this paper, economies of scale are an impor-
tant driver of innovation and productivity by giving firms the financial
resources to make the significant investments in R&D required for innova-
tion as well as opportunities and incentives to apply new technologies across
their operations. Greater economies of scale will help generate the R&D
budgets necessary to develop large scale innovations that are deployable
broadly across the Canadian economy. Moreover, Canada is a small, open
economy, and for larger players looking to use it as a platform, any reduced

VOL. 32, NO. 1



CANADIAN COMPETITION LAW REVIEW

competition in domestic markets is especially unlikely to dampen incentives
for the innovation needed to compete globally. On the contrary, economies
of scale will provide such firms with the room necessary to properly invest
and develop a strong global offering, which will also benefit Canadian con-
sumers. Moreover, studies have shown that the smaller scale of Canadian
firms is a key factor explaining the relatively slower productivity growth in
Canada compared to the U.S."o' Economies of scale are also critical for the
survival of many key Canadian industries, including potash, refining, pulp
and paper, and newsprint.

The Canadian government has therefore made achieving economies
of scale a key policy goal, consistent with a key purpose behind Canada's
efficiencies defence. It has discussed the importance of helping Canadian
enterprises to "scale up, ensuring they are able to benefit from trade oppor-
tunities,"109 and stated that these goals include "helping businesses scale
up and go global."no An explicit aim of the Canadian government's recent
Innovation Superclusters Initiative is to energize and grow the Canadian
economy by helping to build industry superclusters that will operate at
scale, attract foreign talent, develop intellectual property, and position the
Canadian economy as part of integrated global supply chains. As the Cana-
dian government explains:

Funding is being delivered to industry-led consortia with strategic plans to
... [i]ncrease business expenditures on research and development (R&D)
and ... commercialize new products, processes and services that position
firms to scale, connect to global supply chains, transition to high-value
activities and become global market leaders."

The Competition Bureau recognized this in its 2017 Annual Report,
stating that "Through our enforcement, promotion and advocacy work, we
ensure a level playing field for innovative companies to attract funding, com-
mercialize their ideas and scale up to compete globally." 1 2 As the Supreme
Court of Canada stated in Tervita:

A stand-alone efficiencies defence was considered "appropriate for Canada
because a small domestic market often precludes more than a few firms
from operating at efficient levels of production and because Canadian firms
need to be able to exploit scale economies to remain competitive inter-
nationally" (Campbell, at p. 152; see also House of Commons Debates, vol.
VIII, 1st Sess., 33rd Parl., April 7, 1986, at p. 11962; Minister of Consumer
and Corporate Affairs, Competition Law Amendments: A Guide (1985), at
p. 4). In the context of the relatively small Canadian economy, to which
international trade is important, the efficiencies defence is Parliamentary
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recognition that, in some cases, consolidation is more beneficial than com-
petition (ibid., at pp. 15-17)."'

In line with this goal, the Compete to Win report prepared in 2008 by the
Competition Policy Review Panel at the request of the Ministers of Industry
and Finance suggested making a consideration of efficiencies central to all
Canadian merger reviews:

Indeed, the Panel is of the view that the achievements of efficiencies
through mergers is sufficiently important for the Canadian economy that
the Competition Bureau should review mergers with this in mind from the
outset, rather than limiting its assessment of efficiency considerations to
cases where it has determined that the merger is likely to prevent or lessen
competition substantially.114

IV. Conclusion

The argument that greater competition inherently increases innovation
is based on an overly simplistic view of the relationship between economic
concentration and innovation that misses half of the story. Mergers can
generate dynamic efficiencies, increased economies of scale, and greater
incentives to develop new products and services that promote innovation
and productivity. In fact, empirical evidence shows that more competitive
environments often have much lower levels of innovation, particularly for
economies similar to Canada's.

Moreover, the Competition Bureau's inability to prove X-inefficiency
in the context of a specific merger does not justify an approach to merger
review that would minimize proven gains in efficiency from a merger. As
with X-inefficiency, merging parties face corresponding challenges proving
dynamic efficiencies, quality improvements, and other benefits of unknown
magnitude resulting from many mergers. The Competition Bureau's meth-
odology significantly overestimates the size of the potential anticompetitive
effects in many cases, creating a systematic bias against efficient mergers
that we refer to as the "X-deadweight loss reduction."

Correcting this bias against efficiencies would go a long way towards
ensuring the Competition Act helps Canadian companies to achieve econo-
mies of scale and to be better able to innovate and compete. The efficiencies
defence enables a consideration of each merger on its own merits to deter-
mine if the proven benefits of a merger on productivity and innovation
outweigh its potential costs. This provides an important mechanism to
promote productivity and innovation in the Canadian economy, which is
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why efficiencies should be given a more prominent role in Canadian merger
review, as Parliament intended.
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