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SCHOLARS PANEL ON
NON-PRICE EFFECTS: TURNING
SMOKE INTO FIRE
INNOVATION EFFECTS IN CANADIAN MERGER ANALYSIS
Andy Baziliauskas!

Recent amendments to the Canadian Competition Act direct the Compe-
tition Tribunal to consider non-price competitive effects under the merger
and other civil provisions of the Act. This commentary first provides an
overview of the economics literature on the effects of mergers on innovation
incentives, and then summarizes the challenges to mergers that potentially
threaten innovation by antitrust authorities in the US and Europe, and the
much smaller number of such challenges in Canada. Canadian real GDP per
capita and innovation by Canadian businesses, which are keys to Canadi-
ans’ standards of living, lag other advanced economies. This commentary
considers whether the fact that relatively few mergers have been challenged
by the Competition Bureau on the basis of concerns about innovation effects
may be a partial cause of lagging innovation in Canada. It concludes that
there is little evidence that innovation-reducing mergers in Canada have been
allowed because of deficiencies in the Act, Tribunal jurisprudence, or Bureau
enforcement practices. Several commentators have noted that the relatively
poor innovation performance of Canadian businesses is likely caused in part
by the challenges that start-ups face in obtaining sufficient financing to suc-
cessfully commercialize their innovations, and by Canada’s relatively weak
intellectual property rights regime, which can make it difficult for Canadian
business to capture more of the returns from their investments in innova-
tion. Mergers can help overcome these challenges, such that more aggressive
merger enforcement can undermine firms’ investment incentives. Repeal of
the Section 96 efficiencies defence, if Bill 56 is enacted, may also reduce incen-
tives to invest in innovation in some cases.

Avec ses récentes modifications, la Loi sur la concurrence canadienne
impose désormais au Tribunal de la concurrence de prendre en compte les
effets sur la concurrence autres que de nature tarifaire dans le cadre de ses
dispositions relatives aux fusionnements et autres dispositions civiles. Dans
le présent commentaire, nous passerons dabord en revue la littérature
économique qui concerne leffet des fusions sur lincitation a I'innovation,
puis ferons la syntheése des contestations contre les fusions potentiellement
nuisibles a l'innovation qu’ont faites les autorités antitrust aux Etats-Unis
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et en Europe (et, en nombre bien plus modeste, les autorités au Canada). Le
PIB réel par habitant et les innovations que générent nos entreprises sont le
moteur de notre qualité de vie au Canada; or, la machine est plus lente ici
que dans d’autres économies avancées. Nous nous demanderons si ce retard
en innovation pourrait étre en partie imputé au fait que le Bureau de la con-
currence stoppe assez rarement les fusions par souci des effets a ce chapitre.
Notre conclusion : il y a peu d’indications que cela résulte de lacunes du coté
de la Loi, de la jurisprudence ou du travail du Bureau si des fusions jugu-
lant I'innovation ont été admises. Plusieurs commentateurs sont d’avis que
si les entreprises canadiennes font relativement mauvaise figure sur le plan
de linnovation, c’est probablement a cause de la difficulté qu'ont les jeunes
pousses a obtenir un financement adéquat pour commercialiser leurs concepts,
et aussi du régime assez mou du pays en matiére de propriété intellectuelle qui
peut les empécher d’en tirer un rendement intéressant. La fusion peut toute-
fois étre une solution a ces problémes, et donc, un encadrement trop strict
pourrait freiner Uinvestissement privé dans l'innovation. Ce sera potentielle-
ment le cas si le projet de loi 56 est adopté : certains investisseurs pourraient se
voir découragés par son abrogation de l'article 96, ce qui les priverait de la «
défense fondée sur les gains en efficience ».

1. Introduction

he 2022 amendments to the Canadian Competition Act (“Act”)

explicitly direct the Competition Tribunal (“Tribunal”) to consider

non-price competitive effects in the merger, abuse of dominance,
and competitor collaboration provisions of the Act. Notwithstanding that
non-price effects were not specifically included in the Act prior to the 2022
amendments, the Tribunal has, for some time, already been reading such
effects into the merger and abuse provisions. Even so, the effects of firm
conduct on non-price dimensions of competition have played a significant
role in only a small number of Competition Bureau (“Bureau”) merger
and abuse of dominance investigations and have been secondary (to price
effects) concerns in several others. Non-price effects have been much more
predominant in competition investigations in the US and Europe.”

This commentary focuses on innovation, a key non-price dimension of
competition, and in particular on how innovation effects are assessed in the
analysis of mergers. It begins with an overview of the economic analysis of
innovation in antitrust reviews of mergers. The relatively simple indicators
of the price effects of mergers, such as market concentration measures and
pricing pressure tests, are reasonably well developed and have long been
used by competition authorities and merging firms to identify potential
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problematic mergers. These simple tests do a reasonable job of identifying
mergers that are likely to result in price increases, at least before efficien-
cies are considered. Other, more sophisticated, economic tools for assessing
price effects, such as demand estimation and merger simulation modelling,
have also been frequently applied to estimate price effects and are widely
used by the enforcement agencies and firms’ experts.

There is much less agreement on how to assess the effects of mergers and
other firm conduct on non-price dimensions of competition, including
innovation. Most commentators agree that the link between market con-
centration and anticompetitive price effects is much tighter than the link
between concentration (or any other simple statistics or observables) and
non-price effects, and depending on the theory of anticompetitive harm,
there may not be a link at all. The OECD, for example, has noted that “(t)
he studies investigating the effect of competition on innovation are numer-
ous, and generally do not support a simple, unidirectional relationship.
Rather, as is often the case with antitrust theories of harm, the literature
suggests that innovation effects depend on the particular characteristics of
a market,” and “a broad-brush conclusion on the impact of mergers on
innovation may not be advisable.” Furthermore, while economists esti-
mate price effects using a widely accepted set of models, there are no such
general and widely accepted economic models for the assessment of inno-
vation and other non-price effects.

The next section of this commentary discusses the European Commis-
sion’s analysis of the Dow/DuPont merger, an important merger case
involving concerns about innovation effects. An Appendix contains a
summary of the analysis of other innovation mergers by the US enforce-
ment agencies and the European Commission. This section is followed
by an overview of analyses of innovation effects by the Bureau and Tribu-
nal. The Bureau has alleged non-price anticompetitive effects to meet its
burden to demonstrate a substantial lessening or prevention of competition
(“SLPC”) in several litigated merger cases, although with one partial excep-
tion, its concerns about non-price effects appeared to be secondary to its
concerns about price effects. It has successfully met its burden to prove an
SLPC in relation to non-price effects in most of these litigated cases. The
Bureau has also resolved its concerns about innovation effects arising from
mergers with a Consent Agreement in a small number of cases, including
Dow/DuPont, * Bayer AG/Monsanto, ¢ and Thoma Bravo. 7 Arguably, the
most important litigated non-price effects matter in Canada was the Toronto
Real Estate Board (“TREB”) abuse of dominance case, in which the Bureau
alleged that the respondent’s practices were likely to result in a SLPC based
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on non-price effects. The Commissioner’s evidence in support of an SLPC
in this case was almost exclusively qualitative, consisting mainly of the tes-
timony of frustrated entrants, with no or limited quantitative support. The
Tribunal agreed with the Commissioner and concluded that the impugned
practices were likely to result in an SLPC. This case suggests that proving
non-price effects in Canadian civil cases, even using only qualitative evi-
dence, may not be excessively burdensome.

The last section of this commentary begins with a discussion of the impor-
tance of innovation to Canadian standards of living. This section explains
that real GDP per capita growth has been lagging in Canada relative to other
advanced countries (and is expected, according to the OECD, to continue
to be lower than most other advanced economies), and documents how low
levels of R&D spending and innovation have been an important cause. It
then discusses the role of the merger provisions of the Act and the Bureau’s
merger enforcement practices in Canada’s lagging innovation performance.
The Competition Bureau has challenged few mergers in which it has identi-
fied innovation concerns, relative to the US and the EU agencies. While this
is to be expected given the relatively small size of the Canadian economy, the
number of challenges nevertheless seems to be proportionally small. Some
commentators have argued that Canadian firms have too much market
power and the merger provisions of the Act are underenforced, and the
Bureau itself has recommended that the Act be amended to strengthen its
enforcement power.

This last section argues that there is little evidence of underenforcement of
innovation mergers in Canada. Moreover, certain features of the Canadian
economy, such as the relatively poor record of Canadian firms in commer-
cializing their innovations and Canada’s relatively weak property rights,
may support (and explain) more lenient enforcement of mergers involv-
ing innovating firms. Mergers can help address both of these challenges:
acquisition by a larger firm with complementary capabilities can facilitate
the commercialization of a smaller firm’s innovation and provide neces-
sary financing; and when property rights are weak a merger can increase the
extent to which firms capture the returns to their investment in innovation.

The Section 96 efficiencies exception may also help explain why there have
been fewer merger challenges based on innovation concerns in Canada,
although the Bureau does not appear to have publicly commented on a
merger where it had innovation concerns but nevertheless refrained from
challenging because of the efficiencies defence. This section also discusses
how a total surplus standard potentially allows some innovation-increasing
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mergers that would be blocked if the government’s Bill 56, which would
repeal the efficiencies defence, is enacted. Innovation-increasing mergers
could also be blocked if section 96 is not repealed but the total surplus
standard is instead replaced by a consumer welfare standard. Increases in
merging firm profits resulting from higher post-merger prices are not anti-
competitive effects in an efficiencies trade-off under a total surplus standard.
Higher post-merger profits may also create incentives for firms to innovate.
Repeal of Section 96 may therefore reduce incentives for firms to innovate.?

2. Overview of the Economic Analysis of Innovation
Effects in Mergers

Innovation includes the creation of new products that provide benefits
to consumers, improvements to existing products (product innovations’),
and reductions in the cost of producing new or existing products (‘process
innovations’). The foundational economic analyses of the effects of mergers
on innovation were provided by Joseph Schumpeter® and Kenneth Arrow,'
both giants of 20" century economics. Schumpeter is often associated with
the ‘market power is good for innovation’ school and Arrow is often cited for
support by the ‘competition promotes innovation’ side, although Shapiro!
explains that the ideas of these two scholars are not so irreconcilable.

When economists think about whether a law, regulation, or antitrust
enforcement will increase innovation, they think about effects on firms’
incentives and abilities. A firm will have the incentive to spend resources on
R&D and other innovative activity if the expected return to innovation, RI,
exceeds the cost of engaging in innovation activity, CI; that is the firm will
innovate only if RI > CI. If a merger increases a firm'’s return to innovation
or reduces its cost of innovating, then it could move from an environment
in which RI < CI to one where RI > CI, in which case we would predict
that the merger will increase innovation. Conversely, a merger that reduces
the return to innovation (or, less likely, increases the cost of innovation),
may flip the inequality from RI > CI to RI < CI, so that the merger reduces
innovation.

Schumpeter focused on how increased market power, or increases in firm
size more generally, can tip the scales towards the returns to innovation
outweighing the costs. His reasoning was simply that a firm will invest in
the creation of a new product if it expects to earn a high enough profit after
it innovates, and market power creates higher profits. If, after innovating,
the firm must sell its product in a market where it only earns a ‘competi-
tive’ return, the firm may not incur the costs of innovating in the first place.
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After all, it can earn a ‘competitive’ profit without innovating, so why incur
the cost of innovating? The economic logic is similar to the logic supporting
patent protection, where innovators are granted protection from competi-
tion for some period to give them the incentive to innovate—consumers are
forced to pay high prices because of the monopoly created by the patent,
which increases the profits of the innovator thus creating the incentive to
spend resources on innovation. Consumers are assumed to be better off in
the long run because they benefit from the new product.

A key insight of Schumpeter is the idea of ‘appropriability’, which rep-
resents the firm’s ability to capture the benefits of its innovation—if an
innovation can be easily copied by other firms, the firm’s return from inno-
vating will be competed away, which eliminates the incentive to innovate.
A stronger incentive to build a better mousetrap exists if imitators will not
be able to copy the design, because the innovator would be able to charge a
higher price and get a better return on its investment in innovation. By the
same token, if there is another firm that is most likely to copy the innova-
tion, and the innovator acquires that firm, the firm’s incentive to innovate
will increase because it would be able to appropriate more of the returns,
including the returns that would otherwise accrue to the acquired rival firm.
In addition, if the acquired firm is a competitor, the firm may also be able
to charge a higher price following the merger, which further increases the
return to innovation and makes the incentive to innovate stronger.

Arrow, on the other hand, focused on the fact that a firm in a competi-
tive market has more to gain from innovation than does a monopolist.
The return to innovation for a firm in a competitive market includes the
profit that it ‘steals’ from other firms. For example, if a firm creates a better
product, it will likely retain most of its current market share and it will take
some market share from the other firms in the market. A monopolist, on
the other hand, would not have the ability to take market share from other
firms in the market—by definition, it is the only competitor-- and therefore
if it did not expand the market, innovation would only cannibalize its own
sales. The effect of ‘stealing’ market share from competitors creates a stron-
ger incentive for the firm in a competitive market to spend resources on
innovation compared to a monopolist. That is, RI can be higher for a firm in
an unconcentrated market than for a monopolist.

The ’innovation diversion ratio’ (“IDR”) can be used to assess the ‘busi-
ness stealing’ effect on the incentive to innovate.'> The IDR measures the
fraction of the extra profits a firm would earn from innovation that come at
the expense of a rival. When firms A and B merge, the IDR for the effect of
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the merger on A’s incentive to invest in an innovation is calculated as the
ratio between the profits that Firm B is expected to lose from the introduc-
tion of A’s new product (i.e. sales that will be diverted to A’s new product
from B) and the additional profits that Firm A is expected to earn from its
innovation. The profits that Firm B is expected to lose is higher the more
substitutable A’s new product is for B (so that the volume that B loses is
higher). The higher the innovation diversion ratio, the larger the ‘business
stealing effect' —that is, when this ratio is ‘high’, a merger internalizes more
of the sales that would be lost to the merging partner absent the merger, so
that the incremental profit from innovation is lower with a merger, reduc-
ing the incentive to innovate. When the IDR is large, so is the risk that the
merger will reduce innovation relative to no merger, all else equal.

Because of the opposite incentives from ‘appropriability’ and ‘business
stealing’, the direction of the net effects of mergers on innovation incentives
is theoretically ambiguous, even when only downstream market consider-
ations are taken into account—the prospect of higher downstream prices
following a merger can increase returns to innovation, while the merger can
reduce innovation incentives because the merger eliminates the ‘business
stealing’ reward to innovation effort.”> Mergers can, however, also gener-
ate efficiencies (or synergies), which can increase merging firms’ abilities
and incentives to innovate by combining complementary R&D assets and
capabilities or by increasing the extent to which the innovating firm appro-
priates the returns to its investment in innovation.

A merger combining firms” R&D assets and development programs
can make the firms more efficient at developing new products or making
product or process improvements, which can result in new innovations or
faster commercialization. A merger may also allow firms to apply a more
efficient production process to a wider sales base, which creates a stron-
ger incentive to invest in process improvements. A merger that results in
reduced incremental R&D costs improves the ability and incentive for the
merging firms to innovate," which not only tends to benefit consumers,
but also helps offset any consumer harms from higher post-merger prices.

A merger can also improve merging firms’ innovation incentives by
increasing appropriability of returns to innovation—that is, a merger can
facilitate the internalization of returns to innovation that would otherwise be
captured by other firms. One way this can occur is through internal knowl-
edge diffusion. Firm A will have a stronger incentive to spend resources on
innovation the more of the returns to its investment that it can appropriate.
If merging partner B has a separate research program that can benefit from
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A’s R&D, through knowledge sharing the merger may allow A to appropri-
ate more of the returns to its investment (because the benefit of A’s R&D on
B’s product is internalized by the merged firm). While A could license its
innovation to B without a merger, which would allow it to appropriate some
of the benefits of its innovation that it transfers to B, a merger may never-
theless increase appropriation if A cannot extract all of the benefits of the
R&D through arms-length licensing, which is often the case. Accordingly,
for this effect to be merger specific, the knowledge generated by A’s R&D
must therefore not only be useful to B, it must also be the case that A could
not be able to fully capture the benefits to B through licensing.'®

In addition to allowing a firm to capture additional returns through
voluntary knowledge diffusion to its merger partner, mergers can also
internalize involuntary knowledge spillovers to other firms. An example of
an involuntary knowledge spillover is a new discovery spread among the
researcher community as a result of scholarly publications, or ’clusters’
where companies located in close proximity learn from each other’s suc-
cesses and failures. Involuntary knowledge transfers also can occur as a
result of employee mobility, where employees move from one company to
another and bring their knowledge and skills with them. When other firms
benefit from A’s R&D through such spillovers, A does not appropriate all of
the returns from its innovation. For example, through knowledge gained by
spillovers, B can partially imitate A’s product without infringing on its IP.””
In such cases, a merger can internalize involuntary spillovers and increase
the returns to A’s R&D spending.'® Internalization of knowledge spillovers
may not be merger-specific if, for example, firms could form a research joint
venture, which would not risk the loss of downstream price competition."
In general, when firms can appropriate returns to R&D by licensing IP and
limiting spillovers without a merger, then the incremental benefits of a
merger are weaker.

A newer set of economic models, building on the work of Schumpeter,
Arrow, and others, was sparked by the European Commission’s analysis
of ‘innovation spaces’ in the Dow/DuPont merger. Federico et al (2017)*
and (2018)* attempt to resolve the tension between the business-stealing, or
cannibalization, effects and market power, or price coordination, effects of a
merger on innovation incentives. > The question the authors ask is whether,
in an oligopoly model where firms sell differentiated products, firms are
likely to innovate more or less after they merge. These models were devel-
oped by the Commission’s Chief Economist team contemporaneously with
the Commission’s review of the Dow/DuPont merger and appears to form
at least part of the theoretical basis for the Commission’s ‘innovation spaces’
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theory of harm in that merger.” The European Commission’s review of the
Dow/Dupont merger, as well as the Bureau’s review of this merger, are dis-
cussed in more detail below.

The ’price coordination’ effect in this model can either improve or dimin-
ish the merging firm’s investment incentives—the merger increases the
merged firm’s profits whether it innovates or not. On the other hand, the
‘innovation externality’ (business-stealing) effect unambiguously reduces
the merging firm’s investment incentives. The net effect on the merging
firm’s innovation is therefore theoretically ambiguous and depends on the
features of the market, including, among other things, the effectiveness of
innovation effort, the cost of innovation, the nature of the demand func-
tion for the innovated product, the number of innovating competitors, and
changes in the marginal cost of production.

To explore the impact on the merged firm’s innovation incentives, Fed-
erico et al choose model parameters such that the ‘price coordination’
channel would necessarily increase the merged firms’ incentive to innovate,
but nevertheless find that the ‘innovation externality’ tends to dominate,
such that the overall effect of a merger on innovation by the merging firms
is negative. Furthermore, the negative effect on the merged firm’s invest-
ment incentives was found to be stronger if the merging firms were close
downstream competitors.

In the models considered by Federico et al, innovation efforts are ‘stra-
tegic substitutes’, in the sense that, when the merging firms reduce their
innovation efforts, the efforts of non-merging firms would tend to increase.
Accordingly, in theory, even if a merger reduces the incentive of merging
firms to innovate, the net effect of a merger on total innovation by all firms
is theoretically ambiguous. The authors numerically simulate their models
and find that, even under assumptions that they call ‘not highly restrictive’,
a merger results in lower overall innovation by the industry and reduces
consumer welfare.**

Economists have subsequently developed several models that chal-
lenge the finding by Federico et al that most mergers reduce innovation
and harm consumers. Denicolo and Polo (2018)* show that mergers do
not necessarily reduce innovation by demonstrating that if the incremental
cost of innovation does not increase too quickly at higher levels of innova-
tion effort (i.e. returns to innovation effort do not diminish too quickly),
then the merged firm may shut down one of the firm’s research efforts and
instead concentrate efforts on one of the merged firm’s labs. This could
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result in an increase in overall R&D by the merged firm, relative to pre-
merger levels. Bourreau et al (2021)* introduce a ‘demand expansion’ effect,
which is derived from the increase in demand for the merged firm’s product
from an innovation and is independent of the ‘margin effect’ that increases
the firm’s return to innovation through higher post-merger prices. The
demand expansion effect can increase the merging firms’ innovation levels,
especially if the merger reduces production costs.

In a research note, RBB Economics (a European economics consultancy)
notes that Federico et al’s conclusion that overall industry innovation is
reduced with a merger only occurs in cases where the number of firms in
the market is low enough’, and the critical number of competitors depends
on the model parameters. The authors argue that under some parameter
values, only a merger to monopoly would reduce overall innovation and
harm consumer welfare.”

A) Summary of Some Lessons From Economic Models
The following summarizes some lessons from the models outlined above:

o A merger can reduce the merging firms innovation incentives
through a ‘business-stealing” effect that internalizes the sales gains
from the innovation that would have been ‘stolen’ from a competi-
tor absent the merger. The innovation diversion ratio can be used to
assess the magnitude of this effect.

o A merger that increases market power increases the merging firm’s
profit whether it innovates or not. The effect of increased market
power from a merger on innovation incentives is theoretically ambig-
uous and can either increase or decrease innovation.”

o A merger can therefore increase or decrease merging firms’ innova-
tion efforts, ignoring efficiencies or synergies. Federico et al (2017)
and (2018) find that mergers in concentrated markets generally
reduce overall innovation (even accounting for increased innovation
by non-merging firms), while other models such as Denicolo and
Polo (2018) and Bourreau et al (2021) show that mergers can increase
innovation, even absent efficiencies.

o A smaller number of non-merging (and potentially innovating) firms
generally increases the risk that a merger will reduce innovation, but
the ‘critical’ number competitors required to ensure that innovation
does not decrease with a merger depends on the nature of demand
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and costs and therefore the overall effects of a merger on innovation
are very case-specific. In some cases, only a merger to monopoly or
near-monopoly reduces innovation.

o A merger can improve innovation incentives if the merging firms
can appropriate more of the returns to innovation, either through
voluntary transfers of knowledge or internalization of involuntary
spillovers. The appropriability benefits of a merger are less important
the more firms can, without a merger, appropriate returns through
a research joint venture, licensing of intellectual property rights, or
other means. Appropriability benefits of mergers may not be merger-
specific if the firms can capture returns to innovation through less
anticompetitive means.

o A merger that results in a substantial lessening of competition
may still, on balance, benefit consumers, even absent efficiencies.
This could occur, for example, if the merging firm creates a new or
improved product that benefits consumers and the merging firms can
exercise a materially greater market power after they merge.

o A merger can reduce the costs of innovation by combining comple-
mentary R&D assets, which increases the merging firms’ incentive to
innovate.

o Increased appropriability and efficiencies achieved through the com-
bination of innovation capabilities can offset the innovation-reducing
effects of mergers.

3. Innovation Merger Challenges in Other Jurisdictions

Until recently, the US agencies and the European Commission mainly
challenged mergers on innovation grounds in cases where products are
already in later stages of development but not yet brought to market--so-
called ‘pipeline’ products. Concerns about pipeline products can arise when
a pipeline product in development by a firm is expected to compete with
existing products or with other pipeline products of another firm.

This section provides an overview of the European Commission’s analy-
sis of the Dow/Dupont merger. An Appendix summarizes some other
mergers challenged by the US agencies and the European Commission
based on concerns about innovation effects.

Dow/DuPont was perhaps the most important innovation merger
review undertaken by the European Commission.”” The Commission’s
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review consisted of a number of steps: identifying innovation spaces and
research targets on which each merging firm focuses; identifying overlaps
and competitors for each of the identified ‘innovation spaces’, based on
internal company documents and RFIs to other global R&D players; cal-
culating patent shares based on quality; considering evidence from internal
documents of a significant decrease in R&D capabilities post-merger, or dis-
continuation, delay, or reorientation of parties’ overlapping lines of research
and pipeline products; and analyzing efficiencies.”

A key component of the Commission’s review of the innovation effects
of the merger was its patent analysis. The Commission looked at patents
corresponding to ‘discovery’ or ‘research’ stage of the R&D process and
gathered patent data on the type of crop protection that was targeted by
the research. It then estimated patent quality, based on forward citations
(i.e., the number of citations in subsequent patents), since patents are very
heterogeneous and most are never or rarely cited, and assessed quality based
alternatively on internal and external citations. It then calculated quality-
adjusted patent shares, which it benchmarked with various samples (“Top
50/25/10), or weights for patent quality, after adjusting shares for patent age
since the actual quality of ‘young’ patents is understated by citation counts.
Based on this analysis, the Commission found that the merging firms had
patent shares ranging from 40% to 60% for insecticides, and 30% to 50% for
selective herbicides (partly depending on internal or external citations). It
also found that concentration indices were high.”!

The parties argued that expected higher profits from the merger would
incentivize more investment in innovation, which should be balanced
against any negative effects of the merger on innovation. The Commission
responded that the net effect of higher downstream profits on innovation
is a priori ambiguous, since less competition in product markets increases
(relative to pre-merger) firm profits if firms innovate and also if they do not
innovate, and the overall effect depends on a number of factors. The model
constructed by the Commission’s Chief Economist Team (subsequently
published in Federico, Langus, and Valletti (2017) and (2018)—discussed
above), although not cited in the Commission decision, was claimed to
demonstrate that business-stealing effects (which reduce innovation) tend
to dominate ‘market power” incentives (which may increase innovation),
such that, absent synergies and increase appropriability, mergers reduce
innovation and harm consumers for most model parameters.
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4. Non-Price Effects in Canadian Merger Cases

Even prior to the 2022 amendments to the Act, the Competition Tribu-
nal and the Supreme Court of Canada included non-price effects in merger
analysis. A substantial lessening or prevention of competition is determined
by whether the merger is likely to create, maintain or enhance the ability
of the merged firm to exercise market power,” and market power is the
ability to profitably influence price, as well as quality, variety, service, adver-
tising, innovation or other dimensions of competition, the latter of which
are referred to as non-price effects.”> Non-price effects have featured in the
analysis of SLPC in several litigated merger cases (under section 92), as
well in abuse cases (paragraph 79(1)(c)). In all of the litigated merger cases,
the Bureau’s primary concerns in relation to SLPC have been about price
increases, with non-price effects having a secondary role, but non-price
effects were the key allegation in the TREB abuse of dominance case. In the
recent Secure merger decision, the Commissioner argued non-price effects
under section 92 and these effects were by far the largest part of the Com-
missioner’s anticompetitive effects calculation for purposes of the Section
96 efficiencies trade-off.** The following is an overview of Canadian merger
matters involving innovation and other non-price effects.

A) Thoma Bravo

In 2019 the Bureau reviewed a proposed transaction that would have
combined what were effectively the only two oil reserves software products
(MOSAIC and Val Nav) used by Canadian oil and gas companies.” Upon
review, the Bureau had concerns about the likely price and non-price effects
of the transaction. The Bureau found that the merging firms’ two products
were each other’s closest competitors, and that they competed vigorously on
both price and non-price dimensions, including product features, software
updates, and customer service. The Bureau further concluded that com-
petition led to the development of product quality and capability through
software updates and releases. As evidence in support of its concerns about
‘dynamic competition’ and innovation, the Bureau referred to the fact that
the companies monitored each other’s product developments, including
strengths and weaknesses, and targeted each other’s customers with better
pricing, service, and features. After finding that reserves software suppli-
ers in the US and other countries were not sufficiently adapted for use in
Canada and also finding significant barriers to entry, the Bureau concluded
that the transaction would likely reduce the incentives of the companies to
‘enhance and maintain’ their reserves software in Canada, and in addition
to this lost dynamic competition, the merger would likely have led to higher
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prices and lower service quality. Thoma Bravo agreed to divest its MOSAIC
software to an independent purchaser pursuant to a Consent Agreement.

The Bureau’s brief position statement does not describe in any detail any
economic analysis that it undertook in one of the very few mergers it has
reviewed that feature concerns about innovation and quality. The impres-
sion left by the Bureau’s position statement is that any merger involving
a merger to monopoly, where the merging firms compete in innovation,
is likely to result in a substantial lessening of competition on the basis of
concerns about the loss of dynamic competition and lower product quality.

B) Dow/DuPont

In 2017 the Bureau also reviewed the merger of Dow and DuPont.* The
Bureau’s concerns were focused on cereal broadleaf herbicides and pre-seed
burn-off additives for cereal crops in Western Canada, and acid copolymers
and ionomers in a North American market. The merging firms and Bayer
AG were the three principal suppliers of broadleaf herbicides in Western
Canada, and the Bureau concluded that entry and expansion would not
effectively constrain the negative effects of the merger on competition for
these products in the relevant time frame (two years). The Bureau also
concluded that competition would be harmed because the loss of innova-
tion rivalry would reduce the parties” incentives to innovate in broadleaf
herbicides. The Bureau also had concerns about the effects of the merger
on pre-seed burn-off additives and acid copolymers but did not indicate a
concern with innovation with respect to these products.

The Bureau” position statement indicated that it relied on a ‘formal
economic model’ to assess innovation effects, which relied primarily on
qualitative information. The qualitative information used by the Bureau
included party documents describing the parties” innovation assets, strategic
objectives, commercialization timelines, the likelihood of commercializa-
tion, and the expected impact of innovations if commercialization were
successful. The Bureau’s statement also indicated that it used quantitative
analysis including demand estimation and merger simulation to predict
quantifiable anticompetitive effects, although this work might have been
done for the purposes of the section 96 efficiencies trade-oft. To resolve the
Bureau’s concerns, the parties agreed to divest DuPont’s global cereal herbi-
cides business to FMC Corporation.”

In a speech,® John Pecman, the then-Commissioner of Competition,
highlighted the fact that the Bureau did not use the idea of ‘innovation
spaces’ (also known as ‘innovation markets’) which had been used by the
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European Commission to assess the merger. According to the Commis-
sioner, the European Commission’s approach of using ‘innovation markets’
does not require “linking innovative activity to specific innovative products
that benefit consumers; instead, the argument holds that the reduction in
innovative activities itself constitutes harm to competition.” Commis-
sioner Pecman’s observation is important because, under an ‘innovation
markets’ approach, “the link between consumer benefit and innovation
need not even be developed.”®

While the Bureau has not provided any detail on its economic theory,
its ‘formal economic model’ may have been based on an Arrow-type
replacement or cannibalization effect where the merger reduces innova-
tion incentives if at least one of the merging firms would capture substantial
sales and margin from its merger partner if it innovated pre-merger but
considers these diverted sales to be cannibalized post-merger. There is no
indication in the Bureau’s public statements that it considered whether the
transaction would result in merger synergies that would enhance innova-
tion incentives or reduce the costs of R&D. Efficiencies arguments were
considered by the US DOJ and the European Commission in their respec-
tive reviews of the merger.

C) Bayer AG/Monsanto

In September 2016, Bayer agreed to acquire Monsanto. In May 2018, the
Commissioner and Bayer entered into a Consent Agreement to resolve the
Commissioner’s concerns that the acquisition would likely substantially
lessen and prevent competition in the supply of seeds and seed products
for canola, soybeans, carrots, and other products, although the Bureau’s
primary focus appeared to be on products related to canola, which is Can-
ada’s largest crop in terms of acreage.” Bayer and Monsanto were two of
the three leading suppliers of canola seeds in Canada, and there appeared
to be a fringe of four other suppliers. According to the Bureau, seed compa-
nies invest heavily in the development of varieties that deliver higher yields,
better drought and disease resistance, and better structural properties to
assist with harvest. Seed firms also develop herbicide tolerance traits for
canola.

The Bureau concluded that the acquisition would result in an SLPC
in canola seeds and traits because it would eliminate rivalry between the
merging companies, which would likely result in higher prices and a
decrease in the rate of innovative activity directed towards the development
of improved canola varieties. The Bureau also found that Bayer would have
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an incentive to increase royalty rates to other seed company competitors for
the use of Monsanto’s Roundup Ready trait, which would raise competitors’
costs. In reaching its conclusions, and to design the appropriate remedy,
the Bureau ‘relied heavily’ on a merger simulation model, which it did not
describe in any detail. The Bureau’s statement does not specifically mention
that this model was used to analyze the effects of the transaction on innova-
tion incentives.

D) Rogers-Shaw

In the litigated Rogers-Shaw merger, the Commissioner’s SLPC claim
related mainly to price effects, but it also included allegations that the
merger, even with the divestiture of Shaw’s discount Freedom Mobile cel-
lular telephone business to Videotron, would slow the introduction of 5G.

The Commissioner made several other claims about the prevention of
competition relating to non-price effects, including that Shaw was a mav-
erick disruptor and innovator, was on a growth trajectory, had planned to
purchase 3500 MHz of spectrum to begin offering 5G services, and planned
to expand its network and enter new markets.*” The Tribunal agreed with
the Commissioner that Shaw, had the merger never been proposed, would
likely have acquired 3500 MHz spectrum, and with this spectrum would
eventually have launched full 5G service.” The issue for the Tribunal was
whether, with the divestiture to Videotron, Freedom Mobile would still
likely launch full 5G service within two years of when Shaw would have
done so and in roughly the same areas.**

The Tribunal rejected the Commissioner’s argument that Freedom
Mobile—which would be transferred by Shaw to Videotron before Rogers
purchased the remainder of Shaw—would be a less effective competitor than
Shaw, including in relation to the rollout of 5G. The Commissioner claimed
that Videotron would have smaller scale than the combined Freedom and
Shaw Mobile, which would reduce its ability to invest in and expand its
network.” The Tribunal, however, considered that Videotron was likely
to have more wireless revenue and subscribers and more spectrum such
that Freedom would not have smaller scale under Videotron’s ownership?.
The Tribunal also found that, relative to Shaw, Videotron would have a
more advantageous cost base with which to compete, which would allow
it to better invest in and expand its network?. Videotron also obtained its
own 3500MHz spectrum licences in the recent set-aside auction®, and was
already operating and building a 5G network in Quebec.”
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For these reasons, the Tribunal concluded that, although Freedom’s 5G
rollout may take somewhat longer under Videotron, “consumers are not
likely to be materially worse off with respect to 5G services, as a result of
the Merger and Divestiture.” The Tribunal found the evidence about the
timing of Freedom’s 5G rollout and the nature of additional services under
Shaw that was put forth by the Commissioner was ‘thin’, and ultimately
“the Tribunal [did] not consider that any delays that might be associated
with Videotron’s rollout of full 5G services, relative to Shaw’s correspond-
ing deployment, warrant substantial weight in the assessment of whether
competition is likely to be prevented or lessened substantially.”™" The Tri-
bunal also found that “Videotron, which is in the process of rolling out 5G
services in Quebec, would likely do the same in Alberta and British Colum-
bia, within a time frame that will ensure that competition is not substantially
prevented or lessened.”*

To date, this decision appears to be the only ‘loss’ suffered by the Bureau
in a merger case involving non-price or innovation effects.

E) Secure/Tervita

In Secure, the Commissioner alleged that both price and adverse non-
price effects were likely to result in an SLPC. The alleged price effects were
price increases for various oilfield waste disposal services provided by the
parties. The alleged non-price effect related to the amenities that oil and gas
customers would have lost as a result of Secure’s plans to close duplicative
waste-disposal facilities following the merger with Tervita.

In agreeing with the Commissioner that the merger would likely result in
an SLPC under section 92, the Tribunal made passing reference to unspeci-
fied non-price effects.”® The Commissioner also claimed that the merger
would cause consumer harm from post-merger facility closures, which are
non-price effects, for the purposes of the Section 96 efficiencies trade-off.
The Commissioner’s expert quantified these harms, and while the Tri-
bunal discounted many of the quantified non-price effects alleged by the
Commissioner under section 96, the Tribunal did find that the harms from
non-price effects were significantly larger than the harms from price effects.
Ultimately, the Tribunal concluded that Secure failed to establish that effi-
ciencies will be greater than, and offset, the effects of any SLPC.>*

F) Toronto Real Estate Board

The Commissioner filed an application under the abuse of dominance
provisions for an order that would prohibit the Toronto Real Estate Board
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(“TREB”) from engaging in allegedly anticompetitive acts in relation to the
supply of residential real estate brokerage services in the Greater Toronto
Area. This case is interesting for the analysis of non-price effects because
the Commissioner successfully demonstrated an SLPC case based almost
exclusively on qualitative evidence.

The Commissioner’s claim was that TREB restricted access to Multiple
Listing Service (“MLS”) information on the virtual office websites (“VOW?”)
of its broker members and restricted the ways in which members could
display and use that information (the “VOW Restrictions”). The Tribu-
nal agreed with the Commissioner that the VOW Restrictions constituted
a practice of anticompetitive acts under paragraph 79(1)(b) and that these
anticompetitive acts were having and were likely to have the effects of pre-
venting competition under paragraph 79(1)(c). With respect to the latter,
the Tribunal’'s main finding was the VOW restrictions had substantially
reduced the degree of non-price competition in the supply of MLS-based
residential real estate brokerage services in the GTA, including substantial
impacts on innovation, quality, and the range of real estate brokerage ser-
vices offered in the GTA>.

In response to the Commissioner’s SLPC evidence, TREB argued that
‘substantiality’ can be assessed with qualitative evidence “only ... when
these effects cannot be quantitatively estimated, and that the Commissioner
has the burden to demonstrate that the effects cannot be quantified before
turning to qualitative evidence.” The Tribunal rejected this argument,
citing the Supreme Court of Canada:

In Tervita, the Supreme Court clearly distinguished between the measure-
ment of anti-competitive effects under section 92 and the balancing exercise
under section 96 on efficiencies. Quantification is only mandatory for the
latter. In the context of a merger, the Court found that the “the statutory
scheme does not bar a finding of likely substantial prevention where there
has been a failure to quantity deadweight loss” (Tervita at para 166). The
Tribunal is of the view that such analysis similarly applies to a finding of
substantial prevention of competition in the context of an abuse of domin-
ant position.”’”

The Tribunal clarified that the Commissioner can meet the SLPC require-
ments through either qualitative or quantitative evidence, or both, but also
that satisfying the requirement that the Commissioner must adduce ‘suf-
ficiently clear and convincing evidence’ to prove the SLPC on a balance
of probabilities may be more difficult to meet with qualitative evidence
because such evidence may be less ‘probative’ than quantitative evidence.
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Furthermore, the Tribunal could draw an adverse inference “if evidence
that would or could be available has not been adduced”,”® which pre-
sumably means that the Tribunal could draw an adverse inference if the
Commissioner tried to prove an SLPC with qualitative evidence when
quantitative evidence to prove the same point was available. Furthermore,
the Tribunal recognized that “there may be a greater need for the Commis-
sioner to rely on qualitative evidence in innovation cases like this one. This
is because dynamic competition is generally more difficult to measure and
to quantify.”

Most of the Commissioner’s evidence, which the Tribunal relied on in
reaching its conclusion on SLPC was based on the testimony of VOW
entrants. ViewPoint, the largest independent real estate brokerage in Nova
Scotia, testified that it needed the VOW data feed, especially data about
sold and recently sold properties to compete effectively using its broker-
age model®. TheRedPin testified that the VOW restrictions have limited
its ability to “get better traction as a brokerage”—it believes that, among
other things, access to the disputed data would let it offer better and more
services and attract more people to its brokerage.®" According to Realoso-
phy, another virtual brokerage, the absence of sold data was constraining
Realosophy’s growth: “...its inability to obtain a data feed with sold and
“pending sold” data limits Realosophy’s ability to provide services to con-
sumers online and to its clients.”

Based on this testimony, the Tribunal concluded that “the VOW Restric-
tions have had a significant adverse impact on entry into, and expansion
within, the Relevant Market by web-based and other brokerages that
would like to offer full-information VOWs in the GTA.” Specifically, the
Tribunal noted that “those restrictions have prevented ViewPoint, a very
disruptive and substantial potential competitor, from entering into the Rel-
evant Market; and have prevented two additional disruptive brokerages,
TheRedPin and Realosophy, from expanding within that market.”®*

The Tribunal considered and rejected TREB’s claims that the Commis-
sioner should have been required to adduce quantitative evidence, arguing
that “if full-information VOW s were as much of a disruptive technology as
the Commissioner has suggested, the impact of their presence on residen-
tial real estate brokerage markets in the United States and in Nova Scotia
would be observable,” and noting that the Commissioner’s evidence did
not include any empirical analysis of the effects of full-information VOWs
in other markets. The Tribunal, however, agreed with the opinion of the
Commissioner’s expert that to conduct such empirical analysis it would
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have been necessary to obtain a “tremendous amount” of data, and would
have required a great deal of effort, for results that may not have been reli-
able or particularly informative given the need to control for local market
factors.?® As such, the Tribunal declined to draw an adverse inference from
the Commissioner’s failure to conduct an empirical assessment.

Whether prohibition of the VOW Restrictions had the anticipated effects
of increasing competition in the Toronto real estate brokerage market is
unclear. However, it seems that many of the entrants who said they would
compete in the market without the restrictions have not yet done so. As of
November 2023, ViewPoint appears to only list properties in Nova Scotia.
The search bar on www.viewpoint.ca says ‘Enter any address, PID, street,
town or city in Nova Scotia’, and the main header on this site says “Search
Nova Scotia Real Estate: See real-time data on all 6,967 MLS"® listings and
674,092 properties in Nova Scotia.”” TheRedPin left the market in June
2018.% Realosophy’s website lists six agents,®” and Realosophy had five prop-
erties listed on Realtor.ca for sale as of August 4, 2023.7° If these entrants
have not in fact entered the Toronto brokerage market in a significant way,
and no other effective VOW competitors have entered the market, perhaps
the Tribunal will reconsider its exclusive reliance on qualitative evidence in
establishing a SLPC in future cases.

G) Summary of Innovation Concerns in Canadian Mergers

To this point, we have limited guidance with respect to the treatment of
innovation and other non-price effects in merger analysis by the Competi-
tion Bureau and Tribunal. With the exception of Rogers-Shaw, none of the
key innovation cases were litigated, and all we know from public sources
is what we see in Bureau position statements, which unfortunately do not
provide a lot of detail on the Bureau’s analysis. What we may infer is the
following:

o To date, innovation effects have rarely been the Bureau’s primary
concern when assessing a merger. Concerns about innovation appear
to have been mainly an ‘add-on’ when the Bureau also had more tradi-
tional concerns about the price effects of mergers in specific product
markets. The general pattern in the Bureau’s theory of harm related
to innovation seems to have been that the merging firms had very
high market shares in concentrated markets, and they innovated to
improve their products, such that—presumably based on ‘business
stealing’ effects—a merger would likely result in reduced innova-
tion in addition to upward pressure on prices. It is unclear whether
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innovation concerns resulted in the Bureau challenging a merger that
it would not have challenged on traditional price-effects grounds.
The incremental impact of innovation concerns may have been that
in some cases, such as Dow/DuPont and Bayer/Monsanto, remedies
were expanded to include R&D facilities.

The Bureau appears to have rejected the European ‘innovation
spaces’ (or ‘innovation markets’) approach to addressing innovation
concerns. That said, the Bureau’s statements indicated generalized
concerns about innovation where the merging firms competed in
downstream markets, rather than concerns with specific ‘pipeline’
products. It is unclear whether the Bureau has ruled out applying this
theory of harm in future cases. To the extent the merging parties may
have provided evidence on these points in efforts to resist R&D dives-
titures, the Bureau’s position statements justifying the remedies in the
Consent Agreements are silent.

The Bureau’s position statements describing its analysis in innovation
mergers provide no guidance on how any claim about cost reductions
or improved appropriability (which potentially enhance the incen-
tive to innovate) would impact a competitive effects analysis under
section 92 or the efficiencies trade-off under section 96 (which will be
repealed if Bill 56 is enacted into law). Neither efficiencies nor appro-
priability are discussed in any of the Bureau statements in the three
merger cases discussed above.

The Tribunal's SLPC findings in TREB relied almost exclusively on
the testimony of prospective entrants, who said they would enter
the market if it were not for the alleged anti-competitive practices.
Its not clear that any of the entrants who testified that they would
enter have done so in any meaningful way since the VOW restrictions
were removed some time after 2017. It may be the case that tradi-
tional brokerages improved the quality of their offerings, or reduced
their commissions, in response to actual entry by VOWs or the threat
of entry. i.e., that they responded to the potential for innovation by
innovating themselves. This would be a good case for a retrospec-
tive analysis, which would include consideration of whether the
Tribunal’s acceptance of the entrants’ testimony and its finding that
time-consuming and costly empirical analysis need not be under-
taken was prudent.
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5. Merger Enforcement and Innovation in the Canadian
Economy

According to a recent report from TD Bank,” “when adjusting for the
rising population, Canada’s real GDP per capita has been deteriorating for
many years.” The report notes that although Canada’s GPD per capita was
about $4,000 more than the average advanced economy at the beginning of
the 1980s, Canada’s advantage relative to other advanced economies had
disappeared by 2000 and was significantly lower than the average GDP per
capita among its peers, and especially relative to the US, by 20237. Since
the oil shock in 2014-2015, Canadian real GDP grew by only 0.4% per year,
compared to an average growth of 1.4% in advanced economies™. As the
underlying reasons for this lagging performance, the TD Bank report points
to weak investment, including in intellectual property, and a decline in
R&D spending. The report notes that “(o)ver the last 20 years, Canadian
R&D investment has been in perpetual decline, while all other G7 coun-
tries have seen increases to varying degrees. This issue is being compounded
by already-low absolute levels of R&D investment as a per cent of GDP.
As of 2021, Canadian R&D spending accounted for roughly 1.7% of GDP,
half of the current U.S. share and lower than most other countries.”* The
OECD forecasted in 2021 that Canada’s annual growth in real per capita
GDP would be only 0.7% from 2020-2030, last among advanced countries,
and growth to 2060 would be only 0.8% per year, also last among advanced
countries.”

Innovation is widely understood to be a key driver of improved productiv-
ity and standards of living. As noted by Globerman and Emes, “(i)nnovation
is an important contributor to productivity, and productivity underlies
improvements in standards of living.””® Globerman and Emes explain that
“it is widely acknowledged that Canada’s innovation performance has been,
and remains, relatively weak by international standards.”” They show that
Canada’s competitiveness, as measured by the Global Competitiveness
Index (“GCI”), has been weak, compared to many other countries.”® The
Conference Board of Canada notes that “(u)ntil recently, Canadian busi-
nesses have had little competition, high resource prices, generally good trade
with the United States, and other favourable conditions. This has meant that
they haven’t had to innovate as much as businesses in other countries to
be profitable...But a low-innovation, high standard of living equilibrium
is unsustainable. Volatile resource prices, changing demographics, and
increasing economic protectionism are exposing Canada’s business innova-
tion weakness and generating pressure to become more innovative in the
coming years.””” According to a June 2023 Senate Report, citing Statistics
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Canada, between 2018 and 2020, Canada’s ratio of domestic expenditures
on R&D to GDP was about 33% lower than the OECD average, and in 2021
Canada had the lowest number of resident patent applications per million
inhabitants in the G7.%°

Is there scope for further amendments to the Act or changes to Bureau
enforcement practices to help improve innovation in the Canadian
economy? The Bureau has challenged few mergers on innovation grounds
relative to the European Commission and the US agencies.®' Of course, the
European and US economies are much larger than Canada’s, so we would
not expect the same number of merger challenges. Nevertheless, the fact
that the Bureau has challenged only three mergers on innovation grounds
over the last six years, only one of which was not also challenged by the
European Commission and the US agencies, seems like a small number. Is
there a problem of underenforcement of innovation mergers in Canada?

Part of the answer as to why there are relatively few innovation merger
challenges in Canada may be that, since Canadian firms spend less on R&D
compared to most other countries, there are simply fewer firms in Canada
for which innovation is an important competitive variable. As such, it may
make sense that fewer mergers of Canadian firms involve innovation con-
cerns.*” The Council of Canadian Academies notes that the issue may be the
structure of the Canadian economy: “Canada’s traditional R&D gap relative
to the United States is explained by the greater specialization of the U.S.
manufacturing sector in higher-technology, R&D-intensive industries than
is the case for Canadian manufacturing.”

Others have pointed to Canadian competition law and enforcement
as a reason for poor R&D performance by Canadian firms. Hearn, in
Policy Options, claims that “(o)ur nation has long struggled with below-
average entrepreneurship rates, low business entry and exit rates, stifled
innovation and high consumer prices. A key cause of these trends is industry
concentration from decades of unchallenged merger waves.” Bester finds
that “evidence suggests that current approaches to merger law in Canada
and abroad have underestimated the harms these transactions can pose to
competition and overestimated the effectiveness of the remedies intended
to mitigate those harms”, and “there is evidence that the harms arising from
anticompetitive mergers have been discounted, the potential benefits gen-
erated by them overstated and that the competition law remedies applied to
address identified harms have been ineffective.”® And of course, the Com-
petition Bureau is seeking to strengthen its powers under the Competition
Act, eliminate the Section 96 efficiencies defence, and lighten its burden
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to prove a substantial lessening or prevention of competition, including by
adopting a US-style structural presumption, at least in part because of con-
cerns that current legislation does not allow it to properly enforce the Act
in matters involving non-price effects.®*® The federal government’s Bill-56,
introduced on September 21, 2023, would repeal the section 96 efficiencies
defence, as recommended by the Bureau, if enacted into law.

Is there evidence that the Act does not give sufficient powers to the Bureau,
or that a more stringent competition law is required to encourage innova-
tion in the Canadian economy? Or, more generally, is there evidence that
there is significant underenforcement of the merger (or other) provisions
of the Act in relation to mergers that may reduce innovation? It is difficult
to identify a merger that was not challenged by the Bureau on innovation
grounds because of deficiencies in the merger provisions of the Act, or with
the Bureau’s enforcement decisions. Baziliauskas and Sanderson® argue
that major revisions are not needed to address alleged underenforcement
of the merger provisions of the Act, including with respect to the analysis
of non-price effects, although some changes to the law and enforcement
practice could be considered. These changes include some of the clarifying
amendments to Section 93 as suggested by Professor Iacobucci,® increasing
Bureau funding to limit concerns about the costs of litigation and complex-
ity, enabling more merger retrospectives (which could be extended to abuse
of dominance and other provisions for matters involving innovation con-
cerns), and extending the Section 97 limitation period beyond one year.*

The following are some possible reasons for more lenient enforcement
of mergers in Canada where innovation may be a concern, relative to some
other countries, which may also explain why there are seemingly relatively
few mergers challenged on innovation grounds in Canada.

A) Smaller Canadian Firms Lag in Commercializing
Their Innovations

When considering the causes of poor innovation performance by Cana-
dian companies, Globerman and Emes note that “the available evidence
suggests that the weak link in Canada’s innovation process is the limited
success that start-up companies have in using new technologies to become
anchor firms in a growing innovation ecosystem.” A 2016 report by the
Government of Canada notes that “Canada has a strong record in start-
ing businesses, with 78,000 new companies established in 2013. However,
we have less success in developing companies to a global scale. Growing
firms must have the ability to source top talent from anywhere in the world.
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Start-up companies, in particular, must also have enough financing to get
them through critical stages of their development.” *!

In a 2021 letter to Ontario innovation policymakers, the C.D. Howe Insti-
tute argued that “that there is no lack of good Canadian ideas, research, or
access to intellectual property (IP). The failure, instead, stems from a lack
of success in turning these ideas and IP, and the skills of Canadians, into
commercial successes...Part of this commercialization deficit is connected
to Canada’s difficulty growing smaller businesses into larger ones.”> The
letter also says that “(u)nder-investment by Canadian firms and govern-
ments, relatively low levels of angel and seed capital financing, the size of
Canada’s own market, protectionism and over-regulation in many sectors
combine to stifle innovation. One can add our habit of policies that tend to
favour businesses that stay small.”

The OECD notes that “investment markets are not always as competi-
tive as is sometimes assumed. In that case, a larger firm might also have
the advantage of having better access to funding to enable the firm to bring
the product to market.”* Furthermore, nascent firms may lack the ability
to develop their products compared to larger, more established firms, who
may have more experience and expertise in later stages of development.”*

This suggests one reason why it may be prudent for the Bureau to be cau-
tious when challenging acquisitions of smaller competitors on innovation
grounds: Canadian start-ups have historically been relatively unsuccessful
at developing their products in part because of insufficient financing and
expertise at commercializing their innovations, and acquisitions by com-
petitors can help overcome these challenges.

B) Canada’s Intellectual Property Rights Regime

As noted above, if a firm cannot capture enough of the returns from
its investment in innovation, it will have a weaker incentive to innovate,
and a merger can strengthen this incentive. For example, if a firm cannot
capture all of the returns to its investment in intellectual property through
arms-length licensing, a merger can facilitate the appropriation of addi-
tional returns through the voluntary transfer of knowledge to a merger
partner. Similarly, mergers can allow a firm to capture some of the returns
to knowledge creation that would otherwise spill over to other firms. When
intellectual property rights are strong, firms can capture more of the returns
to their investment without a merger (this is one of the factors enforcement
agencies consider when assessing whether a merger increases innovation
incentives), and when property rights are weak, mergers can facilitate the
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capture of more of the returns to innovation. In its Dow/DuPont decision,
the European Commission noted that “(h)igh appropriability supports
innovation incentive by ensuring that the successful innovator can capture
a large share of the innovation’s value.....However, if imitation concerns are
properly dealt by with effective IPRs, then this channel is largely irrelevant.”>

An assessment of Canada’s intellectual property rights regime is well
beyond the scope of this commentary. However, some commentators have
argued that Canada’s intellectual property protections are weak relative to
other countries. For example, a Fraser Institute study of Canadian intellec-
tual property rights in the biopharmaceutical industry finds that:

The intellectual property environment in Canada clearly has consequences
for this country’s global competitiveness. Overall, there are numerous defi-
ciencies that weaken intellectual property protections within Canada relative
to what is provided in other industrialized nations. The result is an IP regime
characterized by significant uncertainty and instability for biopharmaceut-
ical firms. Weaknesses such as onerous patentability requirements, insuffi-
cient enforcement mechanisms, and inadequate anti-counterfeiting meas-
ures place Canada in the company of Mexico, Malaysia, China, and Russia
in the IP Index rankings.”®

Canada is one of 22 countries on the 2023 ‘Watch List’ of the Office of
the United States Trade Representative (“USTR”).” A country is placed on
the Priority Watch List or Watch List if “particular problems exist in that
country with respect to IP protection, enforcement, or market access for
U.S. persons relying on IP.”® The report notes that “Canada made signifi-
cant progress in intellectual property (IP) protection and enforcement with
the implementation of important IP provisions in the United States-Mex-
ico-Canada Agreement (USMCA)™ but “(d)espite this progress, various
challenges to the adequate and effective protection of IP rights in Canada
remain.”’® In an international comparison of the effectiveness of intel-
lectual property frameworks, the Global Innovation Policy Center ranked
Canada 16th, behind most other ‘high-income’ OECD members."”* A Cana-
dian Senate report said that witnesses “expressed concerns that Canadian
companies face challenges when competing globally due to a lack of protec-
tion in areas such as data and intellectual property.”*

As discussed in the Economics section, mergers can improve incentives
for firms to innovate by increasing the extent to which they can appropriate
the returns to their investments in innovation, by, for example, voluntarily
transferring knowledge to their merger partner and thereby internalizing
more of the returns to innovation, or by capturing some of the returns to
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the firm’s investment that involuntarily spill over to other firms. When
intellectual property rights are well protected, firms can capture more of the
returns to their investments without a merger, and as a result the innova-
tion-enhancing benefits of a merger tend to be weaker. If a firm can already
capture most of the returns to its IP by licensing to other firms or can limit
knowledge spillovers to other firms because its IP rights are protected, then
a merger provides fewer benefits in the form of appropriability of returns
to innovations.'” When IP rights are relatively weak, mergers can act as a
substitute for IP rights by allowing firms to appropriate more of the returns
to innovation. Thus, to the extent that IP rights in Canada are weak, a more
lenient merger policy may be warranted as a way to increase appropriability
of investments in innovation.

C) The Efficiencies Defence and Producer Surplus

The Competition Act’s Section 96 efficiencies defence places more weight
on producer surplus in the assessment of the effects of a merger compared
to most other jurisdictions. This should imply that some mergers that cause
innovation concerns that would be blocked in the US and Europe under
a consumer welfare standard would, because of section 96, be allowed
in Canada, and not only because fixed cost savings (including savings in
R&D expenditures) to producers are balanced against harms to consum-
ers. Under a total welfare standard, higher producer profits resulting from
higher post-merger prices, which occur at the expense of consumer welfare,
are not anticompetitive effects in the trade-off. These higher profits also
allow firms to appropriate more of the returns to their innovation invest-
ments, which, as explained above, may improve investment incentives.'®
A total surplus standard under Section 96 (which would be repealed if Bill
56 is enacted) would therefore justify more lenient enforcement relative to
other countries, or at least potentially explain why the Bureau challenges
fewer mergers based on innovation concerns relative to other countries.

A corollary of this logic is that, if the federal government’s recent Bill to
eliminate the efficiencies defence is enacted, some mergers that improve
firms’” innovation incentives may be blocked. In particular, Bill 56 would
repeal the efficiencies defence but would not, as recommended by the
Bureau,'” explicitly incorporate efficiencies as a section 93 factor. The
latter would allow for consideration of efficiencies in the determination of
whether a merger is likely to substantially lessen or prevent competition. If
efficiencies considerations are not added to the Act or are not read in by the
Tribunal, enactment of Bill 56 would allow the Tribunal to issue an order to
block even a merger that benefits consumers through efficiencies, including
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through the introduction of new products. That is, mergers that result in
an increase in market power but also result in lower prices and/or better
products for consumers may potentially be blocked if Bill 56 is enacted.'®

Of course, retaining a total surplus standard would also permit mergers
that harm consumers and reduce firms’ innovation incentives. This situa-
tion may occur if a merger reduces the firms’ production costs by enough
to offset harms to consumers, including likely harms from lost innovation
to the extent these are proven. If the section 96 efficiencies defence is to
be repealed, in light of Canada’s poor R&D record it would be prudent to
consider a carve-out for mergers that harm consumers (or just substantially
lessen or prevent competition) but nevertheless improve firms’ investment
incentives.

D) Summary of Innovation Merger Enforcement in Canada

Merger enforcement, especially when it involves innovating firms, does
not occur in a vacuum. Canadian real GDP growth, and therefore growth
in Canadian living standards, has lagged compared to other countries, and
is expected, according to the OECD among others, to continue to be slow.
An important cause of Canada’s lagging performance is that Canadian
businesses do not innovate and commercialize their innovations as much
as businesses in other countries do. Although mergers between competitors
can stifle innovation in some cases, they can also improve firms’ abilities
and incentives to innovate because of R&D complementarities, improved
appropriability of the returns to innovation, and market power effects.

Certain features of the Canadian landscape have been identified by other
commentators as contributing to Canada’s lagging R&D performance, two
of which are discussed above—namely, the difficulties faced by Canadian
start-ups and other small firms in commercializing their innovations, and
Canada’s relatively weak intellectual property rights. Mergers can help over-
come these challenges, and it would be prudent for the Bureau and Tribunal
to acknowledge, or continue to acknowledge, this fact.

The economic modelling of innovation effects is in its relative infancy,
and there is enough uncertainty among economists and their existing
models to warrant caution when enforcing merger laws. There appears to
be consensus among economists that enforcement agencies should not take
a hands-off approach to mergers for fear of harming innovation incentives,
especially in pipeline-pipeline or pipeline-product mergers when there are
few firms with ‘pipeline’ products in development. However, given that
mergers may increase the ability and incentive for firms to innovate, an
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aggressive approach to mergers on the basis of harms to innovation is also
not warranted, especially when a merger will not create a monopoly.
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APPENDIX: MERGERS INVOLVING INNOVATION EFFECTS
IN THE US AND EUROPE

In 2014, the European Commission challenged the merger of Medtronic—
the incumbent producer of drug-coated balloons for the treatment of
vascular diseases—and Covidien, which had a product in late development
that would compete with Medtronic’s product, also in late development,
and for which there was only one other credible competitor."” The Com-
mission also challenged the merger of Pfizer and Hospira in 2015. Pfizer had
an infliximab biosimilar drug in testing that would compete with Hospi-
ra’s existing product, and there was only one other competitor developing
a similar product.'® The companies divested Pfizer’s pipeline product to
resolve the Commission’s concerns.

The above cases are examples of ‘pipeline to product’ mergers, where the
concern revolved around a product that was under development as a com-
petitor to an existing product. On the other hand, concerns around ‘pipeline
to pipeline’ mergers revolve around the amalgamation of two R&D streams.
Examples of ‘pipeline to pipeline’ mergers that have been challenged by the
European Commission include Novartis/GSK Oncology Business in 2015,
where the Commission had concerns about overlaps in innovative cancer
treatments.'” GSK and Novartis were two of only three firms with an exist-
ing product or product in development for skin cancer and ovarian cancer.
The European Commission’s primary concern was that the merger would
have reduced Novartis’ incentive to develop and commercialize its own
product in competition with GSK, whose drugs were closer to the market.
An additional concern was that development efforts for treatments for other
cancers in earlier stages of development would suffer because Novartis
would rationalize its research efforts in favour of GSK’s products in devel-
opment. The Commission’s concerns were resolved through divestiture
of Novartis’ licensed MEK inhibitor to the owner of the drug (Array) for
which Novartis had the exclusive license. Jé¥J/Actelion in 2017 was a merger
of firms with treatments for insomnia in Phase II trials, and the European
Commission was concerned about a reduction in the number of orexin-
antagonistic (the mechanism of action) products that would likely enter the
insomnia treatment market.'°

In a ‘pipeline to pipeline’ case not involving pharmaceuticals or medical
devices, the Commission challenged the merger of General Electric and
Alstom in 2015.""" At the time of the merger, GE had started to commercial-
ize its ‘very large’ heavy-duty gas turbine, and Alstom had a similar product
in late development. The Commission concluded that the merger would
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have caused GE to discontinue Alstom’s R&D efforts, including develop-
ment and commercialization, in heavy-duty gas turbines (“HDGT”). The
Commission also had a broader set of innovation concerns besides HDGT,
so that the remedy included a broad range of innovation assets, including
Alstom’s technology for heavy-duty gas turbines, existing upgrades and
the technology for future upgrades, several Alstom engineers, and two test
facilities for HDGT. This case is an early example of the Commission’s
concerns about the effects of combining firms with overlaps in innovation
capabilities.

A) Mergers Involving Innovation Capabilities

Under the economic theories of the effects of mergers on innovation, the
incentives for firms to innovate depend on the extent of downstream com-
petition between the merging firms, either currently or in future markets,
as well as on synergies that the firms may realize post merger. That is, the
change in firms’ incentives to innovate is driven by competitive constraints
in identified downstream markets—a merger can strengthen the incentive
to innovate by increasing returns because the merger increases appropri-
ability (i.e., the firm captures profit that would have been competed away by
its merger partner) or by increasing prices in the downstream market (i.e.,
more market power). On the other hand, a merger can weaken innovation
incentives because of the ‘cannibalization’ effect in downstream markets.
These downstream markets can be either existing markets, or future
markets that do not yet exist, but are likely to exist when innovation bears
fruit. As such, these theories have typically been used to assess the innova-
tion effects of mergers involving late ‘pipeline’ products that are in the final
development stage, where specific innovation efforts are linked to specific
downstream markets.

US cases involving overlapping innovation capabilities include Nielsen/
Arbitron in 2013, which raised concerns about audience measurement ser-
vices. The specific concern was that the two merging firms were, because of
their strength in traditional television and radio rating services, in the best
position to enter into cross-platform ratings services."> The FTC found that
the merging companies were the only firms with large and demographically
representative panels and had already initiated development of cross-panel
products. In this case, the FTC was concerned that the merger would
diminish future competition in an innovative product. The transaction was
cleared subject to the divestment and licensing of assets that would allow a
competitor to replicate Arbitron’s cross-platform rating services.
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Applied Materials/Tokyo Electron in 2015 involved two of the largest
suppliers of tools for manufacturing semiconductor chips."* The DO]J
concluded that the merging firms were the two firms most capable of devel-
oping leading-edge semiconductor tools for high-volume manufacturing
(HVM). The DOJ identified overlaps in specific tools, including pipeline-to-
product overlaps. The DOJ also had broader innovation concerns relating
to dynamic competition. DOJ economists explained that “the Division
found that the existing overlap between the specifically identified tools is
emblematic of a broader competition to develop new deposition and etch
semiconductor tools.”"* In particular, the DOJ’s theory of harm was that
the merger would combine the firms that were most likely “to develop and
manufacture the next generation [emphasis added] of HVM deposition and
etch tools™'", and as such would have eliminated the competition between
the two companies for being selected as the future development partner for
down-stream suppliers, as well as any eventual competition between the
companies’ future products.

In Bayer/Monsanto in 2018, the DOJ found that the merger would reduce
current and dynamic competition in several areas. In addition to harm from
the loss of price competition, the DOJ alleged harm to innovation.'® The
remedies in this case included the divestment of a comprehensive package
of R&D assets to a third party (BASF).

In Halliburton/Baker Hughes in 2016,'"” the merging firms were large
global suppliers of oilfield services. The DOJ had concerns about anticom-
petitive harm in 23 distinct markets, and also had broader concerns about
the loss of dynamic competition, since the merging firms (and a third com-
petitor, Schlumberger) competed directly to drive technological innovation.
The firms abandoned the transaction after the DOJ filed suit.!'?

Western Digital/Hitachi in 2011 was a merger of two of the three leading
suppliers of hard-disk drives (HDDs). Producers continuously innovated to
increase HDD storage capacity. While the European Commission did not
specifically articulate a specific innovation concern in this case, concerns
about innovation were part of its assessment of efficiencies and the design
of the remedy.'"

In Deutsche Boerse/NYSE Euronext in 2012, the merging firms were com-
petitors in exchange-traded European financial derivatives. The European
Commission concluded that the merging firms were close competitors for
new product introductions and innovation, including in technology, pro-
cesses, and market design. The merging firms competed to introduce new
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and improved contracts, and their incentive to innovate was driven in part
by actual or potential competition.'*
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