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complexities of the real world."Jean Tirole in Economics for the Common Good (Princeton University
Press, 2017)

Summary: The paper traces the evolution of European Union merger control through three
distinct phases, culminating in the proposed 2026 merger guidelines. It argues that traditional
micro-economic models focused solely on structural competition, price, and profit maximization
fail to accurately capture or predict the impact of mergers on innovation and that the 2026
Proposed Merger Guidelines while moving in the right direction by recognizing the importance
of non price dimensions of competition, suggesting a more balanced and better informed
consideration of merger-specific static and dynamic efficiencies, and by paying attention to the
technical capabilities to innovate of the merging parties and their competitors, is still
insufficient. What is needed is a comprehensive, case-by-case framework centered on three
main areas: Will (Incentives): Revisiting how mergers alter market forces, acknowledging that
horizontal consolidation can have contradictory effects that both stifle and spur innovation.
Skill (Capabilities): Systematically evaluating a firm’s internal technological, organizational,
and managerial competencies to innovate, using established benchmarks like the OECD Oslo
Manual.  Bill (Accountability): Implementing an outcome-based "innovation clawback"
mechanism grounded in the legal doctrine of no-fault liability. Under this framework, if a merged
entity's promised innovation fails to materialize within a negotiated window, the firm must
financially compensate consumers for the lost surplus caused by the reduction in market
competition. By linking regulatory approval to actual innovative outcomes, the author
concludes that this framework would reduce regulatory risk aversion, encourage realistic
efficiency claims, and better protect consumer welfare in highly dynamic industries.

Introduction

We are entering the third phase of EU merger control.

European Merger control has evolved over time both with respect to its principles and to the
treatment of efficiencies.

The EC Merger Regulation (Regulation 4064/89), was adopted on 21 December, 1989, and
officially came into force on September 21, 1990. In this first phase of merger control, the
Commission could only block a merger if it created or strengthened a dominant position which
subsequently prevented competition. There was no efficiency defense and the Commission
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considered that if mergers contributed to efficiencies they might allow the merging firms to
acquire a dominant position on the market.

In Europe there was a clear break in 2004 when the “more economic approach” replaced the
structuralist and formalistic dominance test. The new test was whether the merger significantly
impeded effective competition.

The second;- aspect of the 2004 merger regime was the explicit recognition that efficiencies
could counteract or offset the harm to competition created by the merger.

The 2004 Merger Regulation indicated that ‘[I]t is possible that the efficiencies brought about
by the concentration counteract the effects on competition, and in particular the potential harm
to consumers... and that, as a consequence, the concentration would not significantly impede
effective competition’ (*). Article 2(1)(b) provides that: “the Commission must take into account
‘the development of technical and economic progress provided that it is to consumers’

I

advantage and does not form an obstacle to competition’ ”.

This formulation was in contrast with the view which had been expressed by the EU
Commission in 1996 at the OECD (?) in a discussion of the Competition Committee on
efficiency claims and according to which :

“There is no real legal possibility of justifying an efficiency defence under the Merger
Regulation. Efficiencies are assumed for all mergers up to the limit of dominance — the
‘concentration privilege.” Any efficiency issues are considered in the overall assessment to
determine whether dominance has been created or strengthened and not to justify or mitigate
that dominance in order to clear a concentration which would otherwise be prohibited”.

As Lars Henrick Roller and Miguel de la Mano wrote two years after the adoption of the new
test (%):

“one interpretation of the old test is that dominance is necessary and sufficient to prohibit a
merger. If so, merger control is to focus on the impact on market structure, not on competitive
effects”.

“(...) it is problematic to regard the creation or strengthening of dominance as sufficient to
establish a significant impediment to competition. Despite creating or strengthening a dominant
position, a merger may lead to welfare gains for consumers in the form of lower prices or
increased innovation. This can happen for at least two reasons”.

“First, the merged entity may attain efficiencies such as marginal cost reductions, which give
an incentive to lower prices. This may fully offset the opposite incentive to raise prices resulting
from increased market power. It is possible for prices in the market to fall and total output to
rise post-merger”.

“Second, a merger may allow input suppliers to attain sufficient market power to offset the
negative effects of monopsonistic power. A dominant buyer may find it profitable to withhold
input demand in order to obtain price concessions or better terms from its suppliers. Less input
purchases may also lead to less output production. A merger between suppliers may create a

1 Council Regulation (EC) No. 139/2004 of 20 January 2004 on the control of concentrations between
undertakings, 2004 O.J. L/24/1 paragraph 29

215 European Commission: Contribution to Efficiency Claims in Mergers and Other Horizontal Agreements,
0.E.C.D./GD(96)65, 1996.

3 Lars-Hendrik Réller Miguel de la Mano, « The Impact of the New Substantive Test in European Merger
Control”, European Competition Journal: Vol. 2, No. 1, January 22, 2006, pp. 9-28
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dominant position, which enhances countervailing seller power vis-a-vis a dominant buyer.
This may lead to increased input and output sales and to lower output prices.

As a result, the creation or strengthening of dominance cannot in itself be sufficient to prohibit
a merger. (...) Dominance remains a necessary requirement. However, dominance is not
sufficient for incompatibility. It must still be shown that competition is significantly impeded’.

The inappropriate character of the dominance test for merger control, which prevailed until
2004, is now widely recognized.

This inappropriate character of the dominance test is particularly well illustrated by the case of
the merger between ATT and NCR in which a telecom company wanted to acquire a computer
and workstation manufacturer and which gave rise to a Commission’s decision in 1991. In this
case, one of the questions raised by the European Commission was whether the merger would
enhance the position of NCR in the workstation market by a flow of technical and marketing
knowhow provided by NCR.

In its decision (*) the Commission stated: “The possible advantages which AT&T hopes to gain
from this concentration are for the moment theoretical and have yet to be proved in a future
market place. To date, similar attempts to combine computer and telecommunications
business have all failed or at least not yet fulfilled the expectations which motivated the
participants (e.g. Siemens/Nixdorf)”.

“31. On the basis of the information currently available to the Commission concerning the
present situation and future developments in these markets, these potential benefits to
AT&T/NCR do not lead to the conclusion that the concentration will result in the creation or
strengthening of a dominant position”.

In other words, if ATT/NCR was able to innovate by integrating the telecommunication and
computing technologies, the merged firm would have a dominant position which should have
led the Commission to block the merger. But the fact that the Commission felt that they were
likely to fail to innovate meant that they would not acquire a dominant position which explains
why the Commission could allow the merger.

It is interesting to note that the merger effectively failed with a tremendous loss of value for the
shareholders (°). It is hard to see what the consumer benefit of this merger authorization,
conditioned on the expectation of an innovation failure, could have been.

As mentioned previously, the 2004 reform officially recognized the possible (static or dynamic)
efficiency benefits of mergers. Both in the Horizontal Merger Guidelines (“HMG”) and in the
Non-Horizontal Merger Guidelines (“NHMG”) innovation is recognized as one non-price
parameter of competition to be considered when assessing the effects of a transaction.

But the guidelines imposed three conditions for efficiencies to be taken into consideration in a
merger assessment : the efficiency must benefit the potentially harmed consumers
(intermediate and ultimate consumers must not be worse off as a result of the merger and the
efficiencies need to be timely); the efficiencies must be merger specific (they must be a direct
consequence of the notified merger, and could not be achieved to a similar extent by less
anticompetitive alternatives); the efficiencies must be verifiable (the Commission needs to be

4 Case No IV/M.050 AT&T / NCR 18.01.1991
5 Thomas Lys & Linda Vincent, “An analysis of value destruction in AT&T’s acquisition of NCR”, Journal of
Financial Economics 39 (1995) 353-378



reasonably certain that the efficiencies are likely to materialize and be substantial enough to
counteract a merger's potential harm to consumers).

The Commission strictly interprets these conditions. In addition, there are elements which limit
the recognition of efficiency benefits:

-First, efficiencies can only be invoked in the context of a defence of a merger which has
otherwise been found to restrict competition, which limits the appetite for merging parties to
allege efficiencies for fear that this would be seen as a recognition of the fact that their merger
is anticompetitive.

-Second, the fact that the Commission will not investigate efficiencies of mergers and will
merely respond to the evidence of efficiencies adduced by the parties.

-Third, the fact that the standard of proof for the parties in their efficiency defence is much
higher than the standard of proof which applies to the Commission to establish a possible
anticompetitive effect of the merger.

The result stated by the Commission at the OECD Competition Committee in June (twenty-
one years after the adoption of the 2004 Council regulation) is that (6): “While no merger case
has so far been approved by the Commission exclusively on the basis that the merger-specific
efficiencies would offset consumer harm, in some cases (’), the efficiency claims made by the
merging parties were partially accepted by the Commission and balanced against the
competition harm” and

“26. Until now, there has been no work by the Commission on the ex-post analysis of merger
efficiencies. One reason for this is that — as mentioned above — in the past 20 years, the
efficiency claims made by the merging parties were partially accepted by the Commission and
balanced against the competition harm in only a few cases.”

It is particularly difficult to understand why there has not been an ex-post analysis of merger
efficiencies. Indeed, in the cases in which the Commission argued that there were less anti-
competitive means of achieving the same efficiencies, it would be interesting to know whether
these efficiencies were ultimately realized thanks to these less anti-competitive means.
Similarly, in the cases where the Commission argued that the efficiencies were not merger
specific and blocked the merger, it would be interesting to know whether these efficiencies
materialized.

The Commission is perfectly legitimate in assessing the possible anti-competitive effects of
horizontal mergers on innovation arising, for example, from overlaps between existing
products, overlaps involving advanced pipeline products, a discontinuation, delay or redirection
of early-stage pipelines, or a loss of innovation competition from a structural reduction in the
overall level of innovation. It is also legitimate in assessing non-horizontal merger cases when
potential foreclosure effects of downstream rivals might stifle innovation downstream.

5Note by the European Union, “Working Party No. 3 on Co-operation and Enforcement Efficiencies in Merger
Control” 17 June 2025 DAF/COMP/WP3/WD(2025)19,

7 For instance, cases M.4267 — Deutsche Bérse / Euronext (blocked, the commitments of the merging firms
being considered insufficient), M.6905 — Ineos / Solvay / JV, M.7421 (accepted with commitments to divest) —
Orange / Jazztel (accepted with commitments to divest) and M.7278 — GE / Alstom (accepted with
commitments to divest)



However, the Commission has never recognized that an anti-competitive merger could lead to
dynamic efficiencies (innovation) which met the criteria it has set for a successful innovation
defense.

Either the claimed innovations were considered to be unrelated to the merger because they
could have been obtained without the merger, or they would not benefit the consumers harmed
by the restriction of competition or they were not verifiable or they were insufficient to
compensate the harm to consumer welfare (8).

This has led a number of commentators to argue that the conditions for the admissibility of an
efficiency defence in the EU are so strict as to make this defence useless and/or that the
standard of proof imposed by the Commission on the parties is either too high or unclear and
somewhat arbitrary(®) or unjustifiably problematic for innovation ('°).

National competition authorities and the European Commission are now under pressure to
better integrate static and dynamic efficiencies in their competition analysis of mergers.

This is, in particular, the case for dynamic efficiencies. Indeed, the most dynamic sectors of
the economy, such as the digital sector, are sectors where competition on innovation is more
important than competition on prices and innovation accounts for 50 to 70% of economic
growth.

This pressure has led the Commission to circulate a proposal in 2026 for a new merger
guideline which would replace the existing horizontal and non-horizontal merger guidelines
adopted in 2004 and 2008. We are thus entering a new phase of EC merger control.

This paper aims to assess how the innovation dimension of economic performance can be
better taken into account in European merger control.

Section | of the paper reviews a number of past merger decisions in Europe and in the US. It
shows that there does not seem to be any well-established relationship between concentration-
increasing mergers and innovation, nor has there been a predictable impact of merger control
decisions on innovation. Section Il defines innovation and analyzes why competition authorities

8 For example, in Western Digital/Hitachi (9), the parties claimed that the combination of complementary
assets (their R&D resources) would lead to greater and faster product development and improve the combined
entity's ability to initiate and implement large technology transitions required to continue developing faster
and higher capacity HDDs at lower prices. They argued that the additional investments would broaden their
product portfolio and allow them to invest in fundamental research and the development of the latest
generation HDD components. However, the Commission dismissed these claims arguing that such
complementarities could be achieved through a cooperation agreement.

In the Nokia/NAVTEQ (10) merger, which was a vertical acquisition of a navigable digital-map database
provider by a mobile telephone producer, static efficiencies were accepted (elimination of double mark-ups),
but dynamic efficiencies (faster and better development of map functionalities) were deemed not verifiable or
merger specific.

In the Metso/Aker Kvaerner (11) merger, dynamic efficiencies (in the form of the development of better and
more environmentally-friendly products) were deemed verifiable and merger specific, to the benefit of
consumers, but were nevertheless considered not case-decisive. Etc....

9 See for Example Reinhilde Veugelers: “Innovation In Eu Merger Control: Walking The Talk”, Bruegel Policy
Contribution, Issue 2012 04, February 2012. She states: “, (...) DG COMP’s assessment of efficiencies lacks
clarity. Whether or not a hypothetical efficiency meets a particular condition (namely verifiability, merger
specificity, and consumer benefit) is often defined only vaguely. One has to read between the lines to assess
DG COMP’s position. Also, DG COMP’s final conclusions on the examined efficiencies are not clearly stated and
are somehow left open”.

10 Roman Fischer and Elena Zoido: “Developing an innovation defence in European merger control” Compass
Lexecon 19 October 2025



should be concerned with innovation. Section Ill discusses why the micro-economics based
model of merger analysis, which is focused on the impact of the structural changes induced by
mergers on the constraints and incentives of market players, is insufficient to analyze the
impact of mergers on competition and innovations and rests on hypotheses contradictory to
what we know about the performance of merging firms post mergers. Section IV discusses
how the impact of mergers on incentives needs to be revisited and discusses the important
role of capabilities as a determinant of innovation. Section V discusses what could be a
pragmatic approach to capabilities. Section VI analyzes the proposal of DG Comp to revise
the merger guidelines and discusses whether it answers the calls for a more dynamic approach
to mergers and innovation. Section VIl makes a proposal to revisit commitments on innovation
in light of the stochastic nature of innovation. The last section concludes.

1) Reading the Tea Leaves: How the EU, US, and UK Have Forecasted Innovation in Past
Merger Decisions

"Prediction is very difficult, especially if it's about the future." Attributed to Niels Bohr

Mergers can have differentiated effects on price and on innovation.
1) Mergers accepted, innovation materialized

There are a number of examples of mergers, in the U.S., which were accepted because they
promoted innovation. Some of these mergers did not restrict competition, others did restrict
competition, at least for a while, but were accepted nonetheless because of their innovation
potential.

For example, the 2006 Disney/Pixar merger in the entertainment industry, which was a vertical
merger through which Disney wanted to strengthen its struggling animation division - while
Pixar sought a stable distribution partner, was approved by the U.S. FTC and the Irish
Competition Authority ('"). Not only did the merger work for the merging firms but there is strong
evidence that the deal was pro-competitive because it forced other studios (DreamWorks,
lllumination, Sony) to innovate faster to keep up with the "new" Disney-Pixar powerhouse (?).

In 2006, the Federal Trade Commission (FTC) examined the formation of United Launch
Alliance, L.L.C. (ULA), a proposed joint venture between The Boeing Company and Lockheed
Martin Corporation. The FTC was concerned that, by combining the only two suppliers to the
U.S. government of medium to heavy (MTH) launch services, the joint venture would eliminate
competition in the markets for MTH launch services and space vehicles. The Federal Trade
Commission observed: "In the U.S. government MTH launch services market, Boeing and
Lockheed are the only competitors, and their consolidation will result in a monopoly." The
agency concluded that "significant anticompetitive effects, including the loss of non-price
competition and the loss of future price competition, are likely if the proposed transaction is
consummated.”

However, the Department of Defense (DoD) strongly advocated for the merger. It argued that
maintaining two separate, struggling launch infrastructures (Boeing's Delta and Lockheed's
Atlas programs) risked a structural failure in the defense supply chain. The DoD convinced the
FTC that a single, unified joint venture would dramatically increase launch reliability and secure
guaranteed access to space and the FTC reluctantly (but unanimously) accepted the creation

11 ccpc, DETERMINATION OF MERGER NOTIFICATION M/06/007 — Disney/ 16/03/06
12 £d Catmull and E. Wallace, “Creativity, Inc.: Overcoming the Unseen Forces That Stand in the Way of True
Inspiration”, Random House, April 2014



of the United Launch Alliance, after having “attempted to elicit commitments from government
buyers to take steps that would qualify SpaceX as a one of their suppliers. Before approving
the transaction, the FTC received spoken assurances from the DOD and the National
Aeronautics and Space Administration (“NASA”) that these government customers would use
best efforts to facilitate new market entries—most notably, by SpaceX—to compete to supply
the US government with launch services”.

At the time of the formation of United Launch Alliance, Boeing President, Chief Executive
Officer and Chief Financial Officer James A. Bell stated: “Both of our companies have
developed versions of the Evolved Expendable Launch Vehicle (EELV) in collaboration with
the Air Force and have flown them successfully. By joining together we are convinced that we
can provide the customer with assured access to space at the lowest possible cost while
ensuring enhanced reliability by eliminating duplicate infrastructure and bringing experts from
both companies to focus on mission assurance."

Writing in 2020 Bill Kovacic, former FTC Chairman ('®) wrote : “(...) ULA thus far has met the
reliability expectations that guided the analysis of the DOD and the FTC. From its first days of
operation through July 30, 2020, ULA has made 140 launches without a failure. The venture
has achieved and surpassed the reliability goals that the companies advanced in 2005-2006
as one of the key rationales for their collaboration. This is a striking achievement in a field of
endeavor in which aerospace firms can never take success for granted. Building reliable launch
vehicles and delivering payloads to their intended destinations in space are exceedingly hard
tasks. Even a small lapse in design, assembly, or operation of the powerful, complex machines
that send satellites and humans into space can have calamitous consequences. Second, the
new suppliers of launch services (SpaceX and others) have made remarkable progress toward
becoming credible alternatives for NASA, national security agencies, and commercial buyers”

2) Mergers with innovation claims that were accepted but for which innovation did
not materialize

There are also a number of mergers which were cleared by the European Commission (and
other competition authorities) but led to significant decrease in the capacity of the merging
firms to innovate.

In Europe the ATT/NCR merger (referred to earlier) was cleared by the European Commission
(") on the basis of the fact that the two merging firms were, contrary to their hope, unlikely to
innovate (by merging computing and telecommunication to create one-stop shopping" for
networked computing) and therefore unlikely to acquire a dominant position. After the merger
AT&T/NCR remained focused on proprietary systems and high-end hardware and thus missed
the opportunity to lead the shift toward the software-defined networking and web-based
services that would eventually define the late 90s.

A second example is the Boeing/ Mc Donnell Douglas merger which was approved by the
US and the EU Commission ('°) and led to a clash of corporate cultures where engineers at
Boeing and “bean counters” at McDonnell Douglas clashed. The result was a shift away from
expensive, innovative engineering toward what some called a more aggressive culture

13 William E. Kovacic, “Competition Policy Retrospective: The Formation of the United Launch Alliance and the
Ascent of SpaceX” 27 GEO. MASON L. REV. 863 (2020) Volume 27, Issue 3

14 case No IV/M.050 AT&T / NCR Article 6(1)(b) NON-OPPOSITION 18.01.1991

15 case No IV/M.877 - Boeing/McDonnell Douglas, Decision of 30 July 1997; See, for example: Frederic Jenny:
“Dynamic capabilities analysis and merger control: Is a long-delayed convergence finally on the way?”, 29 May
2025, The Network Law Review



dedicated to keeping costs low and favoring upgrading older models at the expense of
innovation.

One of the best-known examples of a merger which led to a loss of innovative capacities is the
Hewlett-Packard/ Compaq merger, which was examined and cleared by the U.S. FTC, the
Canadian Competition Commissioner and by the EU Commission in 2002('6). It has been
described as a "textbook case" of how large-scale consolidation can destroy corporate soul
and innovative capacity. For example, Michael Useem (Director of the Center for Leadership
and Change at Wharton Business School) and Kevin Werbach argue that by merging two
struggling giants in a maturing market (PCs), the new entity became too heavy to pivot toward
emerging technologies like mobile or cloud ('7). Walter Hewlett, who strongly opposed the
merger, described it at the time as "tying two stones together to see if they will float."

3) Merger blocked (or abandoned) and innovation defense rejected thus delaying
or preventing innovation

There are also cases of mergers for which the merging firms argued that they were necessary
to promote an innovation, but which were blocked by competition authorities with the result
that the envisioned innovation never took place or was delayed.

An early example is provided by the General Electric/ Honeywell merger. General Electric
made jet engines and Honeywell made avionics and black boxes. GE argued that "bundling"
these technologies would allow the merged firms to innovate a fully integrated digital cockpit
and engine system, making planes safer and more efficient. The U.S. Department of Justice
negotiated some remedies with the merging firms and approved the merger in May 2001 but
the European Commission blocked it in July 2001 ('8).

This merger led to a well-known transatlantic controversy over the theories of harm used by
the European Commission to justify its opposition to the merger. But another important aspect
of the merger, relevant to our discussion on innovation, is that the European Commission,
which recognized that the fully integrated cockpit would be a crucial innovation for the industry
as a determinant of competition, preferred to delay this innovation by blocking the merger
rather than allow a powerful firm in the market for engines for large commercial aircrafts to
bring it to the market through a merger.

Indeed, the decision stated:
“Elimination Of Honeywell As A Potential Innovation Partner

417. Finally, the existing dominant position of GE in engines for large commercial aircraft will
be strengthened as a result of the elimination of Honeywell as a partner in the development of
the More Electrical Engine Aircraft. By depriving its engine competitors of co-operation with
Honeywell, GE will be the only engine manufacturer able to develop innovation in that project.
As that project is expected to be determinant for future competition in this market, GE will be
able to be the first, if not the only one, to obtain the benefits of innovation”.

“418. This further weakening of competing engine manufacturers will therefore strengthen
GE'’s dominant position and ultimately harm competition on the market for large commercial
aircraft engines”.

16 Case No COMP/M.2609 HP / COMPAQ Article 6(1)(b), 31/01/2002
17 see their podcast “HP After Carly: What Went Wrong?”
18 COMP/M.2220 General Electric/ Honeywell, 03/07/2001

8



Upon learning of the European decision, Charles James, the U.S. Assistant Attorney General,
in charge of the Antitrust Division, mentioned in a press release('®) the crucial importance of
competition through innovation in this merger and stated: “Our conclusion was based on
findings, confirmed by customers worldwide, that the combined firm could offer better products
and services at more attractive prices than either firm could offer individually. That, in our view,
is the essence of competition."

Along the same line, Jack Welch, the CEO of General Electric stated in 2001 (%) "We wanted
to create an 'all-electronic' airplane... You can’t do that with two different companies because
they won't share their most intimate secrets—their source code. By blocking this, the EU has
set back the clock on aviation technology by ten years."

Jack Welch was correct in his prediction. The "fully integrated GE-Honeywell platform" was
never built. For the next decade, avionics and engines remained separate markets. Eventually
the aircraft manufacturers and users (Boeing, Airbus and the airlines), which were aware of
the fact that the all-electronic airplane would be both more efficient and surer, created a
standardized digital environment and forced all suppliers to adapt to this digital environment,
thus allowing communication between the engine and the flight deck. The Boeing 787
Dreamliner (put into service in 2011, ten years after the refusal of the GE/Honeywell merger)
was the first "digital airplane." It replaced traditional pneumatic systems with an all-electric,
software-controlled architecture.

In short, two points are worth mentioning about the GE/Honeywell case. First, there is no
question that the US competition authorities and the EU Commission were analyzing the same
international market for aircrafts. Yet they arrived at quite different views about whether the
merger was creating a risk for competition. Second, the EU Commission took the risk of
delaying what it considered to be a crucial innovation for competition in the aircraft
manufacturing industry by ten years, fearing that the merging firms would effectively innovate
and thereby reinforce their dominant position on the market.

A second example is the case of the merger between Applied Materials and Tokyo Electron
announced in September 2013. The companies argued that the transition to next-generation
450mm silicon wafers and "extreme ultraviolet lithography" (EUV) was so expensive and
technically complex that no single company could afford the R&D alone. They argued that the
merger would accelerate the "roadmap for the entire semiconductor industry”.

This merger would have combined the two largest competitors with the necessary know-how,
resources and ability to develop and supply high-volume non-lithography semiconductor
manufacturing equipment.

The Bundeskartellamt cleared the merger in November 2014 (').

It considered that the merger was unlikely to lower price competition for a combination of
reasons. First, the two merging firms had a very small horizontal overlap in only one significant
product market; second, the increase in concentration on this market would be minimal and,
third, the two firms were not close competitors on this market. The Bundeskartellamt arrived
at the following conclusion regarding the effect of the merger on competition on innovation:

19 US Department of Justice “Statement By Assistant Attorney General Charles A. James On The Eu's Decision
Regarding The Ge/Honeywell Acquisition”, July 3, 2001

20 Jack Welch with John A. Byrne « Jack: Straight from the Gut (2001) », Warner Business Book, Chapter: "The
Honeywell Story

2L Bundeskartellamt Case Summary Clearance of Merger between Tokyo Electron and Applied Materials
:B5-138/13 12.11.2014



“Finally, the merger is also unlikely to significantly hinder innovation. As chip production is a
highly dynamic sector, the upstream level of chip production equipment, i.e. the level affected
in this case, also depends on constant technological change. The Bundeskartellamt also
investigated the extent to which the proposed merger is likely to affect competition in innovation
and concluded that the merger would also have no significant effect on innovation within the
time-frame relevant for German merger control of three to five years. The investigations have
not provided sufficiently convincing indications that research and development (R&D) and
innovation will be limited or delayed by the two companies within this relevant time-frame to
an extent that would harm competition. Similarly, it could not be predicted with a sufficient
degree of likelihood that the merged company will in future significantly impede effective
competition in the new markets for equipment for the manufacture of 460 mm wafers”.

The merger, however, was abandoned in (??) April 2015 in the face of the opposition of the
U.S. Justice Department (and of Mofcom in China).

As stated by Nicholas Hill, Nancy L. Rose and Tor Winston (who were at the Antitrust Division
at the time of the merger) (*°): “Because Applied Materials and Tokyo Electron are so capable,
they are often the two best (or among the three best) development partners to solve a leading-
edge semiconductor manufacturer’s high-value deposition and etch problems. The merger
would have eliminated the competition between AMAT and TEL to be selected as a future
development partner as well as any eventual competition between their competing products”.

Following the abandonment of the merger, the industry never actually moved to 450mm
wafers: the transition proved too costly even for the individual firms, and the "synergy" the
merger promised for that specific technology was never materialized because the merger was
abandoned.

There are several elements of interest in this case. First is the fact that the conclusions of two
experienced competition authorities on the risks of a merger on innovation in a dynamic sector
can be so different. Second is the fact that the innovation, which was at the core of the merger
project, never materialized after the merger was blocked (even if it is widely acknowledged that
both companies remained active on other dimensions of innovation separately).

There are two possible interpretations of this last element: some would be tempted to argue
that the blocking of the merger killed the possibility of innovation as the merging firms had
correctly anticipated that the investment in a new generation of wafers required was so large
that it was above the possibilities of any individual firm in the industry; others are tempted to
claim (without proving it, however) that the merger would not have delivered on the innovation.

4) Mergers blocked (or abandoned) and innovation defence rejected but innovation
nevertheless developed individually by the parties to the would-be merger

Finally, there are cases where the innovation defence invoked by the merging parties was
rejected and the blocking of the merger did not prevent the subsequent development of
important innovation by the would-be merging parties.

The AT&T / T-Mobile (2011) case in the United States is frequently cited as an example of a
blocked merger leading to an "innovation explosion”. AT&T attempted to acquire T-Mobile
USA, a competing wireless provider, and AT&T made two main efficiency claims. It claimed

22 “ppplied Materials Inc. and Tokyo Electron Ltd. Abandon Merger Plans After Justice Department Rejected
Their Proposed Remedy”, US Justice Department Antitrust Division, Press Release Monday, April 27, 2015
23 Nicholas Hill, Nancy L. Rose, Tor Winston “Economics at the Antitrust Division 2014—2015: Comcast/Time
Warner Cable and Applied Materials/ Tokyo Electron”, Rev Ind Organ (2015) 47:425-435
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that the merger would permit it to relieve alleged capacity constraints on its GSM and UMTS
networks. It also claimed that it would be able to deploy the next generation 4G LTE service to
97 percent of the U.S. population by some unspecified date, as compared to what it
represented as being only 80 percent in 2013, absent the merger.

However, according to Stanley M. Besen and others (>*), AT&T did not provide the data on the
breadth and timing of the claimed spectrum exhaust and its impact on service quality to
determine whether its claim of “spectrum exhaust” was plausible. Furthermore, it did not
provide data that would show that the spectrum exhaust, if it existed, could not be alleviated
through other solutions than the merger.

The Department of Justice (DOJ) sued to block the deal, arguing that T-Mobile was a
"disruptive force" or "maverick" that forced incumbents to innovate.

After the blocking of the merger, T-Mobile innovated, first, by changing the "Value Proposition"
and "Revenue Model" of the industry. T-Mobile "decoupled" the phone service and the service
cost, showing customers exactly what they paid for one vs. the other. It abolished two-year
contracts and subsidized handsets, it offered free international data and "Music Freedom"
(zero-rating music streaming). By introducing T-Mobile Tuesdays (a rewards app) and
simplified billing, it reduced the administrative "pain" of being a telecom customer which forced
AT&T and Verizon to copy these processes to prevent their customers from leaving.

In addition, it aggressively rolled out 5G spectrum following what it called the “Layer Cake
strategy”. Instead of relying on just one type of frequency, T-Mobile combined three distinct
"layers" of spectrum to ensure that 5G would work both in a deep basement in a rural area and
in a crowded football stadium and it was the first to emphasize the Mid-band as the most
important layer for the average consumer. By the time competitors realized mid-band was the
key to 5G dominance, T-Mobile had already deployed it across most of the country(%). In 2023,
T-Mobile introduced Carrier Aggregation: a technology which allows a phone to connect to

24 stanley M. Besen, Stephen D. Kletter,T Serge X. Moresi,§ Steven C. Salop§ & John R. Woodbury: An Economic
Analysis Of The At&T/T Mobile USA Wireless Merger; Journal of Competition Law & Economics, 9(1), 23-47

25 T-Mobile was helped by the acquisition of Sprint in 2020. This merger was examined by the DoJ which was
concerned that the merger reduced the number of carriers in the US from 4 to 3 would lead to coordinated
effects and required T-Mobile to divest Sprint’s Boost Mobile and specific spectrum to Dish Network in order to
(re) create a fourth competitor. It was examined by the Federal Communication Commission which found that
T-Mobile’s 600 MHz (coverage) and Sprint’s 2.5 GHz (capacity) were uniquely complementary and that the
merger would result in a 5G network with 30 times the capacity of T-Mobile’s existing 4G network. The FCC
argued this "innovation explosion" would lower the marginal cost of a gigabyte of data so significantly that
prices would naturally fall, even with one fewer competitor. A coalition of 13 states (led by New York and
California) sued to block the deal even after the DOJ approved it. In its February 11, 2020 judgment District
Court Judge Victor Marrero concluded that Sprint was a "failing firm" in all but name, that it lacked the money
to build a 5G network and would likely shrink into irrelevance if the merger were blocked. He analyzed the
corporate culture of T-Mobile and concluded that T-Mobile was an "Un-carrier" by nature and that its
leadership had a "competitive spirit" that would prevent it from becoming a lazy monopolist. He ruled that the
"dynamic" benefits of a superior 5G network outweighed the "static" concerns of market concentration and
that the merger did not violate antitrust laws. Thomas W. Hazlett & Robert Crandall, in “Competitive Effects of
T-Mobile/Sprint: Analysis of a ‘4-to-3’ Merger”, published by the International Center for Law and Economics
in February 2024, conclude: “(...) that the data are consistent with the thesis that the T-Mobile/Sprint merger
produced consumer gains. This outcome is particularly interesting given that the government remedy imposed
to mitigate potential anti-competitive merger effects, the creation of a new fourth network (DISH), has
produced no plausible pro-competitive impact”.
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multiple layers (e.g., two mid-band channels and one low-band channel) at the exact same
time, combining their capacity into one massive "superhighway" for data.

The T-Mobile competition also forced AT&T and Verizon to eliminate contracts and improve
their own data plans, an outcome often considered unlikely if AT&T had simply absorbed its
most aggressive competitor.

Another example is the NVIDIA / Arm merger announced in September 2020 and abandoned
in February2022. Nvidia argued, at the time of the merger, that acquiring Arm was the only
way to "accelerate the Arm ecosystem" and build an integrated Al "Superchip" combining an
ARM-based CPU with an Nvidia GPU for massive data center efficiency that could challenge
Intel and AMD.

The deal collapsed in early 2022 due to global regulatory pressure from The Federal Trade
Commission which had sued to block the merger in December 2021, the United Kingdom CMA
which raised "significant competition concerns" and the UK government which raised national
security grounds. The European Commission, which launched a "Phase 2" investigation in
late 2021, expressing skepticism over NVIDIA’s ability to remain a neutral partner. SAMR, in
China, was widely expected to either block the deal or impose extreme conditions.

After the collapse of the deal, Nvidia licensed the ARM architecture (as a customer rather than
an owner) and built the “Grace Hopper Superchip”. The Grace Hopper (GH200) and
subsequent Blackwell architectures delivered the exact integrated Al performance Nvidia
claimed would only be possible if it owned Arm. Arm also innovated independently, launching
its Neoverse V-series and CSS (Compute Subsystems), which now power the Al cloud
infrastructure of rivals like AWS and Google—a scenario regulators feared would have been
blocked under Nvidia's ownership.

Another example is provided by the lllumina / Pacific Biosciences merger in 2020 two
companies specialized in DNA sequencing (the process of determining the precise order of
nucleotides within a DNA molecule) using two different and complementary methods. lllumina
was the leader in "short-read" sequencing in which DNA is broken into small fragments which
are amplified and sequenced simultaneously whereas Pacific Biosciences was the leader in
“long read” sequencing in which single, long molecules of DNA are analyzed without breaking
them into tiny bits first (a method which had higher cost per sample compared to short-read).
The firms party to the merger argued that a "complete" view of the human genome required a
single platform and that PacBio lacked the resources to make long-read technology affordable
for the mass market. They claimed that only a merged giant could innovate fast enough to
reach the "$1,000” long-read genome.

The merger was examined by the Federal Trade Commission in the U.S. which decided
(unanimously) to challenge the merger, arguing that lllumina was trying to buy PacBio
specifically to eliminate a rising competitor. It was also examined by the CMA in the United
Kingdom which conducted an "in-depth" investigation and concluded that if the merger
happened, there would be less pressure to lower prices or invent better technology because
the two main "rivals" would now be on the same team. As a result, the merger was abandoned
in January 2020.

Subsequent to the abandoned merger, by 2023, both firms had products in the market that
were direct rivals, proving the merger was not "specific" to the innovation. lllumina launched
"lllumina Complete Long Reads" (formerly code-named Infinity) in March 2023, achieving long-
read capabilities on its existing hardware through software and molecular tagging, whereas
Pacific Biosciences independently launched the Revio system (also in March 2023), which
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drastically lowered the cost of long-read sequencing (to under $1,000 per genome)—the exact
price point they claimed only a merger could achieve.

5) Merger blocked because it would reduce competition, even though it was likely to
lead to an innovation

A last case deserves a mention: the case in which a (vertical) merger was blocked because it
could have restricted competition on innovation: the lllumina/ GRAIL merger.

In 2023 the U.S. FTC ordered lllumina, Inc, to divest Grail, finding that the acquisition of Grail
would stifle competition and innovation in the (future) U.S. market for life-saving cancer tests.

Grail makes non-invasive, early detection liquid biopsy tests that can screen for multiple types
of cancer in asymptomatic patients at very early stages, using DNA sequencing. GRAIL is one
of several competitors racing to develop and commercialize these life-saving liquid biopsy
tests. lllumina is the dominant producer of next-generation sequencing (NGS) platforms, which
are used to analyze genetic material from the blood samples drawn for MCED tests. These
tests could be used to detect multiple types of cancer, most of which are not screened for at
all today.

The FTC found that the acquisition would diminish innovation in the U.S. market for MCED
tests while increasing prices and decreasing choice and quality of tests.

It found that lllumina was, and would remain for the reasonably near future, the only viable
supplier of a critical input: NGS platforms necessary for MCED tests. Entry barriers prevent
rival platforms from competing with lllumina’s high throughput, high accuracy, and favorable
cost profile. The FTC then considered that if lllumina acquired GRAIL, it could easily foreclose
GRAIL’s competitors by raising their costs or withholding or degrading access to supply,
service, or new technologies—inputs on which MCED test developers rely. lllumina would also
have an incentive to do so because it stood to earn substantially more profit on the sale of
GRAIL tests than it does by supporting rival test developers.

Finally, the FTC’s Opinion rejected parties’ claim that the acquisition was likely to yield results
that save lives, noting that the efficiency projections were vague, self-serving, and unsupported

The European Commission prohibited the acquisition of GRAIL by lllumina arguing that this
merger would stifle innovation;- and reduce choice in the emerging market for blood-based
early cancer detection tests. Ms. Vestager, the EU Competition Commissioner, stated at the
time (%): “(...) we prohibited lllumina's implemented acquisition of GRAIL. In a race with other
companies, GRAIL is developing a blood-based early cancer detection test. If successful,
these tests will revolutionise our fight against cancer and help to save millions of lives. lllumina
is currently the only credible supplier of a technology allowing to develop and process these
tests. With this transaction, lllumina would have an incentive to cut off GRAIL's rivals from
accessing its technology,or otherwise disadvantage them. It is vital to preserve competition
between early cancer detection test developers at this critical stage of development.”

While there was still uncertainty about the exact results of the innovation race to develop a
blood-based early cancer detection test and the future shape of the market for early cancer
detection tests, protecting the current innovation competition was considered by the EU
Commission as crucial to ensure that early cancer detection tests with different features and
price points will come to the market.

26 EU Commission Press release Sep 6, 2022 : “Mergers: Commission prohibits acquisition of GRAIL by Illumina”
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These examples (and others not discussed here) show, first, that merging parties can present
inflated claims about the innovation benefits of their mergers (for example in the case of the
AT&T / T-Mobile merger (in the US), or in the Nvidia/Arm merger ( in the US,EU or UK) or in
the lllumina / Pacific Biosciences merger (in the UK and the U.S.) since in these cases
innovations were developed by the parties to the merger in spite of the fact that the merger did
not take place.

Second, what they also show is that competition authorities (at least in the U.S.) are, in some
cases, willing to accept mergers which are likely to lead to an innovation either if these mergers
do not limit competition, as in the Disney/Pixar merger or even if they are highly likely to restrict
price competition, as was the case in the formation of the United Launch Alliance, L.L.C. (ULA).

But, on the other hand, they also show the fragility of the analysis of competition authorities
with respect to the relationship between mergers and innovation.

Competition authorities routinely allow mergers which reduce innovation, such in the ATT/NCR
case in the EU or the Boeing/ Mc Donnell Douglas merger case in the U.S. and the EU or the
Hewlett-Packard/ Compaq merger case in the U.S.

Competition authorities also routinely block innovative mergers, with the effect of risking to
delay or prevent innovation, if they consider that competition is threatened, such as in the case
of the General Electric/ Honeywell merger in the EU, the Applied Materials and Tokyo Electron
merger case in the U.S. orin the case of the lllumina/ GRAIL merger in the EU.

They also show that occasionally competition authorities have divergent views about the
competition risk and innovation potential of the same transactions, such as in the Applied
Materials and Tokyo Electron (differences between the Bundeskartellamt and the U.S. DoJ).

Finally, what these examples show is that the relationship between concentration and
innovation is at best complex and may be ill understood by competition authorities. Maintaining
competition between firms trying to innovate does not necessarily promote innovation, as seen
in the case of the Applied Materials and Tokyo Electron merger, just as allowing an
anticompetitive merger may be the best guarantee of promoting an innovation, as seen in the
case of the United Launch Alliance.

In other words, the impact of mergers on innovation is highly context dependent and the
general approach to merger control favored until recently by European competition authorities,
which has consisted in assessing the impact of mergers on the structure of competition and
analyzing how this change in the structure of competition will affect the constraints and
incentives of the merging firms and their competitors, needs to be refined and complemented
by elements which describe the requirements for the innovation activity contemplated and the
specificities of the firms with respect to these requirements as well as the stochastic nature of
the innovation process.

This raises three questions about the relevance of competition law enforcement at a time
when innovation is widely perceived as crucial to economic growth. How important is it that
Competition authorities better understand the impact of mergers on innovation? If so, do they
have the tools necessary to implement such an analysis? How should they handle the
possible trade-off between static competition and innovation?

Il) Defending the Horizon: What Is Innovation and Why Antitrust Can't Afford to Ignore
It?
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"Innovation is the whim of an elite before it becomes a need of the public." Ludwig von Mises: Human
Action: A Treatise on Economics (1949)

To examine the relationship between competition and innovation, it is useful to start by
examining what is meant by innovation. This is useful not only to explore the relationship
between competition and innovation but also to think about how one can measure innovation
and assess the determinants of innovation.

A good starting point is the definition of innovation given by the OECD in the Oslo Manual (¥'):
"An innovation is a new or improved product or process (or combination thereof) that differs
significantly from the unit’s previous products or processes and that has been made available
to potential users (product) or brought into use by the unit (process)”. The Oslo Manual defines
more precisely product innovation and business process innovation. "A product innovation is
a new or improved good or service that differs significantly from the firm’s previous goods or
services and that has been introduced on the market. A business process innovation is a new
or improved business process for one or more business functions that differs significantly from
the firm’s previous business processes and that has been brought into use by the firm”.

Mc Kinsey & Company (%) proposes an alternative definition of innovation, inspired by
managerial literature on innovation. Innovation is: “the ability to conceive, develop, deliver, and
scale new products, services, processes, and business models for customers”.

One implication of these definitions is that innovation in the economic sense encompasses a
wide range of activities in addition to R&D, such as organizational changes, training, testing,
marketing and design (?°) for the new product and/or the new process to “be made available”
or to be brought into use by the firm.

In line with this approach, Andrews and Criscuolo (*°) distinguish three stages or phases in the
innovation process. In the first stage, firms invest in innovation to develop new ideas or adapt
new technologies; in the second, firms implement and commercialize these ideas; and in the
third phase, they realize the benefits from innovation by changes in market shares and
increased profitability. This third phase emphasizes the dynamic benefits from innovation that
occur through changes in market shares and the reallocation of resources. Their description
suggests that innovation itself modifies the structure of competition and that there is a feedback
effect from innovation to competition and that innovation can also create new markets, which
could allow the innovative firm to benefit from monopoly prices for a certain period of time.

If novelty and implementation are two defining characteristics of innovation, the OECD Oslo
Manual distinguishes three types of novelty: an innovation can be new to the firm, new to the
market or new to the world.

27 OECD/Eurostat (2018), Oslo Manual 2018: Guidelines for Collecting, Reporting and Using Data on Innovation,
4th Edition, The Measurement of Scientific, Technological and Innovation Activities, OECD Publishing,
Paris/Eurostat, Luxembourg. https://doi.org/10.1787/9789264304604-en

28Mc Kinsey & Company « What is innovation? », August 17, 2022

2 The Innovation Imperative: Contributing to Productivity, Growth and Well-Being, OECD Publishing, Paris
(2015)

30 2013), “Knowledge-Based Capital, Innovation and Resource Allocation: A Going for Growth Report”, OECD
Economic Policy Papers, No. 4, OECD Publishing, Paris
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The first concept covers the dissemination of an existing innovation by a firm — the innovation
may have already been implemented by other firms, but it is new to the firm (*').

However, it is generally considered that new-to-the-firm innovation, in aggregate, has its
greatest direct impact on firm productivity.

Innovations are new to the market when the firm is the first to introduce the innovation on its
market.

An innovation is new to the world when the firm is the first to introduce the innovation for all
markets and industries. New to the world innovation can involve systems of interrelated
inventions that feedback and reinforce one another as exemplified by the introduction of the
steam engine, electricity or computers (*?).

From a collective standpoint, the expected welfare gain of the third type of innovation
(innovation new to the world is more beneficial than the second type of innovation (innovation
new to the market) and the first type ( innovation to the firm) which covers the case of risk
averse imitators who wait for an innovation to have proved itself on a market to adopt it.

As a result, competition authorities generally consider only the first two types of innovation as
worthy of consideration.

There is a controversy in economic and managerial literature about the level of novelty which
is required for a new product or a new process to be considered an innovation from the point
of view of competition analysis.

As noted earlier, in its definition of an innovation, the OECD Oslo manual refers to “a new or
improved good or service that differs significantly from the firm’s previous goods or services”
and an “improved business process for one or more business functions that differs significantly
from the firm’s previous business processes”.

Along the same line, Carl Shapiro states (**): “Meaningful product innovation involves the
development of new products that are superior to, or at least significantly distinct from, existing
products. Meaningful process innovation involves the development or adoption of production
processes (broadly defined to include business methods) that significantly reduce costs”. (...)
The effect of changing a parameter measuring the degree of differentiation among products is
just not directly relevant to competition policy”. This statement creates a difficulty for the
consideration of innovation in competition analysis as there is no agreed definition of what is
significant and what is not.

31 Alfons Palangkaraya, Thomas Spurling, Elizabeth Webster What drives firm innovation? A review of the
economics literature, Centre for Transformative Innovation, April 2016: The authors note:” New-to-the-firm
innovations (...) can be dismissed as technology transfer, imitation, or copying. However, without the implied
changes and adaptations to different contexts, new-to-the-world innovations will have almost no effect on
productivity”.

32 see Alfons Palangkaraya, Thomas Spurling, Elizabeth Webster What drives firm innovation? A review of the
economics literature, Centre for Transformative Innovation, April 2016: “The most important type of new-to-
the-world innovations are ‘general purpose technologies’, such as electricity, the internet and transistors,
which open up new opportunities rather than offering complete, final solutions. These technologies have wide
applicability to downstream sectors, where they can be applied in a variety of contexts and enable other
technologies”

33 Carl Shapiro: “Competition and Innovation Did Arrow Hit the Bull’s Eye?” in “The Rate and Direction of
Inventive Activity Revisited”, Josh Lerner & Scott Stern, University of Chicago Press, 2012

16



Incremental innovation is innovation which introduces small, gradual improvements to existing
products, services, or processes, instead of creating something completely new. These
improvements often aim to increase functionality, efficiency, and overall quality. Implementing
small, gradual changes minimizes failure rates and allows the firm to pursue innovation without
committing to significant, high-risk investments that could threaten its stability.

Disruptive innovation seeks to introduce a new product or service that fundamentally alters the
competitive landscape on an existing market, often by targeting underserved or overlooked
market segments. An example would be the development of ride-hailing platforms which
disrupted the taxi industry.

Radical innovations, on the other hand, involve a departure from existing norms and
conventions, introducing breakthrough technologies or concepts that redefine industry
paradigms and often opens up whole new markets. Radical innovation is a high-risk activity
which has the potential to drastically alter markets. It introduces a distinct set of attributes than
those already valued by consumers and which normally reduce or significantly alter market
shares of incumbent firms in existing markets or create new markets and business models. An
example is the advent of smartphones which revolutionized communication.

Acemoglu and others (**), studying the role of managers in the innovation process, suggest
that whereas both types of innovation contribute to an increase in productivity, the contribution
of radical innovation to economic growth is much more important because incremental
innovation eventually runs into diminishing returns whereas radical innovations “create new
technology clusters and enable another series of incremental innovations”.

Looking at the competition-innovation interface, reveals that incremental innovation is a low-
risk activity, often the result of competitive pressure and prompted by the desire to differentiate
the firm’s product from its competitors’ products or services or to improve their attractiveness.
Incremental innovation presumably improves the attractiveness of the innovating firm'’s
products compared to competing products in the market.

Radical or disruptive innovations, on the other hand, are a much riskier activity than
incremental innovation, have a greater potential to lead to further increases in consumer
surplus in the future and to reshape the nature and the structure of competition by transforming
existing markets and/or creating entirely new markets. They are more likely than incremental
innovation to confer a substantial degree of market power to the innovating firm for a period of
time. In other words, the stakes in terms of consumer benefits, in terms of market power and
in terms of change to the competition landscape are potentially much higher than with
incremental innovation.

However, some managerial literature authors have argued that the distinction between
incremental innovation and radical or disruptive innovation is insufficient and possibly
misleading. For example, Henderson & Clark () argue that this distinction does not account
for the: ”... sometimes disastrous effects on industry incumbents of seemingly minor
improvements in technological products”. They focus on what they call “architectural
innovation”, which they define as innovation that changes the architecture of a product without
changing its components. Architectural innovation “...involves reconfiguring existing
components within a business to deliver new value to customers and potentially create a new

34 Daron Acemoglu, , and Murat Alp Celik : “Radical and Incremental Innovation: The Roles of Firms, Managers,
and Innovators”, American Economic Journal: Macroeconomics, July2022, 14(3): 199-249

35 Rebecca M. Henderson and Kim B. Clark : “From Architectural Innovation: The Reconfiguration of Existing
Product Technologies and the Failure of Established Firms”, Administrative Science Quarterly, Mar., 1990, Vol.
35, No. 1, Special Issue: Technology, Organizations, and Innovation (March 1990), pp. 9-30
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market. It focuses on redesigning the structure or architecture of products, processes, or
systems to enhance performance or functionality” (%).

Henderson & Clark also argue that: “architectural innovations destroy the usefulness of the
architectural knowledge of established firms, and that since architectural knowledge tends to
become embedded in the structure and information-processing procedures of established
organizations, this destruction is difficult for firms to recognize and hard to correct. Architectural
innovation therefore presents established organizations with subtle challenges that may have
significant competitive implications”. In particular, new entrants to the industry may exploit the
potential of architectural innovation much more effectively, since they are not dependent on a
legacy of embedded and partially irrelevant architectural knowledge.

A classic example of architectural innovation, cited by Clayton Christensen (¥7), is the
emergence of the 8-inch drive for computers. When they were first developed, as their
performances were worse than those of the 14-inch drives which had higher storage and lower
cost-per-megabyte, they were shunned by incumbent firms like IBM which sold very large
mainframe computers and saw no reason to use the 8-inch drives. But the 8-inch drives
enabled a new "architecture" of computing because they were smaller and required less
cooling. With 8-inch drives, computers could fit in an office room rather than requiring a
dedicated computer room. This allowed the development of the mini-computer. Eventually 8-
inch drive capacity was improved so much and the mini-computer developed so widely that
the 14-inch drive market disappeared.

This suggests that some innovations which are incremental may in fact eventually be the basis
of profound progress and challenges to industry incumbents. Therefore, when we think about
the interaction between competition and innovation, we should be aware that when marginal
innovations can lead to a reconfiguration of the interaction between the components of the
dominant technological architecture in the industry they may, in fact, have crucial implications
for the structure and the competitive conditions of this market.

The example of the 8-inch drive is also interesting to evaluate Carl Shapiro’s statement that
product differentiation is an insignificant contribution to innovation and that the innovations that
we should be concerned with are innovations which significantly improve the quality of existing
products or processes. First, when it was developed, the 8-inch drive was superior to the 14
inch-drive because it was more compact. But, at the same time, it was clearly inferior in terms
of capacity and cost-per-megabyte. Therefore, the assessment as to what is a significantly
superior product is often difficult to make because products have multiple characteristics (and
clearly the incumbent firms did not recognize that the 8-inch drive was a superior product
because they had no need for it in their large mainframe computers). Assessment may change
if we consider that the drive is a component in a larger product-system (the computer) and that
the architecture of this larger product-system may significantly be changed by a marginal
change in the component. This suggests that the significance of the innovation may require
that one considers the relationship between the product and the larger product-system in which
it is integrated. Third, in the case of the 8-inch drive, a succession of improvements over time
led to an increase of its capacity and a drastic reduction of its cost per-megabyte. This suggests
that the assessment of the significance of the innovation may vary over time and may not be
entirely predictable at the time the innovation first reaches the market. In other words, a static

36 Examples suggested by Henderson & Clar include modularization, platformization, or reengineering
processes to improve efficiency and flexibility
37 Clayton Christensen: “The Innovator's Dilemma: When New Technologies Cause Great Firms to Fail”
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analysis of the value of the innovation at the time of its development may be insufficient to
assess its true significance.

For all the above reasons, if competition authorities must evaluate the potential benefits of a
claimed innovation, they should follow a case by case analysis investigating: the scope of the
innovation (new for the firm, for the industry or for the economy), the nature of the innovation
(disruptive/ radical or incremental), the nature of the product or the process which will benefit
from the innovation and, when the product or the process benefitting from the innovation is a
component of a larger product or process, whether the innovation is also likely to change the
architecture of the larger product.

This leads to the second sub question: Why should competition authorities care about
innovation?

There are essentially three reasons for which competition authorities should care about
innovations.

The first reason is that innovation has become a crucial dimension of competition and of the
economic performance of market economies. Whereas price competition was the predominant
form of competition, and cost effectiveness the predominant perceived element of performance
of competitive markets until the turn of the century, competition through innovation has since
become an equally important (and in some sectors a more important) dimension of competition
and of economic performance. Thus, one can no longer talk meaningfully about competition
without including an analysis of the innovation effect of mergers.

From the mid-1980s until the financial crisis of 2008 the world experienced a period of great
stability and the golden age of globalization. The prevailing view was that the economic
problem had been solved. The developed world experienced a dramatic reduction in the
volatility of both inflation and real GDP growth, with infrequent and mild recessions. The
"Washington Consensus” assumed that every country would eventually adopt Western-style
democratic capitalism and that all countries had an incentive to trade peacefully. It did not
matter where a chip was designed or a battery was made, as long as it was cheap. The main
economic objective with respect to market policies was to make production as cost efficient as
possible and the promotion of market competition through deregulation or regulatory reform,
trade liberalization and competition law were the dominant economic policies.

As a result, competition law expanded geographically and substantively in the 1990s and the
early 2000s as a complement to trade liberalization. Indeed, trade negotiators wanted to
ensure that private restraints to trade (such as exclusionary abuses of dominance by local
dominant firms in the country of import or import cartels) would not replace the governmental
restraints to trade eliminated by trade negotiations and were pushing for the adoption of local
competition laws and the creation of independent competition authorities as a condition for
liberalizing trade.

In this context, innovation (and industrial policy) were mostly supplementary tools for
enhancing firms’ productivity (for example by helping firms adopt computers and the internet
to make the economy run faster) and for remedying cases of market failures.

But the economic and political context changed dramatically toward the end of the first decade
of the 21st century and we now live in a world quite different from the world of the end of the
20th century. Our present world is more volatile, fragmented, and technologically complex and
innovation has become more critically important to economic policy than it was 30 years ago.

The perceived unfairness of international competition (largely due to the fact that trade was
liberalized through negotiations among countries which had vastly different economic and
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social systems and to the lack of complementary policies facilitating the geographical or
professional mobility of workers displaced by international competition) has created a backlash
in developed countries against trade liberalization.

Furthermore, the financial crisis of 2008, the COVID-19 pandemic of the early 2020’s, and,
more recently, the wars in Ukraine and in Iran have proved that "just-in-time" global supply
chains, which were the creations of trade liberalization and international competition, are very
fragile.

Governments are now keen on ensuring that they have domestic capacity for "foundational"
goods (chips, medicine, energy) so they are not, held hostage by global shocks

Additionally, decarbonizing the world economy has, for many countries, become an urgent
necessity which also requires massive investments and the development of new technologies
for green hydrogen, carbon capture, solid-state batteries, and nuclear fusion in order to re-
engineer entire industrial bases.

Artificial Intelligence is now seen as a "General Purpose Technology" akin to electricity.
Governments fear that whoever leads in Al leads the world. As a result, being able to innovate
in Al has become an issue of national security as well as a guarantee of strategic
independence and a requirement for economic development. Governments are stepping in as
"investors of first resort" to ensure they do not lose the next industrial revolution.

We have also seen the reemergence of protectionist measures and of policy measures
designed to shelter national producers from international competition. For example, China’s
state-led model (investing heavily in electric vehicles and green tech) forced Western nations
to respond. The U.S. or EU engaged in their own industrial policies (like the U.S. Inflation
Reduction Act), for fear of being permanently shut out of the most important industries of the
21st century.

As the appetite for trade liberalization has declined, and as competition between countries has
increased, the support for a narrow approach to competition law enforcement, essentially
concerned with price competition at the domestic level, which was fully consistent with the old
economic order, has given way to new concerns.

Efficiency as an economic goal of the market economy has had to contend with another goal:
the promotion of innovation in order to support economic growth and resilience to guarantee
economic independence.

This means that now the expectation is that competition law enforcement will contribute to the
development of a vibrant economy in which competition through innovation will complement
price competition.

There has been some resistance from competition authorities to this evolution. They have
argued that economic orthodoxy and legal predictability were the most important reasons to
keep their focus on a short term and static approach to the protection of consumer welfare.

Competition authorities have been tempted to present the evolution of competition law toward
a more dynamic approach as a watering down of competition law enforcement principles or a
political capture of politicians by large and economically powerful firms. However, they have
failed to recognize that the issue is not that they should be more permissive toward mergers.
Indeed, as we saw earlier, competition authorities have in the past allowed mergers which
clearly had a deleterious effect on innovation and on consumer welfare.
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The issue now raised is to ensure that the impact of mergers on competition in innovation is
examined together with the impact of these mergers on price or quantity competition, so that
the assessment of whether or not the mergers are pro-competitive or anti-competitive is based
on a comprehensive analysis of the different, but complementary, dimensions of competition.

The second reason for which competition authorities should be concerned with the impact of
mergers on innovations is that innovations increase consumer welfare and that the
maximization of consumer welfare remains the crucial goal of competition law enforcement.

For something new to be qualified as an innovation, it has to be commercially successful. This
means that either the product innovation will better satisfy a need than previous alternatives| or
that it will satisfy a new need or a need which was not previously satisfied. In these cases,
innovation increases the welfare of consumers. Process innovation can increase a firm'’s
productivity on existing markets and reduce the cost of goods and services and therefore
intensify competition.

Competition law is concerned with protecting the welfare of consumers and therefore must be
concerned about innovation.

It may be that a merger has opposite effects on the various dimensions of competition. If that
is the case, competition authorities must weigh up between these opposite effects, taking into
consideration both their expected magnitude and their likelihood.

This problem is not new but needs to be revisited. For example, in 2013, the OECD
Competition committee analyzed a closely related issue (*): “the role (and measurement) of
quality in competition analysis”. The summary of the discussion then stated: “The Roundtable
identified the question of quality effects in the merger control context as one of the most
vexatious—and still unresolved—issues within this topic. In particular, trading off between
quality effects and price effects raises particular issues. In merger cases, potential positive
effects on quality are often invoked as a resulting efficiency that justifies any collateral
anticompetitive price effects. This includes the potential for the merged entity to engage in
greater innovation, through, for example, research and design synergies, or enhanced profits
generated by scale economies, although the relationship between market concentration and
innovation also remains somewhat ambiguous. Conversely, potential negative effects on
quality and product choice post-merger can lead a competition authority to prohibit a proposed
transaction, or to seek to have it overturned subsequently. In certain merger cases, competition
authorities may therefore be required to carefully balance any pro-competitive potential
impacts on product quality and innovation against negative effects on price. The analysis of
such cases may benefit from reliable and sufficiently operational approaches to the
assessment of quality for the purposes of competition analysis”.

The issue is thus not an issue of principles but an issue of finding the right approach to deal
more completely with the different dimensions of competition.

At the analytical level, the relationship between the promotion of market competition and the
generation of innovation is complex. The framework about this question was originally set by
the Schumpeter-Arrow debate in the early 60s in which Schumpeter argued that monopoly and
large scale promote investment in research and development by allowing the firm to capture a
larger fraction of its benefits and by providing the firm with a greater capacity to take risk and

38 OECD Competition Committee, “The Role And Measurement Of Quality In Competition Analysis,
DAF/COMP(2013)17, 28 Octobre 2013,
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invest in R&D, while Arrow argued that firms exposed to competition had a greater incentive
to invest to escape competition.

Since then, many economists have looked at this issue (*®) but have often arrived at different
conclusions. Richard Gilbert observed (*°):” As a general statement, the incentive to innovate
is the difference in profit that a firm can earn if it invests in R&D compared to what it would
earn if it did not invest. These incentives depend upon many factors including: the
characteristics of the invention, the strength of intellectual property protection, the extent of
competition before and after innovation, barriers to entry in production and R&D, and the
dynamics of R&D. Economic theory does not offer a prediction about the effects of competition
on innovation that is robust to all of these different market and technological conditions.
Instead, there are many predictions and one reason why empirical studies have not generated
clear conclusions about the relationship between competition and innovation is a failure of
many of these studies to account for different market and technological conditions”.

For competition authorities, there are thus risks of misapprehending the relationship between
competition and innovation when they control mergers. One risk can be that they err on the
side of protecting competition and consumer surplus in the short run when larger size or market
power would have increased the incentives and/or the capacity of the merging firms to develop
an innovation whose benefit would have outweighed the loss of consumer surplus due to the
increase in market power. A symmetrical risk would be for the competition authority to allow
anticompetitive mergers on the basis of unjustified claims that they will promote innovation
when they will either dampen the innovation capacities of the merging firms or of their
competitors compared to what would have happened barring the merger or be used to
strategically kill an innovation that threatens the business model of the firm initiating the
merger.

The intensity of the debate on how to avoid these risks has been revived because, as
previously mentioned, we are in a phase of intense technological change with rapid
development of new technologies in various sectors of activity such as communication and
mobile, artificial intelligence and computing, health care and biotechnologies etc., sectors in
which merger activity is intense and is often initiated by some of the largest and most powerful
firms in these markets.

As will be suggested further on, an exhaustive and pragmatic analysis of the effects of a merger
on the incentives and the capabilities of the merging firms and their competitors to innovate is
possible.

The third reason that competition authorities should analyze the effects of the transaction on
innovation in their analysis of the competitive impact of mergers is that each innovation is a
permanent addition to human economic capacities. Promoting competition eliminates practices
or transactions that could lead to a misallocation of current resources. Innovation increases
consumer surplus through an increase in the stock of knowledge and therefore it increases the
resources of society, which leads to an increase in the surplus of consumers.

Furthermore, innovation is the predominant source of economic growth. Having studied the
period from 1995 to 2013, the OECD estimates (*') that “different components of innovation

39 Notably Frederic M. Scherer and Philippe Aghion

40 Richard Gilbert, “Looking for Mr. Schumpeter: Where Are We in the Competition-Innovation Debate?”
NBER 2006 URL: http://www.nber.org/chapters/c0208 and competition and Innovation

Richard Gilbert Journal of Industrial Organization Education, 2006, vol. 1, issue 1, 1-23

41 OECD, “The Innovation Imperative: Contributing to Productivity, Growth and Well-Being” October 2015
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together often account for at least 50% of economic growth”. As stated in the literature (*):
“Knowledge is the only original factor of production that truly accumulates and is therefore the
only factor that can cause a continual growth in output per worker”. The benefit of innovation
which adds to our stock of knowledge and abilities is permanent and cannot be reversed.

For competition authorities, there are various risks of misapprehending the relationship
between competition and innovation when they control mergers. One risk can be that they err
on the side of protecting competition and consumer surplus in the short run when larger size
or market power would have increased the incentives and/or the capacity of the merging firms
to develop an innovation, the benefit of which would have outweighed the loss of consumer
surplus due to the increase in market power. A symmetrical risk would be for the competition
authority to allow anticompetitive mergers on the basis of unjustified claims that they will
promote innovation when they may either dampen the innovation capacities of the merging
firms or of their competitors compared to what would have happened barring the merger or
may be used to strategically kill an innovation that threatens the business model of the firm
initiating the merger.

The concern to find the right balance between the protection of competition and the possibility
of innovation is not new in competition law. For example, in 1992 Frank Easterbrook famously
wrote (*3): “"An antitrust policy that reduced prices by 5 percent today at the expense of
reducing by 1 percent the annual rate at which innovation lowers the cost of production would
be a calamity. In the long run a continuous rate of change, compounded, swamps static
losses."

The intensity of the debate on how to avoid these risks has been revived because, as
previously stated, we are in a phase of intense technological change with rapid development
of new technologies in various sectors of activity, such as, artificial intelligence and computing,
health care and biotechnologies etc., sectors in which merger activity is intense and is often
initiated by some of the largest and most powerful firms in the markets.

Ill) Flawless Theory, Flawed Mergers: The Blind Spot in Antitrust Profit-Maximizing
Assumptions

"In theory, there is no difference between theory and practice. In practice, there is." Yogi Berra: The Yogi
Book: | Really Didn't Say Everything | Said! (1998)

To the extent that competition analysis in merger control remains the traditional micro-
economic model of the firm, it rests on various simplifying assumptions which are problematic,
particularly when moving away from price competition toward competition through innovation.

Furthermore, these implicit assumptions in the traditional micro-economic model of the firm
are difficult to square with numerous empirical economic studies on merger performances.

The implicit assumptions of the micro-economic model of the firm are, first, that the merging
firms seek to maximise profits and, second that if the changes in the structure of the market

42 Alfons Palangkaraya, Thomas Spurling, Elizabeth Webster : What drives firm innovation? A review of the
economics literature Centre for Transformative Innovation April 2016

43 Frank H. Easterbrook “ Ignorance and Antitrust”, in “Antitrust, Innovation, and Competitiveness” ,Thomas M.
Jorde & David J. Teece eds., 1992).
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induced by the merger permits it, they will revise their strategies to reach a new level of profit
maximization.

Competition authorities that rely on this model then try to assess whether the mergers they
consider modify the structure of the market in which the firms compete in such a way that
structural competition will be reduced (for example, if market concentration or barriers to entry
will be increased by the merger) or whether the merger modifies the way in which the firms on
the market (both the merging firms and their competitors) may strategically interact (for
example, whether a vertical integration between two merging firms may lead them to foreclose
their competitors either upstream or downstream) in order to maximise their profits. This leads
the competition authority to assess whether the merging firms are likely to restrict competition
on the market and, if this is so and there are no merger efficiencies which meet the strict criteria
set by the Commission, the competition authority will consider that it is more likely than not that
there will be a restriction to competition.

For example, the concern about the fact that two firms engaged in parallel R&D projects on
the same topic will reduce their R&D expenditure once they have merged, in order to avoid the
negative externality that each research project imposes on the other one, is based on the
assumption they will want to maximize their profits.

There are two problems with this approach. The first ene is that it is difficult to reconcile the
hypothesis that profit maximization is a common determinant of mergers with the well-
established fact that, on average, mergers do not improve the economic performance of the
merging firms. Second, as we have seen previously, competition authorities do not seem to be
able to anticipate which mergers will be successful and which will fail to generate dynamic
efficiencies (*).

Both the hypothesis that one can assume that the merging firms maximise their profits after
the merger and the hypothesis that the merging firms have the capacity to implement their
profit maximizing strategy are challenged by economic literature.

Over the last 50 years, a very large number of economic studies of mergers and acquisitions,
in many different countries, either comparing the performances of the merging firms before the
merger and the performances of the merged firms after the merger or comparing the

4 An interesting example is provided by the AOL/ Time Warner merger in the US in 2000. The merger was to
combine the largest Internet service provider ("ISP") in the US, and Time Warner Inc. ("Time Warner"), a media
conglomerate comprising a cable television system servicing about 20 percent of U.S. cable households, and
various cable-programming networks, publishing and recording interests, and film libraries. Time Warner had
unmatched, premium content (Warner Bros. studios, HBO, CNN, Time magazine) but lacked digital distribution.
AOL had the world's largest online user base (26 million dial-up subscribers) but lacked content. In December

2000, the FTC approved the merger but attached strict conditions. The FTC was concerned “that the merger of
these two powerful companies would deny to competitors access to this amazing new broadband technology”
( FTC Press release). The merger turned out to be a disaster. By 2002, the company reported the largest
corporate loss in history at the time ($99 billion loss), primarily driven by writing down the value of AOL. In
2003, the "AOL" name was stripped from the corporate masthead, and by 2009, Time Warner officially spun
AOL off as an independent company valued at a mere fraction of its original price. Most observers faulted the
execution of the merger or its timing however, rather than the logic behind the merger itself. The two
companies had very different corporate cultures and there was serious friction after the merger between AOL
executives and employees and Time Warner executives and employees. Very few executives from either
company had been in on the merger negotiations and Time Warner executives in particular (other than the
very few who worked on the merger) were reluctant to work with AOL. In fact, the original idea behind the
merger, pairing Time Warner’s content with AOL’s delivery capabilities was turned on its head — the AOL
website was the one place that Time Warner content could not be found.
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performances of the merged firms with that of similar non merging firms in the same market,
have consistently highlighted a "merger paradox": the profitability of the merged firms is
affected by a wide variance and is often inferior to the profitability of the parties which merged
before the merger or to the profitability of similar non merging firms in the same market. These
results are robust across countries and across time.

As an example, Anup Agrawal, Jeffrey F. Jaffe and Gershon N. Mandelker writing in 1992 (“°)
analyze the five-year post-merger performances of a nearly exhaustive sample of mergers by
NYSE acquirers and NYSE/AMEX targets between 1955 to 1987. They find “that stockholders
of the acquiring firms suffer a statistically significant wealth loss of about 10% over the five
years following the merger completion. This finding is robust to a variety of specifications and
does not seem to be caused by changes in beta following the merger. Therefore, we conclude
that the efficient-market anomaly of negative post-merger performance highlighted in Jensen
and Ruback (1983) is not resolved. (....). At this point, we do not know what causes the large
negative returns after the merger”.

More recently(*¢), Baruch Lev and Feng Gu (2024) analyzed a sample of 40,000 transactions
around the world over a 40-year period and found that 70% to 75% of M&A deals fail (which is
twice the 36% failure rate for internal projects). They found that these results could be due to
a number of factors including:

-distorted incentives of commission-hungry investment bankers and of the CEOs of the
merging companies who receive immediate transaction bonuses for completing such
transactions, but are not penalized if the transactions fail;

-extreme corporate complexity which causes severe organizational disruption and
management distraction that scales much faster than the firm’s actual capacity to handle the
integration;

-failure to effectively blend software systems, logistics, product portfolios, and supply chain
fractures into daily corporate operations. Without a highly calculated, frictionless integration
blueprint, the expected "synergies" seem to evaporate.

-corporate friction, and cultural displacement which routinely trigger mass departures of key
personnel.

As another example, a 1997 study by Andrew P. Dickerson, Heather D. Gibson and Euclid
Tsakalotos(*’), that reviewed a large panel of UK-quoted companies observed over a long time
period (1948-1977), suggests that : “acquisitions have a detrimental impact on company
performance and that company growth through acquisition yields a lower rate of return than
growth through internal investment”. The authors refer to the works of Edith Tilton Penrose (“8)
and of Robin Marris (*°) who modernized the theory of the firm and assumed that growth is an
explicit objective of the firm's management because of the benefits it brings (power, prestige,
larger salaries, etc.) and argue that profit maximization may well be sacrificed for greater
growth. Mergers could thus be motivated by the desire to accelerate growth ; the poor

% Anup Agrawal, Jeffrey F. Jaffe and Gershon N. Mandelker: “The Post-Merger Performance of Acquiring Firms:
A Re-Examination of an Anomaly”, The Journal of Finance, Sep., 1992, Vol. 47, No. 4 (Sep., 1992),

46 Baruch Lev and Feng Gu,”The M&A Failure Trap: Why Most Mergers and Acquisitions Fail and How the Few
Succeed” 2024, Wiley.

47Andrew P. Dickerson, Heather D. Gibson and Euclid Tsakalotos : The Impact of Acquisitions On Company
Performance: Evidence From a Large Panel of Uk Firms, Oxford Economic Papers 49 (1997), 344-361

“8Edith Tilton Penrose, The Theory of the Growth of the Firm, Oxford University Press, 2009

49 Robin Marris, “ The Economic Theory of 'Managerial' Capitalism”, Springer, 1964
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performance of mergers compared to internal growth could be due to a number of reasons,
such as the fact the acquired investment may well have designed something which differs from
what is acquired, the acquired assets may turn out to have problems of their own, or the fact
that there may be difficulties integrating the acquired assets into the existing organizational
structure of the acquirer.

The fact that the results mentioned above are robust across countries can be illustrated by
studies such as the comparative analysis of financial performance trends between mergers
and non-mergers in similar sectors in China undertaken by Yi Zhang,Tong Lin and Yuanbo
Qiao (%°). Their study reveals that M&As in China often decrease financial performance scores
of mergers compared with non-mergers. They attribute the underperformance of the merged
firms to two factors, one of which is the suboptimal post-acquisition integration which impedes
the realization of anticipated synergistic effects.

A second example is the analysis undertaken by Jon Edrick and Andi Wijaya (') of the
performances of mergers by firms listed on the Indonesian stock exchange during the period
2018-2021. They find that no significant difference exists between the return on assets or the
return on equity on company performance before and after mergers and acquisitions. They
note that these results are consistent with five previous studies: “all of whom concluded that
return on equity did not vary significantly either before or after M&A activity”.

In 2004, David R. King, Dan R. Dalton, Catherine M. Daily and Jeffrey G. Covin (°2) employed
meta-analytic techniques to empirically assess the impact of the most commonly researched
antecedent variables on post-acquisition performance. They analyzed 93 published studies,
looking at both stock and accounting measures of post-acquisition performance. They
concluded: “Empirical research has not consistently identified antecedents for predicting post-
acquisition performance (...) We find robust results indicating that, on average and across the
most commonly studied variables, acquiring firms’ performance does not positively change as
a function of their acquisition activity, and is negatively affected to a modest extent”.

These authors noted a wide variance in the results of mergers and that existing models failed
to clearly identify the determinants of successful mergers.

They made two suggestions to better anticipate the post-acquisition performance of mergers:
first, they suggested that that if M&A activity is motivated by factors other than financial
performance (such as the use of acquisitions to manage environmental or technological
uncertainties, or the pursuit of growth to decrease organizational vulnerabilities), it should not
be surprising that acquisitions on average do not lead to higher financial performance. Second,

%0 Yi Zhang,Tong Lin ,Yuanbo Qiao, “Impact of mergers and acquisitions on firms’ performance adjusted to
business cycle fluctuations in China”, January 2025, Plos One, 20(1), e0318024.

51 Jon Edrick, Andi Wijaya, “Comparative Analysis Of Company Performance Before And After Mergers And
Acquisitions In Company Listed On IDX, 2018-2021", International Journal of Application on Economics and
Business (IJAEB) Volume 1, Issue 3, 2023. https://doi.org/10.24912/ijaeb.v1.i3.1537-1547 1537

52 Major David R. King, Dan R. Dalton, Catherine M. Daily, Jeffrey G. Covin Meta-analyses of post-acquisition

performance: indications of unidentified moderators, Strategic Management Journal, Volume25, Issue2,
February 2004
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they suggested that concepts such as parenting advantage (°®), complementary resources (*),
or absorptive capacity (*°): “may better focus research attention toward those tangible effects
and variables that must be operating or aligned in order for synergy to be realized”. They add:
“In short, the high level of conceptual abstraction introduced by building post-acquisition
performance research models around the concept of synergy, rather than its more specific
determinants, may have contributed to the difficulty researchers have experienced in creating
models that garner empirical support”.

Overall, these consistent results across time and countries raise major questions about the
adequacy of the methodology used by competition authorities. Indeed, what they suggest is
that in most cases merging firms do not maximize profits and/or do not have the capability to
successfully implement their strategy.

This means that applying a reasoning based on the hypothesis that merging firms’ goal is to
maximize their profits and that the fact that they (in all cases) have the capability to implement
their strategy cannot, by itself, provide competition authorities with the adequate tools to find
out which mergers are problematic because they are “more likely than not” to restrict
competition on prices or on innovation.

IV) Re-engineering Merger Control Around What Firms Want and Can Do

"Failure is the opportunity to begin again more intelligently." Henry Ford, The Crowther Interviews (1922)

As the studies previously reviewed show, there are two sets of issues with respect to merger
control which require further elaboration. First, the objectives of merging firms may be different
from what the simplified micro-economic model of the firm assumes; second merging firms
may not have the capabilities to achieve the efficiencies that they anticipated.

These two questions are particularly relevant with respect to the effect of mergers on
innovation because the economics of innovation is a complex and little-known, topic.

The first question concerns the effect of the merger on the constraints and incentives of the
merging parties and their competitors to compete on innovation.

The mantra of competition authorities and the EU Commission has been, for a long time, that
competition promotes innovation (%¢) and that horizontal mergers can be presumed to be
anticompetitive, subject to the proof (that the parties must provide) that a particular horizontal

53 Campbell, Goold, and Alexander, The Value of the Parent Company, California Review of Management, 1995

54 Jeffrey S. Harrison, Michael A Hitt, Robert E Hoskisson, R. Duane Ireland: “Synergies and Post-Acquisition
Performance: Differences versus Similarities in Resource Allocations” Journal of Management 17(1)February
1991:173-190

55 Shaker A. Zahra , Gerard George, “Absorptive Capacity: A Review, Reconceptualization, and Extension”The
Academy of Management Review , Vol. 27, No. 2 (Apr., 2002), pp. 185-203

56 See for example OECD Competition: “Well-designed competition law, effective enforcement and
competition-based economic policy promote consumer welfare and economic growth while making markets
more flexible and innovative. Competition also provides powerful incentives for businesses to innovate and
helps drive technology adoption” (available at https://www.oecd.org/en/topics/competition.html)
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merger contribution to innovation will compensate any consumer detriment due to the
restriction of competition.

The legitimacy of this presumption was hotly debated in the European Union in the wake of
the Dow Dupont merger review by the European Commission in 2017 (57). This merger
between two important firms in the agrochemical sector was found to be anticompetitive and
likely to reduce innovation. The merger was authorized by the Commission subject to
divestments by the merging parties of the DuPont pesticide businesses, DuPont's global R&D
organization and assets in Dow's petrochemical business.

In this case, the Commission rejected the claim of the parties that “analysis of innovation is
different than the analysis applicable to price competition, and that there can be no
presumption that a merger between competing firms would result in a reduction in innovation”.

Giulio Federico (a member of the EU Commission economist team at the time of the Dow
Dupont merger decision) stated (%) :

“A merger simultaneously affects innovation competition and product market competition. The
suppression of competition between the merging firms at both stages of competition results in
an increase of market power.

“A merger between rival innovators internalizes the innovation externality between the merging
firms. After the merger, the common owner of the two firms will take into account the fact that
innovation by one of the two firms will reduce the expected profits of the other firm (and vice-
versa). This diversion negatively affects both pre-innovation profits (on current products), and
post innovation profits (on future, improved products).

“This effect is internalized with the merger, increasing the opportunity cost of innovation for
each of the merging parties. The higher opportunity cost of innovating unambiguously
depresses the innovation incentive of the merging firms”.

“Furthermore (...) The product market competition channel, by increasing post innovation
prices, reduces the extent to which the benefits of innovation are passed-on to consumers (for
any given level of innovation)”.

“Therefore, both the innovation competition and the product market competition channels
contribute to the loss of future competition between the merging parties. The interplay of the
two channels affects the nature of this loss of competition. It determines in particular whether
the loss of future competition manifests itself only or primarily through higher future prices (i.e.
a lower pass-on to consumers of the future benefits of innovation), or through a combination
of lower innovation effort and less intense future product market competition. The existing
economic literature suggests that the second scenario is the more likely one”

Giulio Federico acknowledged, however, that a merger can affect the degree of appropriability
by eliminating the risk of imitation between the two merging parties. The merger internalizes
this positive externality, thus increasing innovation incentives for the merged entity. And he
also indicated that: “A merger may also give rise to pro-competitive effects on innovation that
are not fully captured under the appropriability channel. For example, it may increase the
productivity of R&D by bringing together complementary R&D assets and/or by enabling cost
synergies.”

57 Case M.7932 — Dow / Dupont 27/03/2017
8Giulio Federico: “Horizontal Mergers, Innovation and the Competitive Process” October 2017 8:10 Journal of
European Competition Law and Practice
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Jorge Padilla (%°), referring to the work of a number of economists who have reacted to the
justifications offered by the Chief Economist’s team members commenting on the Dow Dupont
merger decision (%°), essentially argues that the three effects of a horizontal merger effect on
innovation identified by these authors go in different directions: the margin expansion effect
decreases innovation incentives; the demand expansion effect increases such incentives; and
the innovation diversion effect is ambiguous, with the result that when the three effects are in
operation simultaneously, the merger can have a positive or a negative impact on incentives
to innovate.

In addition, Jorge Padilla notes that a horizontal merger: “may also cause an increase in
innovation if it gives rise to efficiencies”. Such efficiencies could result from economies of scope
or scale in production (which would increase innovation through a positive margin expansion
effect) or efficiencies in innovation (due to economies of scale and scope lowering R&D costs
defrayed over a greater total volume or a greater number of products), or R&D cost savings
due to the avoidance of the duplication of investment or the combination of complementary
R&D assets of the merging parties.

Overall, he concludes (together with other economists, as we shall see in the next section) that
there is no basis for a presumption of harm to innovation due to horizontal mergers and that a
case-by-case analysis is required.

The interesting aspect of this debate is that it has had an echo with competition authorities
which have become more sensitive than-they-used-te-be-to the necessity of a careful case by
case analysis of possibly contradictory effects of horizontal mergers on the innovation
incentives of the merging firms and their competitors.

A good example of this was provided by the Japanese Fair Trade Commission 2023
contribution to the OECD Competition Committee debate on the role of Innovation in
enforcement cases (°"). In this contribution the Japanese Fair Trade Commission comments
the result of a study group it has had convened to provide the agency with a systematic analysis
of the potential effects of mergers (horizontal, vertical and conglomerate) on innovation.

While the JFTC stated that it has yet to operationalize this research, it is clear that the JFTC
and most competition authorities of OECD countries are now aware of the necessity to
consider various effects going in different directions on a case-by-case basis in order to have
an informed opinion on the effect of a concentration on innovation.

It remains to be seen whether this will lead these competition authorities to do away with the
presumption of competitive harm to innovation for horizontal mergers (which is still debated in
competition literature).

The second question concerns the consideration of the strengths and weaknesses of particular
firms, with respect to innovation, in the control of mergers in high tech industries.

5%Jorge Padilla, “Revisiting the Horizontal Mergers and Innovation Policy Debate”, Journal of European
Competition Law & Practice, 2019, Vol. 10, No. 7

60 See, for example: M Bourreau and B Jullien, ‘Mergers, Investments and Demand Expansion’

(2018) 167 Economic Letters 136—41; B Jullien and Y Lefouili, ‘Mergers and Investments in New
Products’(2018b) TSEWorking Papers, 18-949; V Denicolo and M Polo, ‘Mergers and Innovation Sharing’
(2018c) CRESSE Working Paper; C Davidson and B Ferrett, ‘Mergers in Multidimensional Competition’ (2008) 74
Economica 695-712. M Bourreau, Y Lefouili, and B Jullien, ‘Mergers and Demand-Enhancing Innovation’ (2018)
SSRNWorking Paper.

510ECD, Note by Japan, “The Role of Innovation in Enforcement Cases” DAF/COMP/WD(2023)79, 5 December
2023
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As mentioned previously, innovating requires the use of specific strategic resources by the
innovating firms. All of the competitors on a market may not have access to the same strategic
resources, thus preventing some firms from adopting the kind of strategy which provides a
competitive advantage to their competitors. This means that two competitors with the same set
of structural constraints on the market and with the same incentives may end up in quite
different situations with respect to competitive advantage (and innovation, when innovation is
an important part of the competitive process). In addition, because innovating requires specific
resources, firms which are not on the market may have the necessary resources to compete
on innovation on the market.

In short, as pointed out by Jay Barney (*®) the classic “environmental” model of the firm in
which profit maximizing firms react automatically to external structural characteristics defining
the demand (demand characteristics for homogeneous products) and the supply side of the
market (more or less concentrated supply with or without barriers to entry) which shape their
opportunities and their constraints, implicity assumes that all firms have the same
management resources and/or that the heterogeneity of these resources can be ignored
because the necessary resources can be easily acquired by each firm, is of little help to
understand competition when innovation is an important dimension of competition (2).

However, neither the economic literature on competition nor the practice of competition
authorities used have inn the past extensively discussed the internal capabilities or resources
of merging firms to achieve their strategic goals.

Yet, evaluating the capacity of merging firms (or their competitors) to innovate is as important
as taking into consideration the way in which the merger is likely to modify the incentives of
the firms to engage in innovation.

It can help competition authorities decide whether the claims of the merging parties that their
horizontal merger will contribute to innovation are credible or unjustified. It may also help
competition authorities assess the likely intensity of competition on innovation post-merger.
This intensity of competition on innovation will partly depend on whether innovation
competitors (whether or not they are on the same product market) will be able to challenge the
merging firms after the merger. Only the potential competitors which have access to the
strategic resources (having the capabilities) necessary for innovation will be relevant to
maintain competition on innovation should the merger go through.

The Dow Dupont merger decision is interesting because it is the first EU merger decision which
includes a systematic and extensive discussion of the innovation capacities of the merging
parties, their competitors and the possible buyer for the assets to be divested ().

The Commission analysis focused on crop protection, in particular on herbicides, insecticides,
and fungicides. As mentioned by Daniel Coublucg and al.(%*) - :

“The Commission found that the merging parties were among six global integrated companies
(defined as firms which had all the necessary capabilities to support all stages of the innovation

62 Jay Barney, Firm Resources and Sustained Competitive Advantage, Journal of Management 1991. Vol 17. N°1,
P 99-120.

53 The Dow Dupont merger decision was followed by another merger decision, the Bayer Monsanto decision in
which similar issues were analyzed.

54Daniel Coublucg, David Kovo and Tommaso Valletti: “Innovation Concerns In European Merger Control: The
Agrochemical Saga (Dow/Dupont And Bayer/Monsanto)” in “Antitrust Economics At A Time Of Upheaval” J.
Kwoka, T. Valletti and L. White (Editors)
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and commercialization process: discovery, development, registrations and regulatory
obligations, and commercialization on a global basis). It also noted that not all six were
simultaneously present on all crop protection product markets which meant that product market
concentration was significant.

With respect to price competition in the product markets, the Commission identified
competition concerns for selective herbicides and insecticides. In those cases, the merger
would have eliminated an important competitive constraint (as the Parties were important and
close competitors within a limited number of alternatives for herbicides against specific weeds
for cereals in most EEA countries).

With respect to innovation, the Commission recognized that global testing, breeding, and
marketing capabilities are required to operate effectively and compete on a worldwide scale.
Moreover, global regulatory know-how and capabilities are required to overcome strict
regulatory barriers”.

The Commission’s innovation concern was whether the transaction would reduce innovation
competition between the parties, resulting in the discontinuation, deferment or redirection of
competing lines of research and early pipeline products.

The analysis of the quality adjusted patents revealed that both merging parties were important
innovators. They owned some of the best-quality patents, especially in herbicides and
insecticides. They accounted for a significant combined patent share, in the range of 50-60%
for insecticides based on external citations (40-50% based on total citations), and 40-50% for
selective herbicides based on external citations (30-40% based on total citations). Their patent
shares were also used to calculate concentration indexes, which showed a highly concentrated
patenting field.

To assess whether the merging parties would have an incentive to decrease their R&D effort,
the Commission analyzed the innovation spaces and product pipelines relating to the relevant
product markets.

Where parties were competing head-to-head to develop certain pipeline products, it was
considered likely that one of these efforts would cease post-merger. Similarly, where there
were very few companies engaged in innovation in a particular area, it was considered that
consolidation amongst those companies would decrease the incentives to invest in creating
new and improved products.

The Commission concerns about the possibility of a decrease in innovation competition were
confirmed by evidence from internal documents that envisioned a significant decrease of R&D
capabilities post-merger or at least discontinuation, delay, or reorientation of the parties’
overlapping lines of research and pipeline products.

The Commission also analyzed whether any loss of innovation competition between the
merging parties could be offset by appropriability efficiencies that would increase the ability or
incentives of the merging parties to engage in R&D. The Commission considered that these
efficiencies would be modest in the agrochemical sector where intellectual property rights are
robust and the risk of imitation by a competitor is low.

Finally, the Commission also acknowledged that other potential efficiencies related to the
possibility that the merger would combine complementary innovation assets or would generate
cost-related synergies that would increase the productivity of R&D for the merging firms, but
noted that none of these claims were formally made or substantiated by the parties to the Dow
Dupont merger decision.
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One should note, however, that in a recent paper Richard Gilbert and Sofia Villas-Boas (5°)
suggest that basing the innovation potential of the merging firms on the patents they hold might
be misguided. The authors state: “More than eight years have elapsed since the Commission’s
publication of pesticide patent statistics. We now have the benefit of hindsight to assess
whether these patents are useful predictors of innovation. We find little relationship between
patents owned by the Big 5 integrated crop protection companies and subsequent
development by these companies of new synthetic pesticide active ingredients”.

They cite three reasons which could explain the inadequacy of past patents to predict
innovation not only in the case of pesticides but more generally. The first reason is that it is :
“unreasonable to expect patents to inform innovations that occur many years after the patents
have been filed’; the second is that : “firms often file patents for reasons other than to develop
a discovery. They might file for strategic reasons to block competition, to license intellectual
property for development by others, to trade intellectual property to obtain freedom to operate,
or merely to document scientific knowledge”; the third reason is: : “patent stocks can be useful
predictors of future innovations only if the patents cover the technologies embodied in those
innovations. Innovations can come from unexpected directions, in which case the patents that
an analyst chooses to observe might not be informative”.

If the Dow Dupont merger decision has led to one of the most extensive discussions of the
capabilities to innovate of merging firms and of their competitors or of the buyer of the assets
that the parties have committed to sell in order to get approval for their merger, it is also worth
noting that, particularly since 2010, discussions of the capabilities of firms to innovate have
become more frequent in EU merger decisions, indicating both that the Commission is more
aware of the importance of innovation in merger control and that it slowly but surely recognizes
that the assessment of the capabilities of firms to innovate is relevant to merger control.

Selcukhan Unekbas (%) has extensively analyzed EU merger decisions and notes that some
of the aspects of capabilities such as the technological capabilities (the technical know-how
of the firms or their capabilities to acquire or implement a new technology or to integrate
different technologies), organizational capabilities (the firms’ skills in managing sales,
administration, and distribution), contracting capabilities (which enable firms to conclude and
manage arrangements with other organizations to exchange products, services, and
knowledge), expansion capabilities (the capability to widen product portfolios, manufacturing
capacity, and increase the geographical coverage of the firms) or repositioning capabilities
(the ability to relocate internal or external resources for use in different settings) are referred
to in various decisions in relation to the merging firms or their competitors.

It is interesting to note that the frequency of the references to capacities in merger decisions
increases significantly starting in 2015 and has stayed at a higher level since then than during
the previous period.

Nevertheless, Selgukhan Unekbas’s conclusion on the assessment of capabilities in
substantive EU merger control is that : “The breadth of the analysis suggests awareness of the
importance of capabilities for competitiveness and innovation. However, the practice remains
fragmented. Systematic analysis is missing. Capabilities are often invoked in an ad hoc

5Richard J. Gilbert and Sofia B. Villas-Boas: “Do Patents Predict Innovation? December 8, 2025” unpublished
(preliminary draft)

%6 Selcukhan Unekbas, “Reframing Competitiveness Innovation, capabilities, and the future of European
merger law”, Thesis submitted for assessment with a view to obtaining the degree of Doctor of Laws of the
European University Institute Florence, 08 April 2026
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manner. The result is a patchwork in which capabilities are acknowledged but not consistently
examined”.

Substantive merger control decisions are not the only decisions related to merger control in
which the EU Commission has the opportunity to consider the capabilities of firms to innovate.
Indeed, when an anticompetitive merger requires a commitment decision to be acceptable, the
EC Commission has to analyze whether the potential acquirer of the divested assets would
have the capabilities to develop as an independent competitive force on the market. Thus, the
Commission examines both the capabilities of the potential acquirer of these assets and the
capabilities of the competitors remaining on the market after the merger.

Selcukhan Unekbas analyzes these decisions as well and makes a number of observations
about the analysis of capacities by the Commission in these cases. First, he observes than in
more than half of the remedy decisions there is no analysis of the capabilities at all. Second,
when there is one, most of the time the assessment of the capabilities of the purchaser of the
assets to be divested is done by a third party (the Trustee) without the Commission challenging
that opinion. Third, the capability analysis in merger remedies decisions can, in some cases,
assume that the prospective buyer of the divested assets has the capacity to manage these
assets, or be cursory, and in a few cases, there is an analysis of the capabilities of remaining
firms or potential entrants which covers either the technical and production capacity of these
firms, their R&D capabilities, their reputation or their commercial expertise. Fourth, managerial
capabilities are rarely analyzed and, when they are, are often equated with past professional
experience or a good “track record in the implementation of strategic visions”.

V) Measuring the “Can Do”: A Pragmatic Approach to Corporate Capabilities

"Vision without execution is hallucination." Attributed to Thomas Edison

The difficulty associated with a better integration of a resource-based analysis of the strengths
and weaknesses of the merging parties and their competitors to innovate in merger control is
not that competition authorities believe that the technological, organizational or managerial
abilities of the firms are not relevant to assess their potential for innovation. As we have seen,
the jurisprudence of the EU Commission shows that those elements are mentioned, albeit in
an unsystematic way, in the assessment of the merging firms or of their actual or potential
competitors or of the potential buyers of the assets to be disposed of. Rather, the difficulty
appears to come from the fact that it is not entirely clear how those elements can be reliably
assessed ex ante in a systematic way by an external regulator.

Advocating the adoption of an extensive capabilities approach to merger control as a
complement to the incentive and constraints approach, David J. Teece, Gary Pisano and Amy
Shuen(®’) observe: “(....) what a firm can do is not just a function of the opportunities it
confronts; it also depends on what resources the organization can muster. (...) the real key to
a company's success or even to its future development lies in its ability to find or create 'a
competence that is truly distinctive. (...) one should not assume that management 'can rise to
any occasion.' These insights do appear to keenly anticipate the resource-based approach
that has since emerged, but they did not provide a theory or systematic framework for
analyzing business strategies”.

57 David J. Teece; Gary Pisano; Amy Shuen, “Dynamic Capabilities and Strategic Management” Strategic
Management Journal, Vol. 18, No. 7. (Aug., 1997), pp. 509-533
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In subsequent publications David Teece and Nicolas Petit (%) have suggested that “merger
agencies must ‘look under the hood/bonnet’ of the target and the acquirer. Capabilities audits
focus on the resources and assets of the business organization. Such analyses are very
distinct from the assessments that merger agencies conduct when they evaluate potential
competition by looking at pre and post entry price, cost and capacity data” and they have
proposed a framework to analyze “mergers with nascent competitors”.

Similarly, Nicolas Petit and Constance E. Helfat (°°) have proposed a pragmatic framework to
analyze innovation defences in merger control.

Altogether, the resource-based model of the firm, which was born in the field of strategic
management, has slowly been developed to serve as a more precise guide for the evaluation
of future performances of merging firms in dynamic industries than the neo-classical model
traditionally used by competition authorities.

First, it assumes that firms within an industry may be heterogeneous with respect to the
strategic resources they control (i.e. the resources needed to develop a competitive advantage
on the market).

Second, it assumes that these strategic resources may not be perfectly mobile across firms,
and thus heterogeneity can be long lasting.

The strategic resources of a firm are the assets, capabilities (7°), organizational processes, firm
attributes, information, knowledge, etc. controlled by the merged firm that allow it to conceive
and implement strategies that improve its efficiency and effectiveness (sometimes classified
in the following categories: physical capital resources, human capital resources and
organizational capital resources).

The resource-based model of the firm complements the classical model of the firm by enabling
us to understand which firms are likely to succeed in the competitive game, what are the
strengths which allow a firm to develop a competitive advantage at a point in time and how a
competing firm could in turn develop a competitive advantage. It focuses on the dynamics of
competition rather than on the steady state of competition. It also helps competition authorities
to better evaluate the claims made by firms when they argue that their merger will lead to
synergies.

A particularly useful reference document to assess the capabilities of firms to innovate is the
OECD Oslo Manual “Guidelines For Collecting, Reporting And Using Data On Innovation”.
This document which was first published in 1992, following the 1991 first agreement within the
global community of practitioners in the OECD Working Party of National Experts on Science
and Technology Indicators on how to conceptualise and measure business innovation, has
since been updated and expanded regularly ( 1997, 2005 and 2018). The Oslo Manual is
generally recognized as the definitive international framework for measuring and
understanding innovation in the business sector.

58 Nicolas Petit* and David Teece” Capabilities Checklist for Mergers with Nascent Competitors” Journal of
European Competition Law & Practice, 2023

5 Nicolas Petit and Constance E. Helfat, The Innovation Defence: A Capabilities Test for Merger Review,
January 2026, SSRN Electronic Journal

70 Capabilities are defined by Constance Helfat and Nicola Petit in “The Innovation Defence: A Capabilities Test
for Merger Review” (February 23, 2026). Available at SSRN: https://ssrn.com/abstract=6291538 as: “the set of
practices, procedures, or routines that enables a firm (or a unit or team within the firm) to carry out and
coordinate a linked set of tasks to execute an activity in a repeatable and reliable manner”
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Its 2018 edition contains a chapter on Measuring business capabilities for innovation (Chapter
5) and the introduction to this chapter states: “Business capabilities include the knowledge,
competencies and resources that a firm accumulates over time and draws upon in the pursuit
of its objectives. Collecting data on business capabilities is of critical importance for the
analysis of the drivers and impacts of innovation (why some firms innovate and others do not),
the types of innovation activities performed by firms, and their impacts. Business capabilities
of relevance to innovation include management capabilities, workforce skills, and technological
capabilities. The discussion of technological capabilities covers technical expertise, design
capabilities and digital competences. For each category of business capabilities, the Oslo
Manual details a number of indicators which can be evaluated.

For example, with respect to managerial capabilities, the Oslo Manual states the following:

“Management is responsible for defining performance goals. The use of key performance
indicators across different operational areas indicates how systematically a firm defines and
monitors operational objectives (....). Surveys can ask respondents about the following
methods for tracking performance (inspired by the Australian Bureau of Statisitics):

- whether firms have key performance indicators in place

- which performance areas and business functions are measured through performance
indicators (e.g. financial, operational, quality, innovation, human resources, environment,
health and safety)

- how frequently performance is monitored

- if performance results are used to determine the remuneration of managers or employees,
e.g. through a bonus system or promotions

- the consequences if performance results are not met”.

With respect to “Innovation management”, the Oslo Manual states that “the relevant
capabilities are closely linked to general organisational and managerial capabilities and
include:

-“ identifying, generating, assessing and pursuing ideas for innovation

- organising innovation activities within the firm (i.e. aligning different innovation activities)
- allocating resources to innovation activities

- managing innovation activities conducted in collaboration with external partners

- integrating external knowledge and other external inputs into a firm’s innovation activities

The Oslo Manual then states: Innovation management practices that demonstrate a
commitment to innovation can contribute to the establishment and maintenance of an
innovation culture, defined as the behaviours, values and beliefs with regard to innovation that
are shared by a firm’s personnel. The characteristics of a supportive innovation culture can
include open-mindedness, willingness to change, diversity, collaboration, and learning from
failure”:

“ Data can be collected on the following practices for building a supportive culture:
-communicating the importance of innovation, including the innovation vision and strategy

-allowing time and resources for innovation activities and providing supporting tools and
methods
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- recognising innovators and innovation results
- training employees on how to engage in innovation
- assessing innovation performance using dedicated innovation indicators”.

In brief the Oslo Manual identifies the principal capabilities required for innovation, explains
how these capabilities translate into management practices and proposes a data collection
system on the management practices and procedures of firms to assess the extent to which
these firms are organized in a way that supports innovation.

Both legal and managerial literatures have also examined how innovation capabilities tests
could be conceived to allow them to be usefully integrated into the competition analysis of
mergers by competition authorities in order to complement rather than to substitute for the
competition analysis familiar to competition authorities.

As stated by Petit and Helfat ("'): “A capabilities test does not ask merger agencies to lower
their evidentiary standards. It provides agencies instead with the tools - rooted in established
business and management literature — to assess the innovation potential of mergers with no
less predictive confidence than the structural methods used to predict the price effects of
mergers. These tools are entirely compatible with the economic approach. In fact, they are the
natural progression of the more economic approach to competition law”.

They suggest that a useful innovation capabilities test for merger control in hi tech industries
should provide answers to the following questions:

1. What is the innovation goal of the merger? (Innovation Goal Question)

2. What types of capabilities would be combined to achieve the innovation goal of the merger?
(Capability Type Question)

3. Do the merging parties hold these capabilities? (Capability Mapping Question)
a) Which capabilities? (Capability Itemization)
b) What is the extent of capability? (Capability Measurement)

4. What are the merging parties’ plans for combining capabilities to progress toward the
innovation goal? (Capability Combination Question)

a) Scale

b) Sharing

c) Recombination
d) Redeployment

5. Can the merging firms successfully implement the capability combination plan? (Capability
Combination Implementation Question)

6. Could the capability combination be achieved by an alternative arrangement between the
same firms (e.g., a joint venture or an alliance)? (Capability Combination Alternative Question)

Ipetit, Nicolas and Helfat, Constance E., “The Innovation Defence: A Capabilities Test for Merger Review”
(February 23, 2026). Available at SSRN: https://ssrn.com/abstract=6291538
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7. Could one of the firms alone make equivalent progress toward the innovation goal, without
resorting to capability combination through the merger? (Standalone Alternative Question).

They then specify more concretely each of these general questions.

For example, regarding question 3) Petit and Helfat suggest that the merging firms should not
only itemize the capabilities that they hold and which match the necessary capabilities outlined
in question 2) to achieve the innovation goals announced in question 1), but they should also
be asked to measure each of them.

To do this, the authors suggest that the parties to a merger could refer to some of the
consultants’ mapping tools which have been developed over time or to the academic literature
in which: “researchers have used objective and quantifiable measures of the extent of firms’
capabilities”.

They suggest that these measures fall into five categories:

-prior experience since “the extent of a capability will (...) correlate with the experience a firm
has had in undertaking the activity that the capability supports”,

-capability development effort (e.g., funds, hours of training of personnel),

- resource proxies since (...) business and management scholars have used measures of
resources as proxies for the extent of capability

-Output characteristics: (the amount, quality, or cost of the output supported by the capability
such as the number of previous patents granted or applied for; the number of previous new (or
improved) products, services, processes, or business methods developed (e.g., new drugs
discovered) and/or commercialized, the speed of prior development and/or commercialization;
the importance of previous innovations (e.g., number of forward patent citations); the quality
of the attributes of new (or improved) products or services (e.g., evaluated using conjoint
analysis); output cost reductions

- People involved in capability use (since teams matter with respect to capabilities for the
development of new or improved products, services, processes, or business methods) (...)
Thus, information on the number of individuals employed and their degree of qualification (e.g.,
job descriptions, job and pay grades, and job titles) can be used to provide measures of the
extent of capability. They add: “for example, to provide a summary numeric indicator, each
individual could be assigned a numeric weight based on their level of qualification, and these
weights could be summed across individuals to provide a proxy measure of a team’s
capability”.

They conclude their enumeration by suggesting that: “Measuring innovation-related
capabilities is not difficult, although it requires a non-trivial amount of work that should not be
underestimated”.

Besides itemization of capacities and the measurement of these capacities, they also suggest
that the merging firms should mention the resources they control, which could be put to use
with these capacities.

With respect to question 4), which deals with the merging parties’ plans for capability
combination to progress toward their innovation goal, the authors suggest that the parties
should be required to specify how they plan to combine their capabilities and the associated
resources that are conducive to an increase in innovation potential in each of four potential
innovation scenarios: achieving scale, sharing, recombination, and redeployment.
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Question 5) seeks to assess whether the merging firms have related knowledge bases and
integrative capabilities, and a track record of using them in support of successful capability
combination to assess the probability that they will be able to deliver on their plan.

Question 6) centers on the need for coordination to assess whether the innovation could be
obtained in a different arrangement than a merger such as, for example, a joint venture. Joint
ventures might be successful when the expected innovations are incremental and/or when the
contribution of the parties is more independent and/or when each of the firms has the
capabilities to manage the alliance and: “to bring the knowledge generated by the alliance
back to the companies and integrate that knowledge into their operations”

Finally, question 7) asks whether the merging firms could have developed, on their own, the
innovation claimed as resulting from the merger.

The authors conclude by saying that: “More work is needed to transfer the knowledge of
capabilities from the business and management literature into competition economics. This
paper is a first step”.

They are right both to argue that the way they open is promising and in saying that their paper
is a first step.

There are some methodological issues which still need to be solved before we can have an
operational framework.

The first one is that as long as innovation is not considered to be a crucial element of
competition and therefore is not examined together with the other dimensions of competition
(such as price) in the competition analysis, the analysis of innovation related issues (whether
the impact of the merger on the incentives of the merging firms to innovate or on their capacity
to do so) will be examined under a different, stricter (and sometimes arbitrary) standard of
proof than the “restrictions to competition”. As the authors have pointed out, bringing to the
attention of the competition authority convincing elements of capabilities of the merging firms
to innovate is neither easy nor costless. It is not worth it for the merging parties to gather this
evidence if it can be brushed off by the competition authority as not meeting a “beyond a
reasonable doubt” standard. In other words, the plea to integrate a capabilities analysis in the
assessment of the impact of mergers on innovation presupposes that this analysis is part of
the competition assessment of the mergers (following a more likely than not standard of proof)
and not relegated to “an efficiency defence” which, as the Commission recognizes, has never
been found sufficient to exonerate a merger.

Second, a number of the indicators suggested by the managerial literature and proposed in
the Petit and Helfat paper will be difficult to interpret for the competition authority because of a
lack of a reference on what the norm should be. For example, when Petit and Helfat suggest
that, in answer to the third question (capabilities mapping question), the merging parties:
“‘measur(e) the extent of each innovation-related capability”, these measures will be helpful if
the competition authority can be reassured that they show that the merging firms have an
adequate level of capabilities. The question, then, is whether we can find a scientific consensus
on how to read these indicators.

Third, some of the indicators suggested may be controversial. For example, in their discussion
of the third question (Do the Merging Parties Hold these Capabilities? ) Petit and Helfat suggest
measuring the human resources at the disposal of the merging firms to assess their innovation
capabilities. They state: “The effort that a firm has devoted to developing a capability (e.g.,
funds, hours of training of personnel) provides a measure of how well developed the capability
is, and thus the extent of the capability” or “Teams matter with respect to capabilities for the
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development of new or improved products, services, processes, or business methods. Firms
indeed often rely on dedicated teams that use company-specific best practices, routines, and
procedures to search for innovations, such as teams in pharmaceutical laboratories. Thus,
information on the number of individuals employed and their degree of qualification (e.g., job
descriptions, job and pay grades, and job titles) can be used to provide measures of the extent
of capability”.

Some researchers would disagree with the use of these indicators to assess innovation
capabilities. For example, David Cropley from the University of South Australia ("%) writes:
“Innovation capacity, in contrast to innovation performance, describes the dynamic relationship
between elements of the human capital of the organization, and the latent ability to generate
and exploit novel solutions, which in turn drives performance measures of output and outcome.
In simple terms, innovation performance is not driven by static, resource-based measures of
employee numbers and R&D spend, but by the capacity of the human capital to generate and
exploit ideas, supported by the organization” and "Despite recognizing “capabilities”, and by
extension, the human capital that embodies capabilities, as organizational resources — and
which can be either strengths or weaknesses in an organization — innovation measurement
has largely failed to move beyond this resource-based, performance paradigm”. Cropley goes
on to present The Innovation Phase Assessment Instrument (IPAI), which is a survey-based
assessment tool designed to assess the degree to which an organization is aligned to the
ideals of human-capital states and dispositions across seven stages of the innovation process.

This suggests that merging firms claiming that they possess innovation capabilities could be
asked to undergo a more sophisticated specific test (if the scientific community could agree on
such a test) of their creative and innovative ability than what the description of their resources
would provide.

Along the same lines, Petit and Helfat suggest in the discussion related to question 3 :

“r

iv.  Output characteristics: The amount, quality, or cost of the output supported by the
capability provides additional measures of the extent of the capability. Examples include: the

“«

number of previous patents granted or applied for; etc...... .

This suggestion, however, is to a large extent what the European Commission did in trying to
assess the capabilities of the firms to innovate in the Dow Dupont merger case where the
Commission used patent data to evaluate the innovation strength of the relevant players.
However, as previously mentioned, a paper by Richard Gilbert and Sofia B. Villas-Boas (")
examining the innovation of the merging parties and their competitors since the merger was
authorized (under the condition of divestitures of assets) suggests that existing patents are
not reliable predictors of future innovation in technological areas covered by the patents for
various reasons.

What all this points to is the fact that the very commendable effort undertaken by Petit and
Helfat to provide competition authorities and parties with an operational framework for the
assessment of innovation capabilities of the merging firms in hi tech industries needs to be
continued.

There is an urgent necessity for the academic community to propose to competition authorities
a consensual set of relevant indicators that the competition authorities can use in their

72 David H Cropley: Measuring Organizational Innovation Capacity, 2017 available at
https://www.researchgate.net/publication/314243602_Measuring_Organizational_Innovation_Capacity
73 Richard J. Gilbert and Sofia B. Villas-Boas: “Do Patents Predict Innovation?”, mimeo, December 8, 2025
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investigations of mergers in high tech areas to assess the claims of the parties when they
argue that the merger is likely to increase innovation competition.

In considering what these indicators could be, one should keep in mind that in order to assess
the competitive impact of a merger on innovation, competition authorities need to look at the
way in which the merger will affect the incentives and constraints (as well as the strengths and
weaknesses) of the merging parties and of their innovation competitors. The question, then, is
whether competition authorities have the legal means to access the relevant information
needed to assess the way in which the dynamic capabilities of the non-merging competitors
are going to be affected by the merger.

In the European context, Article 11 paragraph 1 of the 2004 EU merger regulation (") gives
wide power to the Commission to seek and obtain information from all firms (including non-
merging firms) under the threat of sanctions for firms refusing or providing incomplete
information. But, even in this context, there may be a difficulty for requests which would imply
that the requested non-merging firm undertake a study or submit itself to a specific assessment
(such as an examination using the Innovation Phase Assessment Instrument (IPAIl) as
suggested by Cropley).

Thus, there might be a trade-off between using relatively simple past indicators, such as the
ones proposed by Petit and Helfat, and the temptation to try to obtain more relevant but difficult
to get information.

VI) Innovation in EU Merger Control: True Paradigm Shift or Just New Labels?The
EC's Draft Guidelines Under the Microscope

"The difficulty lies not so much in developing new ideas as in escaping from old ones."

John Maynard Keynes,The General Theory of Employment, Interest, and Money (Macmillan
Publishers, 1936)

Introduction

The need for a more dynamic approach to innovation in merger control is widely recognized
both by competition economists who are critical of the conditions under which European
competition authorities assess efficiencies in merger control and by managerial economists
who criticize the currently limited analysis of the strengths and weaknesses of merging firms
or their competitors to innovate.

What is needed to improve the relevance of merger control in high tech industries is, first, to
fully recognize the importance of competition on innovation in these industries and to take into
consideration in the competition analysis of each merger the various ways in which the merger
can modify the constraints and incentives of the merging firms and their potential competitors-
Second, also analyze the strengths and weaknesses of the merging firms and their competitors
so as to understand the dynamics of their competition and to assess the validity of the merging
firms’ claims that their merger will contribute to increasing innovation.-Third, when examining
mergers take into consideration the way in which any innovation resulting from a merger may
change the competitive conditions in the market and retroact on the market power effect of the
merger.

74 Council Regulation (EC) No 139/2004 of 20 January 2004 on the control of concentrations between
undertakings
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Calls for a renewed approach to the issue of competition and innovation in dynamic industries
are not new but their intensity has increased as it has become clear that our future economic
welfare rests largely on being able to turn technological revolutions into innovation.

For example, in 2007 Michael L. Katz and Howard A. Shelanski (7°) argued that : “To the
extent that innovation is itself a significant objective, antitrust agencies need to understand the
relationship between market structure and innovation in a given case with sufficient depth to
distinguish legitimate from merely opportunistic claims that the merger will benefit, or at least
not harm, innovation incentives”. In order to integrate the innovation dimension into merger
control, they argue that a change in paradigm is necessary: “The conventional paradigm and
the issues for merger review change substantially in two broad ways when technological
innovation is taken into account. The first way is that innovation can dramatically affect the
relationship between the premerger marketplace and what is likely to happen if the proposed
merger is consummated. (...) For example, market shares are often used as an indicator of
market power. But, in theory at least, significant innovation may lead to the rapid displacement
of a supplier that, by traditional measures, such as current market share, appears to be
dominant. We will refer to this effect of innovation on merger analysis as the “innovation impact”
effect.

The second way in which innovation can fundamentally affect merger policy is that innovation
can itself be an important dimension of market performance which is potentially affected by a
merger. That is, through its effects on innovation, a merger can generate considerable
efficiency and consumer-welfare effects even apart from any direct effects on short run
product-market competition.

Similarly, the fact that innovation may affect the post-merger marketplace in ways that are hard
to predict challenges merger authorities to distinguish mere claims by the merging parties that
they face potential, innovation-based competition from situations in which such potential entry
really exists”.

The OECD echoed this call for greater scrutiny of innovation in merger control in 2023 when it
stated ("®): “The need for using this dynamic perspective to appropriately account for the impact
of innovation in competition analysis has also been studied (77). Causation running also in the
opposite direction,(..) innovation also affecting competition, means that technological
innovation, business model innovation and how both generate new possibilities for companies
to operate in the markets shape market structures (®). For competition policymaking, this
means that recognising dynamic effects in the assessment of mergers or potential
anticompetitive conduct implies focusing on the effects of reduced competition in the ability
and incentives to innovate, but also on how this affects, in the longer run, competition levels in
the market analysed. In other words, this means that if competition authorities want to promote

75 Michael L. Katz and Howard A. Shelanski : “Mergers And Innovation”, Antitrust Law Journal, 2007, Vol. 74,
No. 1 (2007), pp. 1-85

76 OECD (2023), Competition and Innovation: A Theoretical Perspective, OECD Competition Policy Roundtable
Background Note, www.oecd.org/daf/competition/competition-and-innovation-a-theoretical-perspective-
2023.pdf

77 OECD, (2015), Hearing on Disruptive Innovations and their Effect on Competition, Issues Paper by the
Secretariat, DAF/COMP (2015)3

78 Teece, D. (2013), “Next-Generation Competition: New Concepts for Understanding How Innovation Shapes
Competition and Policy in the Digital Economy”, Journal of Law, Economics and Policy, Vol. 9/1, pp. 97-118
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competition overall, they should in turn, acknowledge that “competition and innovation are co-
determinant{s] of changes in market structure and firm positions” (7).

More recently, in an influential 2024 report concerning Europe (%) Mario Draghi argued that
Europe must urgently increase its innovation efforts to bridge the economic growth and
competitiveness gap with the US and China. Mario Draghi’s report recognizes the complexity
of the relationship between competition and innovation when stating that: (...) ‘the lack of
innovation in Europe is sometimes blamed on competition enforcement. Although stronger
competition will in theory generally both lower prices and foster innovation, there are cases
where it can be harmful to innovation. Schumpeter worried that tough competition would erode
the profit rents from innovation and thus disincentivise R&D”. This analysis led Draghi to make
the case for rethinking how EU competition policy treats innovation, particularly in high-tech
sectors where “winner-takes-all” dynamics are common. He called for Competition Authorities
“to be more forward-looking and agile”.

This report was one of the elements which informed the EU Commission decision in May 2025
to launch a reform of the European Merger Guidelines. Over and beyond the Draghi report, it
was also clear to DG Competition that the previous merger guidelines published respectively
in 2004 (Horizontal merger guidelines (') }- and 2008 (Non horizontal merger guidelines (%2) }
needed to be updated to better reflect the increasing importance of mergers in hi tech sectors
and the treatment of dynamic efficiencies in those sectors.

DG Competition indicated that the issue of efficiencies and innovation was to be exhaustively

and examined in detail in this review of the Guidelines. Specifically, it stated (¢%): “the topic of
efficiencies will be an important part of the review. As part of this initiative, the Commission will
look at all aspects of efficiencies, including efficiencies in innovation and investment, and
consider whether the current guidance for the assessment of efficiencies needs to be refined.
The Commission will also review how the three-prong test (consumer benefit, merger
specificity, and verifiability) should be applied in practice, including whether clearer guidance
is needed on the type and quality of evidence required”.

The consultation organized by DG Competition revealed overwhelming support for rethinking
the issue of innovation in merger control. According to most contributions to the debate initiated
in the context of the reform, what was needed was a change in the way in which DG
Competition analyzes mergers rather than a change in the Treaty provisions.

For example, BRG (an economic consultancy group) submitted a contribution in which it laid
out four sources of concern about the DG Competition approach to merger control. The first
two sources of BRG’s concern to a large extent echo the concerns expressed by Katz and
Shelanski (3*) about US merger control. First, the “...current approach tends to prioritise highly
certain, short-run effects while discounting longer-term, inherently more uncertain but often
central dynamic effects such as those on investment or market positioning”. Second, the ...
current approach implicitly assumes that mergers are more likely to harm than strengthen

79 Petit, N. and D. Teece (2021), “Innovating Big Tech firms and competition policy.”, Industrial and Corporate
Change, Vol. 30, pp. 1168-1198.

80 Mario Draghi: The future of European competitiveness, September 2024

81 Guidelines on the assessment of horizontal mergers under the Council Regulation on the control of
concentrations between undertakings (OJ C 31, 5.2.2004, pp. 5-18)

82 Guidelines on the assessment of non-horizontal mergers under the Council Regulation on the control of
concentrations between undertakings (2008/C 265/07)

83 OECD Competition Committee: Efficiencies in Merger Control — Note by the European Union, Working Party
No. 3 on Co-operation and Enforcement, 17 June 2025

84 See footnote n°40
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competition, an assumption largely rooted in a static, price-focused perspective. However, the
broader economic literature does not support this view”. To these sources of concern, BRG
adds two others which are more EU specific: “...the standard of proof for the significant
impediment to effective competition (“SIEC”) analysis is a “more-likely-than-not” standard
whereas the efficiencies are assesses under a stricter standards within the efficiencies
framework and: “efficiencies are treated as offsets to an already-formed theory of harm, rather
than shaping the assessment from the start. This sequencing is particularly problematic when
relevant factors that shape competition cannot be easily translated into short-run price effects”.

The proposed new guidelines published in March 2026 a number of novelties with respect to
innovation, efficiencies, dynamics and dynamic efficiency (%°).

From a purely lexicographic standpoint it should be noted that the word “innovation” figured
only 8 times in the 2004 Horizontal merger guidelines and figures 186 times in the 2026
proposed EU merger guidelines. Also, the word “dynamic” figured 4 times in the 2004
horizontal merger guidelines and figures 114 times in the 2026 proposed guidelines, while the
word “capabilities” figured only once in the 2004 horizontal merger guidelines and 66 times in
the 2026 proposed merger guidelines and that the word “efficiency” figured 29 times in the
2024 guidelines and figures 140 times in the current proposal. Finally, the expression “dynamic
efficiency” which figures 40 times in the proposed guidelines did not appear at all in the 2004
horizontal merger guidelines.

Those statistics reveal a clear shift in the focus from a primarily static analysis to a more
complex approach to both static and “dynamic” (or longer-term, as we shall see) efficiencies
analysis and a shift in focus from considering how a merger could affect the incentives of firms
on a market to a wider set of considerations including the firms’ capabilities to compete in a
dynamic environment.

To begin, one can ask whether the section on efficiencies of the proposed merger guidelines
responds to the debate initiated by the Draghi report as well as to political controversy over
whether merger control has been too narrowly focused to contribute to the competitiveness of
the European economy.

One should note that the 2004 EC horizontal merger guidelines mentioned the fact that
mergers could lead to efficiencies and an improved competitiveness of the firms involved.
Indeed, paragraph 76 stated: “Corporate reorganisations in the form of mergers may be in line
with the requirements of dynamic competition and are capable of increasing the
competitiveness of industry, thereby improving the conditions of growth and raising the
standard of living in the Community. It is possible that efficiencies brought about by a merger
counteract the effects on competition and in particular the potential harm to consumers that it
might otherwise have. In order to assess whether a merger would significantly impede effective
competition, in particular through the creation or the strengthening of a dominant position,
within the meaning of Article 2(2) and (3) of the Merger Regulation, the Commission performs
an overall competitive appraisal of the merger. In making this appraisal, the Commission takes
into account the factors mentioned in Article 2(1), including the development of technical and
economic progress provided that it is to the consumers' advantage and does not form an
obstacle to competition”.

85 The proposed merger guidelines also include a number of other novelties regarding, for example, platforms
and ecosystems and labor markets. These will not be reviewed here since our focus is on the treatment of
innovations and efficiencies.
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It thus appears that the reference to the possible contribution of mergers to the promotion of
competitiveness in Europe is not a true novelty (and not principally dictated by recent political
controversies around that question).

But DG Competition considered that there was a need to update the guidelines in light of its
recent experience, notably in the digital sector and to modernize the methodological framework
to analyze merger’'s efficiency effects. As innovation became more and more visibly a
dimension of competition in hi tech sectors and as the Commission was confronted with merger
situations where there were no product or service overlaps between the parties (and therefore
no restriction on price competition) but there was, nevertheless, a risk of decrease in the
intensity of future competition on R&D, the 2004 EC horizontal merger guidelines became more
and more out of sync with the economic reality of competition.

According to article 5 of the 2026 proposed merger guidelines: “These Guidelines aim to
increase legal certainty and predictability in the Commission’s enforcement of the EUMR,
thereby facilitating business and investment decisions within the internal market. Such clarity
on how the Commission conducts its assessment, and on how its approach to such
assessment has evolved in the light of experience and of the changing global economic
landscape, is important to ensure that companies are incentivised to bring forward mergers
that would enhance competitiveness and growth”.

The guidelines suggest at least three major changes to merger control. The first one relates to
a revision of the framework laid out in the 2004 Horizontal merger regarding assessing the
effects of a merger, the other two relate to the nature and scope of efficiencies to be considered
and their determinants .

I)Taking efficiencies into consideration becomes central to the assessment of
the competitive impact of a merger

In the 2004 EC horizontal merger guidelines, efficiencies were principally considered as
possible countervailing factors in cases where the Commission had previously established that
a merger was anticompetitive. For example, article 12 stated : “ In order to assess the
foreseeable impact of a merger on the relevant markets, the Commission analyses its possible
anti-competitive effects and the relevant countervailing factors such as buyer power, the extent
of entry barriers and possible efficiencies put forward by the parties (...)".

Article 291 of the proposed 2026 merger guidelines recognizes that: “( ....) Greater clarity
regarding the role of efficiencies in the merger control assessment is important to avoid chilling
effects on transactions that would be beneficial for customers and the internal market” and
states that: “demonstrated efficiencies will play a key role in the assessment of mergers going
forward”.

a) a preliminary finding of harm is no longer a condition for efficiency claims

In a clear departure from the 2004 guidelines which stated in its paragraph 76 that : “It is
possible that efficiencies brought about by a merger counteract the effects on competition and
in particular the potential harm to consumers that it might otherwise have”, the 2026 proposed
guidelines state in paragraph 36 that : “(....) a preliminary finding of harm is not a condition for
efficiency claims to be submitted and considered. Early engagement by merging parties on
efficiencies during the merger review process, including during the pre-notification stage, is
welcome as it can foster a timely discussion of the efficiency claims and related evidence, thus
enabling the Commission to properly take the theory of benefit into account.”.

This paragraph may be one of the most important in the proposed guidelines. It recognizes
implicitly that the method which looked at efficiencies only if it was first established that a
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merger restricted competition on another dimension (such as price or quantity) did not always
enable the Commission to properly assess the benefits of the merger because the claims of
benefits by the merging parties were often perceived by the Commission to be little more than
speculative afterthoughts to try to save an anticompetitive merger rather than being central for
merger decisions. This paragraph encourages the merging parties to think ahead, of before
the notification of their mergers, about the possible efficiencies (both static and dynamic, as
we shall see) such mergers would bring about.

b) Considering both the theory of harm and the theory of benefits to assess
whether the merger leads to a SIEC

The Commission also proposes to take into account both a theory of harm (put forth by the
Commission) and a theory of benefits (put forth by the parties to the merger) to assess whether
the merger gives rise to a “Significant Impediment to Effective Competition”.

Article 25 explains what a theory of benefit is. It states: “A theory of benefit sets out how
specific merger efficiencies occur and maintain or enhance effective competition, to the benefit
of consumers. That is, it explains how the merger may lead to the merging firms profitably
decreasing prices; increasing output, innovation, choice or quality; or positively influencing
other relevant parameters of competition, such as investment intensity underpinning stronger
competitive behaviour across multiple products or geographies, thereby offsetting, on a lasting
basis, the harm to consumers brought about by the merger”.

Unlike what was the case under the 2004 EC horizontal merger guidelines, in which the
consideration of the theory of harm was sufficient to establish whether a merger was restrictive
of competition, the theory of harm and the theory of benefits will have to be examined
simultaneously by the Commission to assess whether the merger is likely to be anticompetitive
and paragraph 339 states that: "In assessing whether a merger results in a SIEC, the
Commission carries out a balancing exercise between the harm and benefit to competition
likely to be brought by the merger. Where the demonstrated efficiencies result in benefits that,
on a lasting basis, at least offset the identified harm to competition brought by the merger, the
merger will be deemed compatible with the internal market."”

In making this assessment, the Commission must consider all the facts and evidence, including
those introduced by the parties to the merger. Indeed, paragraph 32 states : "On the basis of
an overall assessment of the facts and evidence, including facts and evidence provided by the
parties regarding any claimed efficiencies, the Commission concludes whether a merger's
impact on the competitive process is ‘more likely than not' to result in a SIEC."

Furthermore, the text mandates that the evidence supporting both the theory of harm and the
theory of benefits must be evaluated under the same standard. Paragraph 26 states that: “The
Commission assesses carefully and impatrtially all relevant aspects of the case; examining both
evidence that indicates, and counters, possible anticompetitive effects. The Commission
supports its conclusions with a sufficiently cogent and consistent body of evidence. The
merging parties are subject to the same evidentiary standard when establishing the facts in
support of their claimed efficiencies, which the Commission also assesses based on the claims
put forward by merging parties” and paragraph 27 states that the standard of appreciation of
the evidence must be the same for the theory of harm and the theory of benefit: “the
Commission exercises its margin of discretion according to the same principles as regards the
assessment of evidence underlying both a theory of harm and a theory of benefit. The
Commission’s assessment must be based on evidence that is factually accurate, reliable,
consistent and capable of substantiating the conclusions drawn from it”.
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Thus, the Commission to a large extent addresses the criticism levied against its practice under
the 2004 (and 2008) merger guidelines concerning the fact that:” efficiencies were treated as
offsets to an already-formed theory of harm, rather than shaping the assessment from the
start”.

c) Questions remaining with respect to proving SIEC and efficiencies

The picture is less clear regarding criticism according to which the standard of proof for the
significant impediment to effective competition (“SIEC”) analysis is a more lenient one than the
standard of proof for efficiencies.

As we saw, the Commission goes to great length in the proposed guidelines) to reassure the
merging firms that the standard for the assessment of evidence and the standard of proof will
be the same for effects restrictive of competition and for efficiencies.

However, the conditions of admissibility for efficiencies to be considered as offsets of
impediment to competition are still stricter than the conditions which have to be met for finding
that a merger restricts competition.

As an example, paragraph 294 of the proposed guidelines, which mirrors a similar provision in
the 2004 horizontal merger guidelines(®®), states that: “to be taken into account in the
assessment of the merger, (static and dynamic efficiencies) should fulfil three cumulative
conditions: be (i) verifiable; (ii) merger specific; and (iii) benefit consumers”.

With respect to the verifiability condition of the efficiencies, the proposed merger guidelines
indicate in paragraphs 307 and 308.

“307.To verify whether direct efficiencies are substantial enough to counteract a merger’s
adverse effects on competition, merger synergies and the resulting direct efficiencies should
be quantified, where reasonably possible. Where a quantitative analysis of efficiencies is
produced, this analysis must provide a reasonable estimate of the size of the efficiencies and
rely on a methodology that is sufficiently robust to be verified by the Commission.

308. Where exact quantification is not possible, the merging parties have to detail the nature
of the efficiencies and establish the magnitude of the expected efficiencies showing how they
would counteract a merger’s adverse effects on competition. This is particularly applicable to
merger synergies that are not related to cost savings such as voluntary technology transfer”.

Thus efficiencies have to be quantified or their magnitude has to be measured in order for
them to be counted against a merger’s adverse effect.

However, the burden of proof on the Commission to demonstrate a merger’s adverse effect
on competition is much lighter and can place the parties in a no-win situation irrespective of
the importance of the anticipated efficiencies, as can be seen by referring to paragraphs 22
and 24 of the proposed guidelines:

Paragraph 22 states: “The Commission bears the burden of demonstrating any anticompetitive
effects arising from the merger, i.e. if the merger significantly impedes the competitive process
and, thus, is capable of harming consumers, without, however, having to specifically
demonstrate or quantify such consumer harm in every case”

86 Article 78 of the 2004 horizontal guidelines states: “For the Commission to take account of efficiency claims
in its assessment of the merger and be in a position to reach the conclusion that as a consequence of
efficiencies, there are no grounds for declaring the merger to be incompatible with the common market, the
efficiencies have to benefit consumers, be merger-specific and be verifiable. These conditions are cumulative”.
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Article 24 states “The merging parties bear the burden of demonstrating any alleged
efficiencies stemming from the merger that could counteract its anticompetitive effects”.

In addition, article 20 states: “In its assessment (...) The Commission enjoys a margin of
discretion in weighing such price and non-price parameters of competition in the balancing
exercise in order to establish an overall assessment of the merger’s effects on businesses and
consumers”.

Thus, the Commission does not have to demonstrate the existence of a consumer harm in
each specific case and benefits from a margin of discretion in weighing the alleged price and
non-price negative effects of a merger being assessed. It may be in a position to consider that
the efficiency claims of the parties to a merger should be rejected as insufficient to balance the
anticompetitive effects without an explicit justification.

This approach is problematic in itself, but may be the cause of greater concern if the
Commission rests its conclusion that the merger leads to a restriction of competition in
innovation on a dubious presumption.

The proposed 2026 merger guidelines repeatedly refer to one such dubious presumption.

It states at paragraph 175: “ (...) A merger may result in a SIEC either if it significantly (i)
impedes the innovation competition process by eliminating competition between the merging
firms (etc....) “

In paragraph 177, the proposed merger guidelines state: “(....) the closer the merging firms’
innovation projects and capabilities and the larger the expected market position and margins,
the weaker the merged entity’s incentive will be to innovate post-merger because doing so
would cannibalise the other merging party’s profitable sales.(...)".

In paragraph 180, the proposed merger guidelines state: “A merger giving rise to overlaps
between R&D projects or between R&D projects and existing products may lead to a SIEC if
it significantly alters innovation competition or future product market competition processes.
This may result from the discontinuation, delay or redirection of one or both of the R&D projects
or existing products.(...)".

They also state in paragraph 186: “A merger between firms that have overlapping innovation
capabilities or R&D organisations may lead to a SIEC if eliminating such a rival significantly
impedes early-stage innovation competition processes (....). By reducing the dynamic
competitive process between the merging firms as well as by reducing the pressure to innovate
on the few remaining competitors with similar innovation capabilities or R&D organisations, the
merger may ultimately significantly alter the competitive process in future product markets by
reducing the likelihood that consumers will benefit from new or improved products and
processes (...)".

Those paragraphs clearly seem inspired by the reasoning of the Commission in the
Dow/Dupont merger decision (¥’). Indeed, in that decision, the Commission had stated:

“(40) A merger between two out of a limited number of innovators is likely to reduce competition
in innovation, and thus limit the overall rate of innovation. This conclusion is supported by a
number of articles (...);

(41) The intuition for this proposition relies on the standard logic of unilateral effects. ( ...) when
competing against other firms for the introduction of new products, each firm imposes a

87 CASE M.7932 - DOW / DUPONT 27.3.2017 C(2017) 1946
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‘negative externality” on its competitors. If it is successful in introducing a new product, the
innovator will capture profitable sales from its rivals. A merger between two potential innovators
internalises the negative innovation externality. In other words, from the perspective of each
innovator, the lost expected profits on the products of the other merging firm become an
opportunity cost of innovating. Following a merger the opportunity cost—that was not present
before—leads to lower incentives to innovate for each of the two firms (absent merger-specific
efficiencies).

(45) In some economic models of oligopoly, less innovation by the merged entity may lead to
a reaction by non-merging parties in the form of higher innovation effort (in the absence of
capacity constraints). Even if this potential offsetting effect is present, it is however typically
of lower magnitude than the first-round reduction of innovation effort by the merging parties in
a concentrated market, thus leading to lower overall innovation’.

This analysis, however, is at best incomplete and possibly misleading. Indeed as the economic
controversy following the EC Dow/Dupont merger has shown (8) and as confirmed by the
Japanese contribution to the OECD Competition Committee debate on the role of innovation
in enforcement cases (%), the fact that the parties to a merger having overlapping R&D projects
and eliminate an R&D project once they have merged is neither a necessary nor a sufficient
condition to establish that the merger is likely to restrict either innovation or competition on
innovation.

The reason is that when two competing firms with overlapping R&D projects merge, the
transaction is likely to engender a number of effects on the incentive of both the merging parties
and of their competitors, some of which will lead to a decrease in competition on innovation
and some of which will lead to an increase in competition on innovation.

As Vincenzo Denicold and Michele Polo (*°) state: “There do exist mechanisms whereby
mergers reduce innovation, but there are also others by which mergers spur innovation. Both
types of mechanisms are sound, robust and empirically relevant, not simply theoretical
curiosities. In particular, (...) we have focused on two mechanisms that may generate a positive
impact of mergers on innovation, the coordination of R&D projects and the sharing of new
technological knowledge. But other positive mechanisms also exist. The question whether
mergers are more likely to stifle or spur innovation is therefore, ultimately, an empirical one.
Unfortunately, the available empirical evidence does not seem to be conclusive either. When
all is said and done, the question can be attacked only on a case by case basis, building on
the facts of each specific case”.

Along the same line of reasoning, Bruno Jullien and Yacine Lefouilli (°') have studied various
possible effects of the merger of two competitors with competing lines of R&D such as the
innovation diversion effect, the demand expansion effect, the margin expansion effect, the
spillover effect and they have argued that there is no justification to the claim that a merger
between two out of a limited number of innovators is likely to lead to a reduction of innovation
in a market characterized by limited knowledge spillovers and in the absence of other possible
countervailing efficiencies.

8 See, for example: Vincenzo Denicold and Michele Polo:The innovation theory of harm:An appraisal, Bocconi
working paper 103, March 2018

89 OECD Competition Committee; “ The Role of Innovation in Enforcement Cases, — Note by Japan”,December
2023

%0 See footnote 88

1 Bruno Jullien, Yassine Lefouili, Horizontal Mergers and Innovation, March 2018
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Building on these reflections, an economic study group convened by the Japanese Fair Trade
Commission (%?) has systematically mapped all the potential effects of a merger on the
incentives of the merging parties and on those of their competitors to innovate following a
merger by two innovating firms. These effects go in different directions and the report suggests
that: “ Given (the) characteristics of R&D competition, for appropriate assessment of impacts
on innovation, it is increasingly more important to take into consideration not only quantitative
variables such as the number and market share of each competitor but also the quality aspects
of respective factors constituting R&D competition, for example, in the following points.

. - The level of R&D capabilities of competitors (whether they are powerful and capable
innovators)

. - The mode of R&D, such as whether the results of R&D are at an uncertain stage

. - Technical characteristics such as whether the technology is basic and versatile”.

It thus seems that, unlike some competition authorities, the Commission has not fully integrated
evolution of economic developments regarding the effect of mergers between innovators on
innovation, with the risk that it will use, in its theories of harm, presumptions are not supported
by the most recent economic analysis.

1) A more holistic and long-term approach to the assessment of mergers

The second novelty of the proposed 2026 guidelines, is a shift toward a more holistic and
long-term, perspective with respect to competition and efficiencies than in the 2004 horizontal
guidelines. This shift manifests itself in three ways: first, the definition of the dimensions of
competition in the proposed guidelines is much wider than in the 2004 horizontal guidelines;-;
second, the concept of efficiencies is much more detailed in the 2026 guidelines, with
numerous developments on the importance of long term efficiencies and innovation; third, the
time perspective of the analysis of the effects of mergers is more flexible in the 2026 proposed
merger guidelines than it was in the 2004 horizontal guidelines.

The 2004 horizontal merger guidelines were biased in favor of considering that the relevant
efficiencies which could be counted to offset the possible anticompetitive effect of mergers on
price or quantity were efficiencies that reduced the marginal cost of production or distribution.

Itis true that paragraph 77 of the 2004 guidelines stated that: “The Commission considers any
substantiated efficiency claim in the overall assessment of the merger” and Article 81 of the
same guidelines acknowledged the possibility of efficiencies through innovation in stating that
” Consumers may also benefit from new or improved products or services, for instance
resulting from efficiency gains in the sphere of R & D and innovation (...)".

But paragraph 80 of the same guidelines stated : “Mergers may bring about various types of
efficiency gains that can lead to lower prices or other benefits to consumers. For example, cost
savings in production or distribution may give the merged entity the ability and incentive to
charge lower prices following the merger. In line with the need to ascertain whether efficiencies
will lead to a net benefit to consumers, cost efficiencies that lead to reductions in variable or
marginal costs are more likely to be relevant to the assessment of efficiencies than reductions
in fixed costs; the former are, in principle, more likely to result in lower prices for consumers.
Cost reductions, which merely result from anti-competitive reductions in output, cannot be
considered as efficiencies benefiting consumers”.

92 OECD Competition Committee: “The Role of Innovation in Enforcement Cases — Note by Japan, 5 December
2023
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As already mentioned, the 2026 proposed merger guidelines enlarge the scope of the non-
price dimension of competition and of the efficiencies which can be assessed against
reductions in competition.

For example, they state in paragraph 20: “In its assessment, the Commission identifies the
business models of different market participants and the key price and non-price parameters
on which they compete, and examines how the merger affects such parameters negatively or
positively. Non-price competition can encompass a variety of parameters to the extent they
are relevant for the competitive process in the markets at hand, including output and quality in
various aspects, also covering choice (which may include media and cultural diversity),
capacity, investment, innovation, privacy, sustainability, resilience (including security of
supply). A merger can have an impact on one or multiple parameters of competition, and that
impact is subject to an overall assessment’.

Two comments are relevant.

First, the inclusion of investment in the list of dimensions on which firms compete is confusing
since investment is a means to compete rather than a dimension of competition. In other words,
whereas consumers can be expected to consider that price, quality, sustainability, resilience,
or the protection of privacy are positive attributes of the goods and services which they will
consider when choosing one supplier over the others, it does not make alet-of sense to think
that the importance of the firms’ investments is a determinant of consumers’ choice of a
supplier over another.

Second, the efficiencies associated with the new dimensions of competition mentioned by the
proposed 2026 EC merger guidelines, are different from traditional production or distribution
efficiencies because they have the character of a public good, to the extent that they benefit
society as a whole rather than only the parties exchanging the goods or services in question
on a market. A merger which would allow productive efficiencies would decrease the cost of
production of the good produced, which could benefit either the suppliers or the consumers of
the good (or both) but would not directly affect the consumers of other goods and services. An
increase in the environmental quality of the production of a good will benefit not only the
consumers of the good but, to the same extent, also consumers of other goods or services
who are subject to the same environment. Similarly, an innovation, because it implies an
increase the stock of knowledge of society, benefits not only the producers and consumers of
the good in question but all of society.

However, the Commission’s 2026 proposed merger guidelines states for all efficiencies:

“354. Harm arising in one geographic or product market or one side of a multi-sided product
market cannot be balanced against and compensated by benefits accruing in another
unrelated geographic or product market or side of the multi-sided market.”

The rule according to which a merger which will result in a SIEC but will increase productive
efficiency should be allowed only if the efficiency gains passed on to the consumers of the
relevant good or service offset the loss of consumer surplus that they suffer due to the
restriction in competition ensures that neither the consumers of the relevant good or service
(potentially affected by the loss of consumer surplus due to the anticompetitive nature of the
merger) nor other consumers (unaffected) will be worse off than if those efficiency benefits had
not occurred. The rule ensures that only the efficiency benefits which have a net positive effect
for suppliers and consumers will be implemented.

But applying the same rule, while discounting the off-market benefits of a cleaner production
process or of an innovation for non-consumers of the relevant product or service, inevitably
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leads to the fact that some innovations or some measures for a cleaner environment which
would have a high social benefit will not be implemented. In such cases, protecting consumer
welfare on the markets on which the suppliers are present will not be conducive to a socially
optimal level of protection of the environment or of innovation.

Contrary to an often-repeated claim, the refusal to take into consideration the out of market
efficiencies in competition law cannot be justified by the desire to avoid having to make inter-
personal comparisons of utility between consumers on different markets. Indeed, this stand
implicitly assumes that the consumer surplus decrease associated with the increase in the
negative externality or the increase in consumer surplus associated with the increase in the
positive externality for consumers on markets other than the market affected by the restriction
to competition due to the merger is not worth taking into account ( i.e., is equal to 0).

However, the Commission’s 2026 proposed merger guidelines; accept that the principle just
discussed might not apply in some cases. It states:

“355. However, where two markets are related, benefits achieved on separate markets (or
sides of a multi-sided market) can be taken into account provided that the group of consumers
negatively affected by the merger and benefiting from the efficiencies are substantially the
same. That is when there is a substantial overlap between both groups of consumers. These
are referred to as ‘out-of-market’ benefits”.

The implementation of this last rule, proposed by the European Commission, is not without
difficulties with respect to the definition of what markets are considered “related markets”.

In the hypothetical case of a merger between two pharmaceutical companies with
complementary technologies aiming to develop a new vaccine to stop an epidemic (for
example, Covid) for which neither of the merging firms has a medicine, blocking the merger
while ignoring the consumer welfare gain of the consumers who, although they will not be
vaccinated, will never contract the disease because the epidemic will be stopped thanks to the
vaccine runs against common sense and would in all likelihood result in a sub-optimal
production of innovation in the health sector.

Similarly, blocking a merger between two firms having complementary technologies and likely
to rapidly develop safer planes than the existing ones by combining their technologies ( as was
the case in the General Electric/lHoneywell merger), without regard for the consumer surplus
increase of the air travelers associated with the increased safety of air travel because they are
only indirect beneficiaries of the technology and not its direct buyers, would not make sense
(and, in the specific case of the General Electric/Honeywell blocked merger, resulted in
delaying the innovation by a decade and by imposing a significant cost for the air travelers).
This raises the question of whether vertically related markets (such as the market for airplanes
and the market for air travel) should be considered related) .

Finally, disruptive innovations generally eliminate or bypass a traditional market by promoting
an entirely new service based on a different business model which makes the supply of the
original service less valuable than it previously was. Typically, disruptive innovations create
new markets rather than duplicating what is being produced on traditional markets. This raises
the question of how the rule should be applied in this case. Would a merger aiming to innovate
disruptively ever be in a position to argue that the restriction to competition it implies is
compensated by efficiency benefits (given that these benefits would be on a different and
emerging market) ?

This question is all the more important that the proposed 2026 merger guidelines indicate in
paragraph 34: “Demonstrated efficiency claims may refer to efficiencies in the form of
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sustainability or resilience benefits, innovations with a potential to disrupt or transform markets,
or to the generation of scale effects that will reduce unit costs or facilitate the financing of
necessary investments. If realised, such efficiencies may increase the competitiveness of
European industry and deliver significant consumer benefits within the meaning of Article
2(1)(b) EUMR”

Dynamic effects or a longer time frame for the analysis?

With respect to the time frame of the analysis, article 83 of the 2004 horizontal guidelines
clearly established that innovation efficiencies were likely to be given a lower weight in the
analysis than cost reductions which could be implemented more rapidly. Indeed, it stated that:
“In general, the later the efficiencies are expected to materialise in the future, the less weight
the Commission can assign to them. This implies that, in order to be considered as a
counteracting factor, the efficiencies must be timely”.

In its theory of harm discussion, the Commission indicates in paragraph 114 of the proposed
merger guidelines: “In its assessment of the anticompetitive effects of a merger, the
Commission undertakes a holistic assessment. A merger may result in both direct and dynamic
effects and there may be links between these two types of effects” and paragraph 115 adds:
“Some anticompetitive effects and the underlying theories of harm are more focused on the
direct effects of the merger, such as the loss of head-to-head competition between merging
firms active in the same relevant market, while others are more focused on the dynamic effects
of the merger, such as the loss of investment, expansion and innovation competition. The
analysis of the effects of a merger is however undertaken in a continuum whereby
anticompetitive effects based on a theory of harm that is focused on the merger’s direct effects
may feature elements related to dynamic effects and vice-versa”.

With regard to the assessment of the efficiency benefits of mergers, the Commission
distinguishes direct effects and “dynamic” effects. According to article 295: “Direct efficiencies
result directly from the integration or combination of merging firms’ assets and businesses.
They are the most common type of efficiencies, typically deriving from cost savings or quality
efficiencies, leading directly to lower prices, new and improved products, higher product quality
or variety and improvements in other non-price parameters of competition.”

“Dynamic” efficiencies are defined in article 296 of the guidelines: “Dynamic efficiencies confer
the ability or increase the incentives to invest or innovate into new or improved products or
services, improved distribution or the efficiencies which can be counted as offsetting the
reduction in competition associated with the merger”.

There seems to be a confusion in the proposed guidelines between dynamic efficiencies and
efficiencies which manifests themselves in the longer term. But it also appears clear that when
it comes to assessing the positive effects of a merger, the Commission is willing to consider
the longer term efficiency effects.

The proposed guidelines suggest in paragraph 297 that: “Both direct and dynamic efficiencies
should preserve or enhance competition and positively affect parameters of competition such
as price, output and quality in various forms, including choice, innovation, investment,
resilience or sustainability, on a lasting basis, thereby contributing to technological and
economic progress. Their effects must be sufficient to durably counteract, that is, with an
equivalent degree of likelihood over time, the negative effects on competition and, in particular,
the potential harm to consumers, that a merger might otherwise have”.
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With respect to the verifiability of claimed efficiency benefits from the merger, the Commission
states in paragraph 306 of the proposed 20926 guidelines :"Direct efficiencies are timely if the
synergies and the resulting consumer benefits in principle occur without delay. However, the
time horizon may be longer if that is consistent with the characteristics and dynamics of the
market and the theory of harm. However, a longer time frame for benefits to materialise may
make them less predictable and quantifiable”.

With respect to dynamic efficiencies, the Commission states in paragraph 328: “(...) The sooner
investment or innovation is expected to materialise after closing, the more likely that investment
or innovation is considered timely. The benefits to consumers from dynamic efficiencies may
materialise in a longer time horizon as long as it is possible to verify that they will be substantial
enough to counteract the merger’s anticompetitive effects. The appropriate time horizon will
also depend on the characteristics and dynamics of the market and the theory of harm.
However, in the same way as for a theory of harm, a longer time frame for benefits to
materialise may make them less predictable and quantifiable”.

Overall, whereas the analysis of the effects of a merger by the Commission in the 2004
horizontal merger guidelines was principally focused on short-term analysis, the 2026
Proposed Merger Guidelines, which integrate the effects of mergers on innovation, take a
longer-term perspective.

A similar shift in perspective is also noticeable with respect to other dimensions of the analysis
of mergers.

The 2004 EC horizontal merger guidelines, paragraph 9 stated : “In most cases the competitive
conditions existing at the time of the merger constitute the relevant comparison for evaluating
the effects of a merger”.

In contrast, the proposed 2026 merger guidelines state in paragraph 40: “The Commission
takes into account future events or market evolutions unrelated to the merger that can be
predicted with a sufficient degree of certainty based on available evidence. This may be the
case, for instance, with sufficiently certain plans of entry, expansion, or exit of firms in or from
the market, which can be expected to take place independently of the merger, technological
changes, changes of customer behaviour and demand, declining markets, legal and regulatory
changes, upcoming products or services and future capabilities, or similar future evolutions”.

This does not mean that in the past the Commission did not take into consideration predictable
future events or market evolutions, but the inclusion of paragraph 40 in the 2026 proposed
guidelines underscores the more forward-looking perspective that the Commission proposes
to follow in the future.

This new perspective is reiterated in the proposed guidelines for a number of elements relevant
to the analysis of mergers.

For example, with respect to market shares, paragraph 64 states : “Market shares — especially
those based on the previous year — may not fully reflect a firm’s market power. This may be
the case, for instance, in the following circumstances:

()

b) Where a firm’s dynamic capabilities are not reflected in its static capabilities: A firm may
be an ‘important competitive force’ having more influence on the competitive process than its
market share or similar measures would suggest or have a particular ‘dynamic competitive
potential’. The Commission may assess the competitive relevance of an ‘important competitive
force’, including its market power, using evidence other than market shares (e.g., perceptions
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of its competitive strength in internal documents or in replies to market investigation
questionnaires, or diversion ratios).

c) In highly dynamic or volatile markets, where market shares can change frequently and
significantly over time, market shares may provide a less reliable indicator of current and future
market power: This includes, for instance, markets that are nascent, fast-growing or
characterised by short innovation cycles. The same might be true in volatile markets, where
entry, expansion or exit of suppliers occurs often, or those undergoing important structural
transitions (e.g., regulatory or technological changes).

In such markets, in addition to considering metrics other than market shares, the Commission
may find it useful to (i) assess several years of historic market share data to identify underlying
trends, (ii) adjust current market shares to reflect reasonably certain future changes (e.g., exit,
entry, or expansion) or (iii) consider future market share estimates (reflecting expected
changes such as from firms’ internal projections)”.

The same approach applies to the assessment of the economic power of firms in dynamic
markets. In the 2026 proposed guidelines the Commission states : “70.Profit margins (the
difference between prices and costs) are typically higher in markets where firms have market
power. They are therefore indicative of the degree to which merging firms hold market power.
On the other hand, high margins may be less likely to indicate market power if they are
temporary, including where they reflect the outcome of research, innovation and risk-taking, in
markets characterised by a fast pace of innovation”.

With respect to entry, the 2004 EC horizontal merger guidelines indicated: “74.The
Commission examines whether entry would be sufficiently swift and sustained to deter or
defeat the exercise of market power. What constitutes an appropriate time period depends on
the characteristics and dynamics of the market, as well as on the specific capabilities of
potential entrants (100). However, entry is normally only considered timely if it occurs within
two years”.

The 2026 proposed guidelines indicate at in paragraph 96: “The Commission examines
whether entry or expansion would be sufficiently swift and sustained to countervail the increase
in market power otherwise resulting from the merger. Entry or expansion are normally
considered timely if they occur within two years. However, what constitutes an appropriate
period depends on the characteristics and dynamics of the market, the theory of harm
considered, as well as the capabilities of future entrants. Therefore, the Commission remains
open to consider longer time periods where appropriate in specific cases”.

The same flexibility with respect to the time dimension applies to the analysis of the
competitor’s potential to constrain the merging firms. Paragraph 203 of the proposed
guidelines states: “The relevant time period for the potential competitor’s potential to
significantly constrain the incumbent firm depends on the specific circumstances and market
characteristics of each case, including innovation and development cycles” and paragraph 206
states: “The Commission assesses the potential entrant’s ability and incentive to enter as well
as its potential to significantly constrain the incumbent in the future based on what can be
predicted with a reasonable degree of certainty based on available evidence. The appropriate
time period for the relevant foreseeable future depends on the characteristics and dynamics
of the market”.

Analyzing the incentives of the merging firms to foreclose, the Commission again suggests
that a longer time perspective may be appropriate by stating in paragraph 239 of the proposed
guidelines: “The merged entity may have an incentive to engage in foreclosure not to capture
immediate gains but to strengthen, entrench or extend its market power over time. (...) Such
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dynamic foreclosure incentives may be material even where an assessment based on current
diversion ratios, departure rates, and margins would not identify a profitable foreclosure
strategy”.

Altogether, if the Commission remains cautious and reiterates that efficiency benefits which
might materialize in the distant future may be accorded les weight than immediate effects, the
2026 proposed guidelines offer a clear contrast with the 2004 horizontal guidelines by
emphasizing that a number of elements of the competition analysis of a merger must be
conducted in a time perspective which is adjusted to the dynamics of the sector.

Ill) Capabilities as a determinant of firm’s innovation

The third major change introduced by the 2026 Proposed Merger Guidelines Guidelines is the
consideration of capabilities as a determinant of a firm’s innovations. As previously mentioned
the word capabilities, which did not appear in the 2004 Horizontal guidelines, appears 68 times
in the 2026 proposed guidelines.

This is more than a mere stylistic change. The Commission makes clear that to assess what it
calls the “dynamic competitive potential” of the merging firms in the relevant innovation space
and of its actual or potential competitors, it is necessary to look beyond the question of how
the incentives of the market players will be affected by the merger and ask whether the merged
firms and/or their competitors and/or potential entrants have the capabilities to innovate. From
this standpoint, the Commission echoes the claim made by a number of managerial
economists and economists of innovation that it is not enough to look at incentives to anticipate
whether a merger could lead to innovations. Capabilities also matter.

The definition of capabilities used by the Commission in relation to innovation is given in
footnote 265 which states:” For the purpose of this section, references to innovation capabilities
include both innovation capabilities stricto sensu and innovation resources. Innovation
capabilities stricto sensu are assets such as know-how, intellectual property rights, and
specialised technologies. Innovation (or R&D) resources are assets such as general-purpose
technologies, specialised laboratories, pools of skilled workers, natural resources and
infrastructure that are fundamental to develop new products and processes in the industry’.

Article 191 of the proposed 2026 guidelines suggests that in order to assess the innovative
force of firms in fast-moving industries or new industries the Commission will rely not only on
an evaluation of the company’s scarce or unique capabilities, but also on some of its past
innovation performance such as ‘the fast pace and significance of its past innovations and
developments, its capabilities and track record of disruptive rather than incremental innovation,
the potential significance of its future R&D projects, and, where relevant, its ability to exploit
network effects”.

Even if the intention of the Commission goes in the direction of a more appropriate and relevant
understanding of the innovation process associated with mergers, one should note that the
definition of capabilities as a determinant of innovation given by the proposed 2026 Merger
guidelines is much more restrictive than the definition of capabilities given by the specialists of
innovation in the OECD Oslo Manual (%). Indeed, the latter document, the relevant capabilities
of firms for innovation are defined as follows: “ Business capabilities include the knowledge,
competencies and resources that a firm accumulates over time and draws upon in the pursuit
of its objectives. (....) Business capabilities of relevance to innovation include management

93 OECD Oslo Manual, The Measurement of Scientific, Technological and Innovation Activities, 2018, P
Oslo Manual 2018
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capabilities, workforce skills, and technological capabilities. The discussion of technological
capabilities covers technical expertise, design capabilities and digital competences”.

The proposed 2026 merger guidelines’s definition of capabilities distinguishes between
innovation capabilities (stricto sensu) and innovation resources, but it makes clear that it
defines innovation capabilities as one set of assets (such as intellectual property rights) and
innovation resources as another set of assets (such as the pool of skilled workers). It omits
entirely from its analysis the management capabilities necessary for innovation mentioned in
the OECD Oslo Manual definition and described in management literature (%).

On this point, it is worth mentioning that the OECD Oslo Manual states not only the crucial
elements of the management capabilities necessary for innovation but also how such
capabilities can be assessed-when it states:

“6.43. A major innovation management capability is to stimulate, collect and evaluate novel
ideas produced within the firm. Data collection can identify the use or importance of the
following methods:

» knowledge management systems
* idea management platforms
» employee suggestion schemes

« financial and non-financial incentives (awards, promotion) for employees to propose
innovative ideas

* delegating decision-making to innovation project managers and innovation staff
« involving employee representatives in innovation decisions
* actions to identify, promote and motivate key individuals and groups to drive innovation.

5.44. The organisation of innovation activities within the firm includes the development or
modification of an innovation strategy, the establishment or reorganisation of units within a firm
with a responsibility for innovation (for example a research and experimental development
[R&D] department or a design lab), and human resource practices to encourage innovation
throughout the firm.

5.45. Innovation management requires assigning responsibility for innovation within the firm.
Respondents can be asked if responsibility is assigned to a separate department, to specific
individuals (innovation managers), distributed across multiple business functions, or combined
with general management. Innovation activities can be organised within clearly defined
projects (see subsection 4.5.2) to achieve a particular objective, or organised as non-
structured processes. Firms can use more than one method to assign responsibility or organise
their innovation activities”.

The narrow definition of capabilities used by the Commission, which is centered on assets of
the firms rather than on its managerial capabilities may be the reason it considers, in paragraph
79 of the 2026 proposed merger guidelines, that “superior innovation capabilities that are
difficult to replicate” may constitute a barrier to entry and expansion.

However, to the extent that these assets have been accumulated by the firm because of
superior management capabilities, the Commission’s qualification of these “superior
capabilities” as a potential barrier to entry comes down to considering that the (good)

"
’
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performance of a firm and its efficiency (static or dynamic) constitute a structural barrier to
entry in the market.

The risk then exists that the Commission may be tempted to oppose mergers between firms
which have shown that they had superior innovation capacities, on the basis of the fact that
reinforcing their innovation capacities could increase the barriers to entry on the market and
weaken the competition from less capable firms. Such an outcome would set us back to early
2000s at a time when the EU Commission was more concerned about the welfare of relatively
less efficient competitors than the welfare of consumers.

Conclusion

The approach to efficiencies and innovation proposed in the merger control guidelines
circulated in March 2026 is clearly an improvement over that of the 2004 guidelines for four
main reasons. First, it bases the overall judgment of a merger on the simultaneous
consideration of the theory of harm and the theory of benefit. Second, it recognizes that
competition has other dimensions besides competition on price and qualities, such as
competition on innovation, resilience or environmental impact and it suggests that all relevant
dimensions of competition should be examined. Third, it recognizes that the time frame of the
competition analysis of mergers should be adapted to the dynamics of the relevant market.
Finally, it acknowledges that the capabilities of the merging firms and their competitors to
innovate are relevant dimensions to be considered when assessing the potential effects of a
merger.

One may regret that the Commission largely bases its proposals on the experience acquired
through the past case load rather than on the analytical developments which have, in recent
years, enriched our understanding of the determinants of innovation, and that the approach
proposed by the Commission is not truly dynamic not only because it does not integrate the
potential effect of innovation on market structures, but also because the definition of the
capabilities to be considered as a determinant of mergers does not appear to include
managerial capabilities which are crucially important, as shown in the work of OECD on
innovation and by strategic management literature and also as the proposed guidelines
introduce some confusion by suggesting that firms compete on investment and that the
superior innovation capabilities of merging firms could be a competitive concern.

Nevertheless, the proposed guidelines suggest that the merging parties will have the possibility
of benefiting from a more in depth evaluation of their claims that mergers could lead to
efficiencies and innovation.

Given the margin of discretion of the Commission in balancing the possible advantages and
costs of mergers, the extent to which it will, in practice, be open to efficiency and innovation
claims remains to be seen and it appears possible that, just as occurred over the past twenty
two years when the Commission never accepted a merger on the basis of an efficiency
defence, it may never, in the future, consider that the likely long term benefits of a merger in
terms of innovation or efficiencies will be sufficient to offset the restriction to competition implied
by the merger.

However, this appears unlikely, not because the Commission might lower its standards, but
because the quality of the notification of the mergers with respect to efficiency and innovation
claims is likely to increase significantly if the merging parties feel that their arguments will be
given a fair hearing.
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VIl) The Innovation Clawback: Holding Merging Firms Accountable via an Outcome-
Based Framework

"Words are a commodity in which there is never a shortage, but actions are a currency that always commands a
premium." — Benjamin Franklin

Aside from the difficulty of predicting whether an anticompetitive merger could lead to
innovation, competition authorities are faced with a second difficulty which is the stochastic
innovation process.

One of the reasons competition authorities are wary of innovation claims in merger control may
be that whereas they can be reasonably certain of the risks to other dimensions of competition
that the mergers they examine entail, innovation claims (even backed by competition
innovation capabilities analysis) do not guarantee that innovation will take place. They thus run
a reputational risk if they authorize anticompetitive mergers which do not lead to innovation
(%). As a result, to protect themselves against this reputational risk (%) they may discount
claims of dynamic efficiencies as being “speculative” even if the merging firms have put forth
a strong case.

There can be three reasons for which a merger accepted on the basis of a successful
innovation defence may fail to deliver innovation. The first is that the merged firms, which had
the capacity to increase competition on innovation and devoted all of their efforts to the
innovation after the merger, were unlucky and failed to come up with an innovation. The second
is that the competition authority made a mistake in its assessment that the merger would
promote competition on innovation. The third reason may be that the merged firms had the
capacity to innovate (as indicated by the analysis undertaken at the time of their merger) but
chose to enjoy the rent from the restriction in competition that their merger entailed rather than
devoting sufficient resources to promoting competition on innovation.

The work undertaken on the assessment of the capability of mergers to increase competition
on innovation, which, as mentioned earlier, needs to be pursued is clearly designed to reduce
the second risk: the risk of a faulty evaluation of the capabilities of the merging firms and their
competitors to innovate post-merger.

The remaining question is whether there is a way to organize merger control to eliminate, or
at least reduce, the risk aversion of the competition authority while keeping the incentive of the
merging firms to limit themselves to credible claims of efficiencies when they notify their merger
and to do their best to achieve the claimed innovation at the lowest cost to society, after the
merger has been authorized.

One of the weaknesses of the current system is that once a merger has been authorized, in
most cases, for both legal and practical reasons, the merger cannot be undone. Given the fact

% See, for example, “Walker: UK government ‘captured’ by big tech”, Global Competition Review,17 June 2026
% See for example: “Competition enforcers are too risk averse, Spanish antitrust chief says”, Global
Competition Review, 04 April 2025, and “A dynamic framework for the assessment of horizontal mergers”, BRG
January 2026 : “(...), we identify four features that can skew assessments in markets where competition is
dynamic. a. First, the current framework adopts a highly risk-averse stance towards future market
developments. The Commission assigns greatest weight to effects that are both highly probable and near-term
while discounting longer-term and more uncertain dynamic effects, such as those related to investment,
capability building, strategic repositioning or entry. This bias towards short-run outcomes is particularly
problematic in sectors where consumer welfare is driven primarily by repositioning, quality improvements and
the emergence of new products, technologies or business models. Uncertainty should not be a reason to
disregard dynamic effects.
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that merging firms and the competition authority controlling the merger know that undoing a
consummated merger is nearly impossible, the merging firms have an ex-ante incentive to
make unjustified efficiencies or innovation claims to attempt to ensure their merger is approved.
Furthermore, once the merger has been approved the merging firms have an incentive to
benefit to the maximum from the restriction to competition that their merger allows and will not
face any constraint if they devote fewer efforts to innovating than anticipated.

Competition authorities have an incentive to distrust the efficiencies claims provided by the
merger parties and may try to limit the risk of approving the merger by conditioning their
approval to commitments on the amount of resources to be devoted toward the achievement
of the claimed efficiencies, but they tend to be skeptical about the usefulness of such
commitments(%’).

One possible means to overcome these difficulties, could be to adopt a mechanism such that,
if the competition authority finds, at the end of an agreed upon period, that the claimed
efficiencies have failed to materialize, the affected consumers could be compensated by the
merged firms for the loss of consumer surplus they suffered through the SIEC associated with
the merger, as estimated by the competition authority, without the victims having to prove a
fault on the part of the Commission or of the merging firms.

The merging firms would have no obligation to compensate consumers in two circumstances:
First, if they succeeded to innovate as planned within the period. Second, if they failed to
innovate within the period after their merger, but have kept competition at its pre-merger level
during that period (for example, by refraining from closing down one line of R&D undertaken
by the target because it would exercise a negative externality on the line of RD of the acquiring
firm or if they refrained from increasing their prices post-merger).

If such a mechanism did exist, the merging firms would face two sets of strategic choices.

First, unless they were fairly confident that they could and would deliver on the innovation, they
would have an incentive, after the approval of the merger, to limit or eliminate the restriction to
competition on the relevant market rendered possible by their merger (since they would be
exposed to having to reimburse the consumer surplus loss on the market and not merely the
consumer surplus losses associated with their sales). This means that they would have an
incentive to not increase their prices above the pre-merger level or to not degrade the quality

97 See, for example, OECD “Efficiencies in Merger Control -Note by the European Union”, Competition
Committee, Working Party No. 3 on Co-operation and Enforcement, 17 June 2025: (...)it has been argued that
innovation and investment commitments might be used to ensure that the claimed investments are
implemented as planned as a form of a behavioural commitment;

However, any commitment proposal can only be authorized if the Commission can determine with the
requisite degree of certainty that the commitments will be fully implemented and that they are likely to
maintain effective competition (...). Furthermore, like other behavioural commitments, innovation and
investment commitments would require continued monitoring and enforcement in contrast to divestitures.44
Moreover, as innovation and investment commitments are by definition long-term commitments, investment
decisions may depend heavily on market circumstances that may change as markets develop, which would
reinforce the uncertainty of their effective implementation. If the commitment is not implemented due to the
evolution of market circumstances, it might be difficult to ensure the effective implementation of the remedy,
or ultimately to order a revocation of the merger.

In sum, concerns the Commission may have about the verifiability of a claimed investment as a source of
efficiency would likely also translate to concerns that offering such investment as a type of commitment would
not prevent a significant impediment to effective competition (and thus eliminate competition concerns) with
the required degree of effectiveness and certainty”.
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of their offering compared to what it was pre-merger or to not reduce their output or to not
eliminate or redirect a line of R&D because it competes with another similar line.

If the merging firms involved were confident that they would deliver on the innovation, they
could take the risk of benefitting from the restriction on competition that their merger made
possible. Since the competition authority would have authorized the merger only if the
consumer surplus benefit associated with the innovation was greater than the reduction of
competition which the merger could entail, the net consumer surplus would be increased.

Second, when agreeing on the delay for the development of their innovation, the merging firms
would also be faced with a strategic decision. The longer the period they would propose to
come up with the innovation, the higher the probability that they would succeed but the higher
the cost for them if they benefited from the restriction to competition during this period and
failed to come up with the innovation.

At the end of the period agreed upon by the parties and the competition authority, the
competition authority would have to assess the decrease in competition associated with the
merger if the merging firms failed to develop an innovation. Such an assessment requires the
skills which are the core skills of the competition authority.

A mechanism of this kind would decrease the incentive of merging firms to make
unsubstantiated efficiency claims at the time of the merger. This would decrease the risk
aversion of the competition authority and therefore the risk that pro-innovation mergers might
be blocked and would compensate consumers affected by a restriction to competition if a
merger failed to deliver on innovation.

This mechanism goes in the direction of one proposal of the Draghi report which states (%) :
“Competition authorities need to be more forward-looking and agile. For example, since
innovation in the tech sector is rapid, merger evaluations in this sector must assess how the
proposed concentration will affect future innovation potential, despite its uncertainty.”

To allay the skepticism expressed by the European Commission with respect to investment
commitment, in the mechanism we suggest there is no such investment commitment required
from the merging firms. If the firms fail to innovate, for whatever reason, they would have to
compensate the lost consumer surplus that occurred during the negotiated period. Such a
condition would not require continual monitoring and enforcement since it is the success or the
failure to innovate which would determine whether the merging firms have an obligation and
not the means the merging firms have devoted to achieving the result.

Such a mechanism would be consistent with an important evolution of the scope of civil liability.
Indeed, whereas originally the idea was that civil liability should have a function of deterrence
and therefore that the obligation to compensate for damages should be allocated to a law
violator, legislators (particularly in civil law countries) have increasingly frequently considered
that professional producers of goods and services should bear the risk of their activities
regardless of any proven “fault” caused by damages to their customers or to third parties. The
doctrine of No-Fault Liability for Lawful Acts (“Responsabilité sans faute pour acte régulier”) or
Outcome-Based Compensation Covenants has become more wide spread.

In line with this evolution, in the EU and its member states (or former member state, in the
case of the United Kingdom), there are various examples of situations where a firm benefitting
from an administrative permit does not commit a violation, acts in good faith, but nevertheless
has to compensate parties or to pay a sum to the authorizing body because the expected

%8 The future of European competitiveness Part B | In-depth analysis and recommendations, p. 299
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outcome from the authorization did not materialize. Such legal mechanisms exist in laws or
regulations dealing with infrastructure construction or the environment, sectors in which it is
often impossible to undo the work which led to the damage.

For example, under the German Federal Nature Conservation Act (*°), European "No Net Loss"
biodiversity principles are enforced through an outcome-based lens. The law provides that if a
developer's lawful, compliant offset fails to achieve the required environmental outcome, he is
not fined or penalized for a violation but is required to settle the ecological deficit through the
Ersatzgeld (substitute money) mechanism, calculated on the basis of the raw cost of the
unmitigated ecological damage to the state ().

A related mechanism is used in the United Kingdom. If a developer is granted planning
permission subject to environmental targets, the legal responsibility to achieve those targets
sits with the developer. The Local Planning Authority (LPA) holds the developer strictly
accountable for the outcome. In case of a lawful failure of the developer, because the benefit
cannot be delivered, the planning authority switches the obligation to a commuted sum in-lieu.
The developer is legally bound to pay a direct financial equivalent to the local council.

In the United Kingdom, the 1990 Town and Country Planning Act (TCPA) was amended by the
insertion of the Environment Act 2021. Following this amendment, Schedule 7 A of the TCPA
(1°") provides that grants of planning permission in England must be subject to a condition to
secure that a biodiversity gain objective of 10%, which must be legally maintained for at least
30 years. This is an absolute statutory objective. If this condition is not met, the Local Planning
Authority can take enforcement action against the developer for breach of a planning condition.
To rectify it, the developer will be forced to pay heavily to restore the site, buy offsite
"biodiversity units," or purchase expensive statutory credits from the government as a penalty.

In 2004, the European Union adopted a new regime for the prevention and remediation of
environmental damage by adopting Directive 2004/35/CE “on environmental liability with
regard to the prevention and remedying of environmental damage”.

This innovative legislation established for the first time in the EU, a comprehensive liability
regime for damages to the environment, based on the ‘polluter-pays’ principle by making those
having caused environmental damage liable for remediation of the damage.

The competent authorities, which are public bodies designated by the Member State to
implement and enforce the Directive, determine and assess the extent of environmental

% Act on Nature Conservation and Landscape Management (Federal Nature Conservation Act — BNatSchG) of
29 July 2009

100 Article 15 of the German Federal Nature Conservation Act stipulates:

(1) The intervening party is obligated to refrain from causing any avoidable adverse effects on nature and
landscape. Adverse effects shall be considered avoidable if reasonable alternatives are available for achieving
the purpose of the intervention, at the same location, with lesser or no adverse effects on nature and
landscape. Where adverse effects cannot be avoided, reasons for such unavoidability must be provided.

(...)

(5) An intervention may not be permitted or carried out if the relevant adverse effects are unavoidable or
cannot be compensated for or substituted in some other way within an appropriate period of time, and the
interests of nature conservation and landscape management take precedence over other concerns in a
weighing-up of all the requirements applying to nature and landscape.

(6) If an intervention pursuant to (5) is permitted or carried out, even though the relevant adverse effects
cannot be avoided or cannot be compensated for or substituted within an appropriate period of time, the
intervening party shall provide monetary substitution. (...)

101 see Town and Country Planning Act 1990, UK Public General Acts 1990 c. 8SCHEDULE 7A at
https://www.legislation.gov.uk/ukpga/1990/8/schedule/7A
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damage and agree, with those responsible for the potential damage, on the preventive or
remediation measures to be taken. Operators carrying out dangerous activities listed in an
annex of the Directive fall under strict liability (no need to prove fault (%) }- . If full remediation
is delayed, compensatory remediation measures should be taken for the interim loss of natural
resources and services.

EU State Aid law (Articles 107—109 TFEU) is also relevant to our discussion. The underlying
rationale for EU State Aid control is that public subsidies given to private companies distort the
market and cause collective economic damage to competitors. The EU will permit this damage
if the aid is tied to a strict plan that delivers a larger societal benefit—such as saving regional
infrastructure or generating long-term employment. But if the positive benefit fails to
materialize, the European Commission will retroactively cancel the permission and order a
mandatory clawback (a "recovery decision") with interest “in order to remove the distortion of
competition created by the aid”.

As an example, measures to support an inadequate and unrealistic restructuring plan that is
not backed by sufficient market funding from investors beyond the rescue period are illegal
under EU State Aid rules. Following an in-depth investigation opened in April 2023, the
Commission (%) concluded in 2024 that Romania must recover from Blue Air the unlawful
State aid amounting to €33.84 million plus interest. Indeed, it found that the restructuring plan
for Blue Air was not feasible, coherent and sufficiently far-reaching to restore the airline's long-
term viability within a reasonable timeframe and without unduly distorting competition in the
single market. This was corroborated by Blue Air's inability to maintain operations and its
request in March 2023 to enter into insolvency proceedings.

These examples are not perfect matches for the suggested mechanism discussed in this
paper. Indeed, in the examples quoted above, either the Commission finds that a practice was
illegal (in the case of State Aid) or the compensation that firms have to pay for not achieving a
social benefit is based on an estimate of the value of the social benefit which was not realized.
In the case of mergers and innovation, what is proposed is not to withdraw the authorization
given to the merger but to penalize the merging firms for having restricted competition in their
unsuccessful search for innovation (and not for having failed to innovate).

But what these examples have in common with our suggested mechanism is that the firms
which have secured an administrative authorization to undertake a risky activity are exposed
to the risk of having to pay for the loss they impose (on their customers, on third parties or to
competition in the case of state aid) if they fail to deliver on the expected benefit which justified
the authorization. As argued previously, this is likely to make them more realistic about the
benefits they claim, more reluctant to restrict competition, and more incentivized to live up to
the expectation they have created once they have secured the authorization.

Adopting the suggested mechanism for merger authorizations justified on the ground that it will
lead to innovation would in all likelihood require an amendment to the merger regulation and
one cannot ignore the political difficulties of securing an agreement for such a change. But this

102 see for example: CJEU, Gert Volk v Unabhingiger Verwaltungssenat fiir die Steiermark (Case C-529/15). The
Court of Justice of the EU ruled that a valid administrative authorization does not shield an operator from the
financial obligation to pay for environmental remediation under the ELD. The CJEU established that "fault" or
"illegality" is not a prerequisite. Because a quantifiable ecological debt occurred, the operator—despite
breaking zero laws—was legally required to fund massive compensatory measures to restore the river's
ecology while keeping their plant open.

103 EY Commission Press release: “Commission orders recovery of €33.84 million in incompatible State aid
from Blue Air” Feb 16, 2024
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may nevertheless be necessary complement to recent initiatives designed to ensure that
merger control is better aligned with the EU growth and innovation agenda.
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