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UNITED STATES OF AMERICA
BEFORE THE FEDERAL TRADE COMMISSION
OFFICE OF ADMINISTRATIVE LAW JUDGES

In the Matter of

[llumina, Inc.,
a corporation, and

Docket No. 9401
and

GRAIL, Inc.,
a corporation,

Respondents.

RESPONDENTS’ MOTION IN LIMINE TO EXCLUDE CERTAIN TESTIMONY OF
REBUTTAL EXPERT WITNESS DR. ROTHMAN

Respondents GRAIL, Inc. (“GRAIL”) and Illumina, Inc. (“Illumina”) (collectively,
“Respondents”), respectfully move to exclude certain opinions proffered by Complaint Counsel’s
designated rebuttal expert witness Dr. Dov Rothman. Specifically, Respondents move to preclude
Dr. Rothman from testifying about (1) his interpretation of what agency guidelines require to
substantiate merger efficiencies; and (2) whether Respondents’ experts have substantiated
efficiencies regarding (a) accelerated regulatory approval for GRAIL’s Galleri test; (b) accelerated
payor acceptance of Galleri; (c) innovation collaborations; and (d) cost savings.

. BACKGROUND

If the efficiencies that will arise from Illumina’s acquisition of GRAIL become an issue in
this case, it will be for the Administrative Law Judge (“ALJ”)—not any expert witness—to assess
the sufficiency and credibility of Respondents’ proof by evaluating all relevant, admissible
evidence. The testimony that Complaint Counsel proffer from Dr. Dov Rothman has no proper
role in that analysis. The proposed Rothman testimony (the “Rothman Report”) nakedly seeks to

usurp the Court’s fact-finding role, and to pass judgment on whether Respondents have met their
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evidentiary burden regarding efficiencies, but based on only a subset of evidence. In doing so, the
Rothman Report addresses an irrelevant question: whether the evidence specifically cited in
Respondents’ experts’ reports, by itself, meets a standard unilaterally dictated by Dr. Rothman.
There are three separate, fundamental problems that render these opinions inadmissible.

First, it is the quintessential role of the ALJ as factfinder—and not any expert—to consider
the evidence, weigh it under appropriate legal standards, and apply the law to the facts. Economic
experts have a different, more limited role to play, offering actual economic analysis such as
modelling mergers or calculating double marginalization elimination. Dr. Rothman does none of
that. His attempt to assess the sufficiency of evidence—and to dictate the evidentiary standard—
is not the province of an expert economist.

Second, Dr. Rothman applies this wrongheaded analysis to only a subset of Respondents’
evidence and, so, is completely irrelevant. If needed, Respondents will prove efficiencies through
a large volume of evidence at trial. Yet the Rothman Report only assesses the supposed sufficiency
of a subset of evidence—those items specifically mentioned in report footnotes—ignoring the
broader “information considered” listed in appendices per Commission Rule 3.31A(c). Thus, even
if it were Dr. Rothman’s role to judge the sufficiency of Respondents’ cumulative evidence (and
it is not), he has not done so.

Finally, Dr. Rothman admits that he has no expertise in the subject matter underlying the
majority of these efficiencies—including regulatory approval and medical-device payor coverage.

And for the remainder of the claimed efficiencies, he foregoes any economic expertise, opting to
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instead read cited documents with a critical eye as a zealous attorney might. As discussed further
below, the ALJ should exclude the vast majority of the Rothman Report.*

1. ARGUMENT

A. Dr. Rothman’s Interpretations Of The Merger Guidelines Are Irrelevant And
Improper

It is well established that it is improper for expert testimony to “invade[] the province of
the court,” such as by purporting to tell the factfinder “what result to reach,” to “define legal terms”
or rules, Berry v. City of Detroit, 25 F.3d 1342, 1353 (6th Cir. 1994), or to “apply[] those legal
rules to the facts,” Neal v. Second Sole of Youngstown, 2018 WL 1740140, at *4 (N.D. Ohio Apr.
11, 2018). Determining whether evidence satisfies a particular legal standard, quite simply, “is
the job of the trier of fact,” not of any expert. Id.

The Rothman Report repeatedly violates these foundational principles. The Rothman
Report never cites a single economic treatise, study, or authority. Dr. Rothman instead relies
exclusively on a standard for substantiating efficiencies that he purports to have distilled from two

agency policy guidelines: the Vertical Merger Guidelines of July 30, 2020 and; the Horizontal

Merger Guidelines of August 19, 2010 (collectively, the “Guidelines”). {J N

! Respondents do not seek to exclude Report 11 55-59, which they will address through cross-
examination. “Report” refers to the Rebuttal Expert Report of Dov Rothman, Ph.D., July 26, 2021,
attached hereto as Exhibit 1.
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I}  There is no evidence that anyone else has accepted, tested, or applied Dr.
Rothman’s proprietary method for efficiency substantiation. See Fed. R. Evid. 702 (requiring
testimony to be “product of reliable principles and methods™). His “I know it when I see it” test
has no place here.

To the extent that Dr. Rothman intends his interpretations of the Guidelines to guide the
ALJ’s assessment of what may constitute a cognizable efficiency, his opinions improperly invade
the Court’s province. See In re Initial Pub. Offering Sec. Litig., 174 F. Supp. 2d 61, 64 (S.D.N.Y.
2001) (“[E]very circuit has explicitly held that experts may not invade the court’s province by
testifying on issues of law.”). Furthermore, his interpretation is irrelevant because the Guidelines
“are not binding” on any court, FTC v. Thomas Jefferson Univ., 505 F. Supp. 3d 522, 539 n.7 (E.D.
Pa. 2020), “are not intended to describe how the Agencies will conduct the litigation of cases,”
and “neither dictate nor exhaust the range of evidence the Agencies may introduce in litigation.”’

Accordingly, Dr. Rothman’s testimony as to what the Guidelines require in order for an efficiency

2 D. Rothman Dep. Tr. 46:18-25, 47:6-16, 48:9-13, Aug. 3, 2021 (“Tr.”), attached hereto as
Exhibit 2.

%1d. 63:19-65:2, 50:14-24.

41d. 68:3-11.

®1d. 67:4-21.

®1d. 68:14-15.

"U.S. D.0J. & F.T.C., Vertical Merger Guidelines 2 n.3 (June 30, 2020), attached hereto as
Exhibit 3; U.S. D.O.J. & F.T.C., Horizontal Merger Guidelines 1 n.2 (Aug. 19, 2020), attached
hereto as Exhibit 4.
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to be adequately “verified” or “substantiated” by “reasonable means” should be excluded as
entirely irrelevant and improper. See Report 1 36-43.

The Rothman Report further steps over the line from expert to quasi-judge by applying his

standard to a limited set of facts to conclude that {
e

1 |C'
1 26 (emphasis added); see also id. {1 28, 29, 31, 33-35, 44, 51, 61, 86, 87, 89, 93. A qualified

expert may perform analysis to challenge facts or put forth an economic analysis. But an expert
cannot opine on what outcome the court should reach when applying a legal standard to those
facts. See, e.g., Berry, 25 F.3d at 1353; Neal, 2018 WL 1740140, at *4; In re Initial Pub. Offering
Sec. Litig., 174 F. Supp. 2d at 64 (recognizing this “axiomatic principle” (citation omitted)).
Dr. Rothman’s opinion goes beyond applying economic skills to the facts, and instead takes the
impermissible final step of issuing an opinion on whether those facts satisfy his quasi-legal
standard for efficiency verification and merger-specificity. That determination is for the Court
alone.

B. Dr. Rothman’s Conclusions Are Based On Incomplete Information

Even if it were Dr. Rothman’s province to opine as to whether Respondents have met their

evidentiary burden, his opinions would be irrelevant and unreliable because he assessed only a

subset of Respondents” evidence. | EG—
"
N

° Tr. 76:21-25 (N | .

74:4-8, 96:13-17.
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-
.  But. consistent with Commission Rule 3.31A,

Respondents’ experts’ opinions are based on the far broader universe of materials considered,
including their report appendices. To the extent that the Rothman Report is based on the erroneous
assumption that experts must list all evidence in their footnotes, that is contrary to the law and
grounds to preclude his opinion.!® Furthermore, any ultimate determination of efficiencies must
be based on the broader universe of evidence admitted at trial. Noticeably missing from the subset
of evidence that Dr. Rothman considered is testimony from any GRAIL or Illumina employee in
response to questions from Respondents’ attorneys, which Dr. Rothman concedes he could not
have yet considered.!! This demonstrates why the ALJ, not any expert, is the factfinder and applies
the law to the facts after trial. Accordingly, independent of the flawed standard Dr. Rothman
applies, his opinions that a subset of evidence does not satisfy that standard should be excluded as
unreliable and irrelevant. See In re Rezulin Prods. Liab. Litig., 369 F. Supp. 2d 398, 425, 437-38
(S.D.N.Y. 2005) (excluding experts that “ignored a large amount of information™).

C. Dr. Rothman’s Opinions Regarding Acceleration Are Outside His
Quialifications

It is axiomatic that courts should preclude expert testimony when “the witness is not
qualified to testify in a particular field or on a given subject.” Wilson v. Woods, 163 F.3d 935, 937
(5th Cir. 1999). That foundational rule bars Dr. Rothman’s conclusions that Respondents’ experts
did not adequately substantiate (1) the efficiency of acceleration of U.S. Food and Drug

Administration (“FDA”) approval for GRAIL’s Galleri test; (2) the efficiency of acceleration of

%1d. 77:6-8; id. 75:7-16, 77:21-78:9, 155:3-10, 217:11-13.

10 See, e.g., In re Novatel Wireless Sec. Litig., 846 F. Supp. 2d 1104, 1107 (S.D. Cal. 2012)
(excluding expert testimony that “employed the [] wrong legal standard™).

W Ty, 77:21-78:9, 268:17-269:4.
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payor approval of that test; and (3) the merger-specificity of those efficiencies. These regulatory
and payor acceptance processes are remarkably complex, such that courts routinely exclude
experts without specific qualifications about them. See, e.g., Hall v. Boston Sci. Corp., 2015 WL
868907, at *24 (S.D.W.V. Feb. 27, 2015) (finding that expert’s “distinguished career as a
urogynecologist cannot uphold his opinions on product warnings and FDA compliance”); Payne
v. C.R. Bard, 606 F. App’x 940, 943 n.5 (11th Cir. 2015) (finding expert was “unqualified by
education or experience” to testify regarding FDA filings, despite having “some experience
preparing FDA applications”).

Dr. Rothman has no expertise on these subjects, at even a general level. {J
4 |
g 4 |
|
a4 |

e
Il Vithout any relevant experience, skill, or qualifications as to what is

required to obtain FDA approval or payor acceptance for any test (let alone a ground-breaking test

12 Id. 128:19-20, 142:19-143:8, 146:4.
13 Id. 124:1-2.

14 Id. 123:9-124:8.

5 Id. 157:10-158:1.

16 Id. 124:9-25.

g Id. 132:2-8, 125:14-19, 128:3-7.
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like Galleri), or Respondents’ capabilities with respect to either, it would “border on the absurd”
to allow Dr. Rothman to say that Respondents have not adequately substantiated the existence or
merger specificity of these efficiencies. Rezulin Prods., 309 F. Supp. 2d at 544. And by merely
“repeat[ing] and recast[ing]” another expert’s testimony, Dr. Rothman “is not testifying as an
expert witness based upon specialized knowledge, but rather is” impermissibly “acting as a conduit
for another witness’s testimony in the guise of an expert opinion.” Rotman v. Progressive, Ins.,
Co., c, 283 (D. Vt. 2013). His opinions on the acceleration efficiencies should be precluded. See
Report 1 26, 28-31, 44, 50-54, 60-84.

D. Dr. Rothman’s Opinions Regarding Research and Development, And Cost
Savings Employ No Expert Economic Qualifications

The Rothman Report’s two remaining conclusions relate to Respondents’ experts’
evidence regarding efficiencies of medical breakthroughs from combining Illumina’s and
GRAIL’s research capabilities, and cost savings from combining supply chain and laboratory
resources. With respect to each of these claimed efficiencies, the only “evaluation” that Dr.
Rothman performed was to read the documentary evidence that Respondents’ experts cited and
declare it inadequate substantiation. See Report 11 85-93. Again, as described above, that opinion
is itself irrelevant and inadmissible. See supra 88 I1.A-B. It also does not involve the application
of any economic skill, and instead amounts to “characterizations of documentary evidence”—
something an attorney might do. City of Tuscaloosa v. Harcros Chems., 158 F.3d 548, 565, 567

n.27 (11th Cir. 1998). Dr. Rothman’s analysis of supply chain and laboratory cost efficiencies

proves the point.
I
I
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4
4 |
I  A\nd his opinions about innovation
benefits are the same—he merely points to the purported absence of definite documentary support,
something the Court can assess without expert assistance.?® Harcros, 158 F.3d at 565 (“the trier
of fact is entirely capable of determining whether or not to draw such conclusions” from
documentary evidence). Report {f 87-89. As to these efficiencies, he offers no analysis
“draw[ing] on the skills of an economist,” and this testimony should be excluded.?! Mid-State
Fertilizer Co. v. Exch. Nat’l, 877 F.2d 1333, 1340 (7th Cir. 1989).

CONCLUSION

Respondents respectfully request that the Court grant this Motion.

18 Id. 277:9-24.

19 Id. 279:14-280:5.

20 Id. 267:4-268:16.

21 Should the Court grant this portion of Respondents’ Motion, the Court should also strike
two instances in Dr. Scott Morton’s Rebuttal Report relying on Dr. Rothman’s opinions regarding
research and development efficiencies. See Rebuttal Report of Dr. Fiona Scott Morton {3, 7 n.5,
attached as Exhibit 5. See In re Baycol Prod. Litig., 532 F. Supp. 2d 1029, 1055-56 (D. Minn.
2007) (expert opinion’s reliance on other “already excluded” expert opinions was “inappropriate”).
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Dated: August 5, 2021
Respectfully submitted,

/s/ Anna M. Rathbun
Anna M. Rathbun

Michael G. Egge
Marguerite M. Sullivan
David L. Johnson
LATHAM & WATKINS LLP,
555 Eleventh Street NW
Suite 1000
Washington, D.C. 20004
Telephone: (202) 637-2200
Facsimile: (202) 637-2201
anna.rathbun@Iw.com

Alfred C. Pfeiffer

505 Montgomery Street

Suite 2000

San Francisco, CA 94111-6538
Telephone: (415) 391-0600
Facsimile: (415) 395-8095
Al.pfeiffer@lw.com

Attorneys for Respondent
GRAIL, Inc.

Christine A. Varney
Richard J. Stark

David R. Marriott

J. Wesley Earnhardt
Sharonmoyee Goswami
CRAVATH, SWAINE & MOORE LLP
Worldwide Plaza

825 Eighth Avenue

New York, NY 10019
(212) 474-1000
cvarney@cravath.com
rstark@cravath.com
dmarriott@cravath.com
wearnhardt@cravath.com
sgoswami@cravath.com
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Attorneys for Respondent
[llumina, Inc.
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CERTIFICATE OF SERVICE

I hereby certify that on August 5, 2021, | filed the foregoing document electronically using the
FTC’s E-Filing System, which will send notification of such filing to:

April Tabor

Acting Secretary Federal Trade Commission 600
Pennsylvania Ave., NW, Rm. H-113 Washington,
DC 20580

ElectronicFilings@ftc.gov

The Honorable D. Michael Chappell
Administrative Law Judge

Federal Trade Commission

600 Pennsylvania Ave., NW, Rm. H-110
Washington, DC 20580

I also certify that | caused the foregoing document to be served via email to:

Complaint Counsel

U.S. Federal Trade Commission
Susan Musser
Dylan P. Naegele
David Gonen
Jonathan Ripa
Matthew E. Joseph
Jordan S. Andrew
Betty Jean McNeil
Lauren Gaskin
Nicolas Stebinger
Samuel Fulliton
Stephen A. Mohr
Sarah Wohl
William Cooke
Catherine Sanchez
Joseph Neely
Nicholas A. Widnell
Daniel Zach
Eric D. Edmonson

Counsel for Respondent Illumina, Inc.
Cravath, Swaine & Moore LLP
Christine A. Varney
Richard J. Stark
David R. Marriott
J. Wesley Earnhardt
Sharonmoyee Goswami
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Jesse M. Weiss
Michael J. Zaken

Counsel for Respondent GRAIL, Inc.
Latham & Watkins LLP
Michael G. Egge
Marguerite M. Sullivan
Alfred C. Pfeiffer, Jr.
Anna M. Rathbun
David L. Johnson
Marcus Curtis

August 5, 2021 /s/ Anna M. Rathbun
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CERTIFICATE FOR ELECTRONIC FILING

I certify that the electronic copy sent to the Secretary of the Commission is a true and correct copy
of the paper original and that | possess a paper original of the signed document that is available for

review by the parties and the adjudicator.
By: /s/ Anna M. Rathbun

August 5, 2021
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UNITED STATES OF AMERICA
BEFORE THE FEDERAL TRADE COMMISSION
OFFICE OF ADMINISTRATIVE LAW JUDGES

In the Matter of

[llumina, Inc.,
a corporation, and

Docket No. 9401
and

GRAIL, Inc.,
a corporation,

Respondents.

STATEMENT IN SUPPORT OF RESPONDENTS’ MOTION IN LIMINE TO
EXCLUDE CERTAIN TESTIMONY OF
REBUTTAL EXPERT WITNESS DR. ROTHMAN

Pursuant to Paragraph 4 of the Scheduling Order entered on April 26, 2021, Respondents
hereby represent that counsel for the moving parties has conferred with Complaint Counsel by
email in an effort in good faith to resolve by agreement issues raised by the motion. The parties
corresponded by email on August 4 and August 5, 2021 to discuss a potential agreement with
respect to the evidence that Respondents seek to exclude in this motion, but were unable to reach

an agreement.

Dated: August 5, 2021

Respectfully submitted,

/sl Anna M. Rathbun
Anna M. Rathbun of
Latham & Watkins LLP
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UNITED STATES OF AMERICA
BEFORE THE FEDERAL TRADE COMMISSION
OFFICE OF ADMINISTRATIVE LAW JUDGES

In the Matter of

[llumina, Inc.,
a corporation, and

Docket No. 9401
and

GRAIL, Inc.,
a corporation,

Respondents.

[PROPOSED] ORDER ON RESPONDENTS’ MOTION IN LIMINE TO EXCLUDE
CERTAIN TESTIMONY OF REBUTTAL EXPERT WITNESS DR. ROTHMAN

On August 5, 2021, Respondents filed a Motion In Limine To Exclude Certain Testimony
Of Rebuttal Expert Witness Dr. Rothman (“Motion”) pursuant to Commission Rule 3.43(b), and
this Court’s Scheduling Order. Having considered Respondents’ Motion and attached Exhibits, it
is hereby ORDERED that Respondents’ Motion is GRANTED. Dr. Dov Rothman is precluded
from testifying about (1) what the federal antitrust enforcement agencies’ merger guidelines
require to substantiate efficiencies; (2) whether Respondents’ experts have adequately
substantiated under the merger guidelines the existence or merger-specificity of efficiencies
regarding (a) accelerated regulatory approval for GRAIL, Inc.’s Galleri test; (b) accelerated payor
acceptance of Galleri; (c) innovations from research and development collaborations between
Illumina, Inc. and GRAIL, Inc.; and (d) cost savings from supply chain and laboratory operations.
Furthermore, Complaint Counsel and Complaint Counsel’s additional designated expert witnesses

are precluding from relying upon that excluded testimony at trial.
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ORDERED:

D. Michael Chappell
Chief Administrative Law Judge

Date:
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UNITED STATES OF AMERICA
BEFORE THE FEDERAL TRADE COMMISSION
OFFICE OF ADMINISTRATIVE LAW JUDGES

In the Matter of

[Ilumina, Inc.,
a corporation, and

Docket No. 9401
and

GRAIL, Inc.,
a corporation,

Respondents.

DECLARATION OF ANNA M. RATHBUN

I, Anna M. Rathbun, declare and state:

1. I am a counsel at Latham & Watkins LLP and counsel for Respondent GRAIL, Inc.
(“GRAIL”) in this matter.

2. I make this declaration pursuant to 28 U.S.C. § 1746 in support of Respondents’
Motion In Limine To Exclude Certain Testimony Of Complaint Counsel’s Rebuttal Expert
Witness Dr. Dov Rothman.

3. Attached hereto as Exhibit 1 is a true and correct copy of the Rebuttal Expert Report
of Dov Rothman, Ph.D., which was served on July 26, 2021.

4. Attached hereto as Exhibit 2 is a true and correct copy of excerpts of the transcript
of the Deposition of Dov Rothman, Ph.D., which occurred on August 3, 2021.

5. Attached hereto as Exhibit 3 is a true and correct copy of the U.S. Department of
Justice & The Federal Trade Commission Vertical Merger Guidelines, dated June 30, 2020.

6. Attached hereto as Exhibit 4 is a true and correct copy of the U.S. Department of

Justice & The Federal Trade Commission Horizontal Merger Guidelines, issued August 19, 2010.
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7. Attached hereto as Exhibit 5 is a true and correct copy of excerpts of the Rebuttal

Report of Dr. Fiona Scott Morton, which was served on July 26, 2021.

Dated: August 5, 2021

Respectfully submitted,

/s/ Anna M. Rathbun
Anna M. Rathbun of
Latham & Watkins LLP
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Exhibit 2
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Exhibit 3
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Vertical
Merger
Guidelines

U.S. Department of Justice
&

The Federal Trade Commaission

June 30, 2020
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U.S. DEPARTMENT OF JUSTICE AND THE FEDERAL TRADE COMMISSION

VERTICAL MERGER GUIDELINES

1. OVERVIEW

These Vertical Merger Guidelines outline the principal analytical techniques, practices, and
enforcement policies of the Department of Justice and the Federal Trade Commission (the
“Agencies”) with respect to a range of transactions often described as vertical mergers and
acquisitions.! The relevant statutory provisions include Section 7 of the Clayton Act, 15 U.S.C. §
18, Sections 1 and 2 of the Sherman Act, 15 U.S.C. §§ 1-2, and Section 5 of the Federal Trade
Commission Act, 15 U.S.C. § 45. Most particularly, Section 7 of the Clayton Act prohibits any
merger or acquisition if, “in any line of commerce or in any activity affecting commerce in any
section of the country, the effect of such acquisition may be substantially to lessen competition, or
to tend to create a monopoly.” This provision applies to vertical mergers, as Congress made plain
in the 1950 amendments to the Clayton Act.

These Guidelines describe how the agencies analyze a range of non-horizontal transactions. Where
they use the term “vertical,” that term should not be read to narrow the applicability of these
Guidelines. The analytical techniques, practices, and enforcement policies described in these
Guidelines apply to strictly vertical mergers (those that combine firms or assets at different stages
of the same supply chain), “diagonal” mergers (those that combine firms or assets at different
stages of competing supply chains), and vertical issues that can arise in mergers of complements.
In describing a vertical relationship, a stage closer to final consumers (such as a distributor, retailer,
or finished goods manufacturer) is termed “downstream,” and a stage further from final consumers
(such as a supplier, wholesaler, or input manufacturer) is termed “upstream.”

Mergers often present both horizontal and vertical elements, and the Agencies may apply both the
Horizontal Merger Guidelines? and the Vertical Merger Guidelines in their evaluation of a
transaction. In addition, if one of the parties to a transaction could use its pre-existing operations
to facilitate entry into the other’s market, the Agencies may consider whether the merger removes
competition from a potential entrant, using the methods described in the Horizontal Merger
Guidelines.

These Guidelines are intended to assist the business community and antitrust practitioners by
increasing the transparency of the analytical process underlying the Agencies’ enforcement

! These Guidelines supersede the extant portions of the Department of Justice’s 1984 Merger Guidelines,
which are now withdrawn and superseded in their entirety. They reflect the ongoing accumulation of
experience at the Agencies. These Guidelines may be revised from time to time as necessary to reflect
significant changes in enforcement policy, to clarify existing policy, or to reflect new learning.

2U.S. Dep’t of Justice & Fed. Trade Comm’n, Horizontal Merger Guidelines (2010).

1



FEDERAL TRADE COMMISSION | OFFICE OF THE SECRETARY | FILED 8/6/2021] | Document No. 602172 | PAGE Page 28 of 78 * PRUBLIC

decisions. They may also assist the courts in developing an appropriate framework for interpreting
and applying the antitrust laws to the types of transactions discussed herein.?

These Guidelines should be read in conjunction with the Horizontal Merger Guidelines. Many of
the principles and analytic frameworks used to assess horizontal mergers apply to vertical mergers.
For example, Section 1 of the Horizontal Merger Guidelines—describing in general terms the
purposes and limitations of the Horizontal Merger Guidelines and the goals of merger
enforcement—is also relevant to the consideration of vertical mergers. Other topics addressed in
the Horizontal Merger Guidelines, but not addressed herein — such as the analytic framework for
evaluating entry considerations, the treatment of the acquisition of a failing firm or its assets, and
the acquisition of a partial ownership interest — are relevant to the evaluation of the competitive
effects of vertical mergers as well.

Vertical mergers, however, also raise distinct considerations, which these Guidelines address. For
example, vertical mergers often benefit consumers through the elimination of double
marginalization, which tends to lessen the risks of competitive harm. While the agencies more
often encounter problematic horizontal mergers than problematic vertical mergers, vertical
mergers are not invariably innocuous. These Guidelines describe the framework applied by the
Agencies in distinguishing anticompetitive from procompetitive (and competitively neutral)
vertical mergers.

As with horizontal mergers, the Agencies normally examine effects on the actual and potential
direct customers of the merging parties, and, if different, the final consumers of firms that utilize
the goods or services of the merging parties. The Agencies are concerned with harm to
competition, not to competitors. When a merger involves products at different levels of a supply
chain, the direct customers the Agencies will consider are actual and potential buyers of the
downstream products. Absent convincing evidence to the contrary, the Agencies presume that
adverse effects on these direct customers lead to adverse effects on final consumers.

The enhancement of market power by buyers, sometimes called “monopsony power,” has adverse
effects comparable to the enhancement of market power by sellers. The Agencies employ an
analogous framework to analyze vertical mergers that may enhance the market power of buyers.

In evaluating effects, the Agencies focus on the likely changes in competitive outcomes caused by
a merger. Therefore, the Agencies focus on competitive outcomes caused by conduct that would
be compatible with firms’ abilities and incentives following a vertical merger, but would not be in
the absence of the merger. To the extent practicable, the Agencies use a consistent set of facts and
assumptions to evaluate both the potential competitive harm from a vertical merger and the
potential benefits to competition.

* These Guidelines are not intended to describe how the Agencies will conduct the litigation of cases they
decide to bring. Although relevant in that context, these Guidelines neither dictate nor exhaust the range of
evidence the Agencies may introduce in litigation.
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2. EVIDENCE OF ADVERSE COMPETITIVE EFFECTS

The Agencies consider any reasonably available and reliable evidence to address the central
question of whether a vertical merger may substantially lessen competition. The types of evidence
described in Section 2.1 of the Horizontal Merger Guidelines can also be informative about the
effects of vertical mergers, including actual effects observed in consummated mergers, direct
comparisons based on experience, and evidence about the disruptive role of a merging party. The
Agencies may also consider evidence about the disruptive role of non-merging firms — for
example, when evaluating a theory that a vertical merger may allow the merged firm to discipline
disruptive rivals. The Agencies may also consider market shares and concentration in relevant
markets (see Section 3), and may rely on evidence of head-to-head competition between one
merging firm and rivals that trade with the other merging firm when evaluating unilateral effects
(see Section 4). The sources of evidence on which the Agencies rely are the same as those set forth
in Section 2.2 of the Horizontal Merger Guidelines and include documents and statements of the
merging parties, their customers, and other industry participants and observers.

3. MARKET DEFINITION, RELATED PRODUCTS, MARKET SHARES, AND CONCENTRATION

In any merger enforcement action involving a vertical merger, the Agencies will normally identify
one or more relevant markets in which the merger may substantially lessen competition. Many of
the general purposes and limitations of market definition described in Section 4 of the Horizontal
Merger Guidelines are also relevant when the Agencies define markets for vertical mergers, and
the Agencies generally use the methodology set forth in Sections 4.1 and 4.2 of the Horizontal
Merger Guidelines to define relevant markets for vertical mergers.

When the Agencies identify a potential competitive concern in a relevant market, they will also
specify one or more related products. A related product is a product or service that is supplied or
controlled by the merged firm and is positioned vertically or is complementary to the products and
services in the relevant market. For example, a related product could be an input, a means of
distribution, access to a set of customers, or a complement. The same transaction can give rise to
more than one vertical concern, and different concerns may affect different relevant markets.

Example 1: Relevant markets can be upstream or downstream
Situation: A retail chain buys the manufacturer of Brand A cleaning products.

Discussion: In this example, the merged firm’s supply of Brand A cleaning products (the
related product) could affect downstream competition between retailers in a given
geographic area (the relevant market). The Agencies may also consider whether the
merged firm’s retailing of cleaning products in a given geographic area (the related
product) could affect competition between manufacturers of cleaning products in that area
(the relevant market).

The Agencies may consider measures of market shares and market concentration in a relevant
market in their evaluation of competitive effects. The Agencies evaluate market shares and
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concentration in conjunction with other reasonably available and reliable evidence for the ultimate
purpose of determining whether a merger may substantially lessen competition.

The Agencies use the methodology set out in Section 5 of the Horizontal Merger Guidelines to
measure shares and concentration in a relevant market, but do not rely on the thresholds in
Section 5.3 as screens for or indicators of competitive effects from vertical theories of harm.
Existing levels of concentration may nonetheless be relevant. For example, high concentration in
the relevant market may provide evidence about the likelihood, durability, or scope of
anticompetitive effects in that relevant market.

4. UNILATERAL EFFECTS

A vertical merger may diminish competition between one merging firm and rivals that trade with,
or could trade with, the other merging firm. This section discusses common types of unilateral
effects arising from vertical mergers. Section (a) discusses foreclosure and raising rivals’ costs.
Section (b) discusses competitively sensitive information. These effects do not exhaust the types
of possible unilateral effects.

a. Foreclosure and Raising Rivals’ Costs

A vertical merger may diminish competition by allowing the merged firm to profitably use its
control of the related product to weaken or remove the competitive constraint from one or more of
its actual or potential rivals in the relevant market. For example, a merger may increase the
vertically integrated firm’s incentive or ability to raise its rivals’ costs by increasing the price or
lowering the quality of the related product. The merged firm could also refuse to supply rivals with
the related products altogether (“foreclosure”).

In identifying whether a vertical merger may diminish competition due to unilateral foreclosure or
raising rivals’ costs,* the Agencies generally consider whether the following conditions are
satisfied:

(1) Ability: By altering the terms by which it provides a related product to one or more of its rivals,
the merged firm would likely be able to cause those rivals (a) to lose significant sales in the
relevant market (for example, if they are forced out of the market; if they are deterred from
innovation, entry, or expansion, or cannot finance those activities; or if they have incentives to
pass on higher costs through higher prices) or (b) to otherwise compete less aggressively for
customers’ business.

* For ease of exposition, the principal discussion is about input foreclosure and raising rivals’ input costs
following a merger between vertically related firms, where the concern is that the merged firm could
profitably use its supply of an input (the related product) to weaken the competitive constraint it faces from
rivals in the downstream market (the relevant market). Examples in this section discuss the analogous
analysis for foreclosure or raising rivals’ costs that raise barriers to entry, customer foreclosure and raising
rivals’ distribution costs, and mergers of complements.

4
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This element would not be satisfied, and in turn a merger would rarely warrant close scrutiny
for its potential to lead to foreclosure or raising rivals’ costs, if rivals could readily switch
purchases to alternatives to the related product, including self-supply, without any meaningful
effect on the price, quality, or availability of products or services in the relevant market.

The Agencies’ review of the merged firm’s rivals’ ability to switch to alternatives to the related
product may include, but is not limited to, the types of evidence the Agencies use to evaluate
customer switching when implementing the hypothetical monopolist test, listed in Section
4.1.3 of the Horizontal Merger Guidelines.

(2) Incentive: The merged firm, as a result of the merger, would likely find it profitable to foreclose
rivals, or offer inferior terms for the related product, because it benefits significantly in the
relevant market when rivals lose sales or alter their behavior in response to the foreclosure or
to the inferior terms.

This element would not be satisfied, and in turn a merger would rarely warrant close scrutiny
for its potential to induce foreclosure or raise rivals’ costs, if the merged firm would not benefit
from a reduction in actual or potential competition with users of the related product in the
relevant market.

The Agencies’ assessment of the effect of a vertical merger on the incentive to foreclose rivals
or raise their costs by changing the terms of the related product will be fact-specific. For
example, in the case of foreclosure, the Agencies generally consider whether the merged firm’s
gains in the relevant market would likely outweigh any losses from reduced sales of the related
product.

Mergers for which these conditions are met potentially raise significant competitive concerns and
often warrant scrutiny.

For mergers that warrant scrutiny, the Agencies will determine whether, based on an evaluation of
the facts and circumstances of the relevant market, the merger may substantially lessen
competition. This evaluation will generally include an assessment of the likely net effect on
competition in the relevant market of all changes to the merged firm’s unilateral incentives. The
merged firm may foreclose its rivals or raise their costs by changing the terms offered for the
related product, but a vertical merger can also change other incentives. The elimination of double
marginalization, for example, can confer on the merged firm an incentive to set lower downstream
prices. The price that a downstream firm pays for an input supplied by an independent upstream
firm may include a markup over the upstream firm’s marginal cost. If a downstream and an
upstream firm merge, and the merged firm supplies itself with its own related product, it will have
access to the input at cost. (See Section 6.) The likely merger-induced increase or decrease in
downstream prices would be determined by considering the impact of both these effects, as well
as any other competitive effects.

To the extent practicable and appropriate, the Agencies will use the same set of facts and
assumptions to evaluate both the potential harm from a vertical merger and the potential benefits
of the elimination of double marginalization, and will focus on evaluating conduct that would be
most profitable for the merged firm as a whole.

5
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Where sufficient relevant data are available, the Agencies may construct economic models
designed to quantify the net effect on competition. The Agencies may employ merger simulation
models to assist in this quantitative evaluation. These models often include independent price
responses by non-merging firms and may incorporate feedback from the different effects on
incentives. The Agencies do not treat merger simulation evidence as conclusive in itself, and they
place more weight on whether merger simulations using reasonable models consistently predict
substantial price increases than on the precise prediction of any single simulation. The Agencies
may also determine that a merger may substantially lessen competition based on an evaluation of
qualitative evidence of all potential effects.

The next paragraphs provide illustrative examples of the application of this general framework.
The examples do not exhaust the types of possible foreclosure concerns.

Example 2: Input foreclosure and raising rivals’ costs

Situation: Upstream firms supply oranges to downstream firms, which use the oranges to
produce orange juice. All orange suppliers make take-it-or-leave-it offers to sell at
constant unit prices.’ A supplier of oranges (the related product) merges with a producer
of orange juice (the relevant market) that buys its entire orange demand from the supplier.

Discussion: The merged firm may have the ability to restrict the supply of oranges to rival
orange juice producers. If those rivals lack alternative sources of oranges to those of the
merged firm in sufficient quantity at comparable price and quality, the merged firm may
be able to increase their costs by raising the price at which it sells them oranges or by
refusing to sell them oranges altogether.

The Agencies may assess whether the merged firm would likely have an incentive to raise
the price at which it supplies oranges to rivals. This assessment may focus on the resulting
reduction in competition, including any reduction due to the diversion of sales of orange
juice to the merged firm. Capturing the downstream margin on the diverted sales through
merger may make a price increase profitable, even though the price increase would not
be profitable for the orange supplier absent the merger. The effect on the price the merged
firm charges for oranges depends on the merged firm’s gains from diverted sales in the
relevant market and from increased prices in the relevant market.

The Agencies may also consider whether the merged firm may have an incentive to stop
supplying oranges to rival orange juice producers altogether. In doing so, the merged firm
would lose the margin on the forgone sales of oranges, but may benefit from a higher
margin and increased sales of orange juice diverted from its rivals. If the benefits from

> By “constant unit prices,” we refer to a simple linear price per-unit with no other fees or offsets. The
pricing structure is relevant to the likelihood and the degree of both raising rivals’ costs and the elimination
of double marginalization.

6
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increased downstream sales outweigh the costs of the forgone upstream sales, the merged
firm may find it profitable to foreclose.

In either case, the merged firm will likely source its oranges at reduced cost rather than
paying a price that includes a margin to an independent firm, giving it an incentive to set
lower prices on its own orange juice products (the effects of eliminating double
marginalization). To determine whether the merger may substantially lessen competition,
the Agencies would analyze the specific facts and circumstances, including in particular
the relative magnitude of these offsetting incentives.

Example 3: Raising the input costs of rivals with bargaining

Situation: A firm supplies Product A to a number of competing downstream retailers,
each of which would lose significant business overall if it did not stock Product A. Terms
are set through bargaining, and contracts take the form of constant unit wholesale prices.
The supplier of Product A merges with one of the retailers.

Discussion: The vertical merger may diminish competition between retailers (the relevant
market) by giving the merged firm the leverage to raise its rivals’ costs by negotiating
increased wholesale prices for the firm’s supply of Product A (the related product) from
its rival retailers. Compared to the manufacturer of Product A acting independently, the
merged firm may benefit downstream if it refuses to supply one or more of its downstream
rivals and if such rivals lose sales as a result. This benefit improves the merged firm’s
alternative to a supply agreement should negotiations take time to resolve, or fail
altogether, and thus may increase the merged firm’s bargaining leverage with rival
retailers.

Rivals that pay higher wholesale prices for Product A would likely set higher retail prices.
In contrast, the merged firm will likely lower its costs for sourcing Product A because it
will not pay a wholesale price to a third party that includes a markup over cost, providing
the merged firm with an incentive to lower its retail price for Product A. It is a factual
question whether competition in the retail market would be substantially lessened, such
that consumers in the retail market would pay higher prices, on average, after the merger.

Example 4: Creating the need for two-level entry

Situation: Company A is the sole supplier of an active ingredient required to make an off-
patent pharmaceutical drug produced only by Company B. Company A’s supply of the
active ingredient is the related product. It sets a constant unit price. Company C is
considering entering the relevant market with its own version of the drug. Were it to enter,
head-to-head competition with Company B would be significant and prices for the drug
would likely fall significantly, leading to increased sales. Company B buys Company A.
In the absence of the merger, Company A would benefit from Company C’s entry.
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Discussion: The merger may diminish competition in the relevant market by making entry
by Company C less likely. In the absence of the merger, Company A would likely have
an incentive to facilitate the entry of Company C and to supply Company C if it did enter.
The merged firm, on the other hand, may have the ability to prevent Company C from
successfully entering the relevant market by refusing to supply Company C with any
active ingredient. In this case, Company C’s successful entry into the relevant market
may require Company C to produce the active ingredient as well. This two-level entry
may be more costly and riskier than entering the relevant market alone, and thus may
deter Company C from entering. Moreover, the merged firm may have an incentive to
refuse to supply Company C unless it is markedly more efficient or targeting additional
customer groups or markets.

The Agencies would also consider the effects on competition if the merged firm would
eliminate double marginalization by sourcing the active ingredient at cost rather than
paying a price that included a markup. The likely net effect on competition in the relevant
market would depend, in part, on the extent to which entry was likely absent the merger.

Example S: Raising rivals’ costs of distribution

Situation: A distributor of components to customize trucks for different uses offers
competing liftgates for loading. Liftgates are supplied at a constant unit wholesale price.
The distributor buys a manufacturer of liftgates. The distributor has developed a strong
position in Region X based on offering superior support and developing close customer
relationships. Many customers consider other distributors to be inadequate substitutes for
the merged firm’s distribution of liftgates in Region X (the related product).

Discussion: The Agencies may consider whether the merger would harm competition in
the market for the manufacture of liftgates in Region X (a relevant market). Because
customers prefer the merged firm’s superior distribution service, the merged firm may be
able to disadvantage manufacturers of rival liftgates by setting higher retail prices for
their products. The profitability of such a strategy would depend on diversion to the
merged firm’s liftgates as well as sales lost to rival distributors.

A potential harm in this example is diminished competition between manufacturers of
liftgates (a relevant market upstream from the market for the distribution of liftgates).
The Agencies, however, may consider the impact on retail prices when evaluating the
effects on competition in the relevant market. The competitiveness of upstream
manufacturers depends, in part, on the derived demand from customers of the
downstream distributors, who choose among manufacturers’ products based on
downstream retail prices. Competition in the retail sale of liftgates may be harmed if the
merged firm raises retail prices for rival brands, even though rival manufacturers may
respond to the change in the merged firm’s incentives by setting lower, not higher,
wholesale prices. The Agencies would also evaluate the extent of the merged firm’s
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incentive to set a lower price for liftgates because of the elimination of double
marginalization.

Example 6: Merger of complements raising vertical issues

Situation: Manufacturers use batteries and motors when making electric scooters.
Electric scooter manufacturers use different batteries and motors based on their
production technologies. The two components are complements: manufacturers make
more scooters, and demand more of both components, when the price of either
component falls. All components are sold under contracts that specify a constant unit
price. The leading maker of motors for scooters merges with a manufacturer of batteries
for scooters.

Discussion: Motors and batteries are complementary inputs into the production of electric
scooters. Neither input is upstream nor downstream from the other in the supply chain.
The Agencies may investigate whether the merged firm would have the ability and
incentive to disadvantage rival manufacturers of batteries. For example, the merged firm
might do so by increasing the price of its motors (the related product) to its customers
(e.g., electric scooter manufacturers) that do not also buy the merged firm’s batteries. The
merged firm may also have an incentive to offer lower prices for batteries to its customers
that do buy both components from it. If the Agencies conclude that both countervailing
price effects are likely to be present post-merger, the Agencies will conduct a balancing
of the effects to determine the net effect on the prices customers will likely pay.

The Agencies may also use an analysis similar to the above to investigate whether the
merged firm would have the ability and incentive to disadvantage rival manufacturers of
motors (in an additional relevant market) by increasing the price of batteries (the related
product) to its customers that do not also buy the merged firm’s motors.

Example 7: Diagonal merger

Situation: An electronics firm develops a component that enhances the wireless capability
of low-end laptop computers. This component intensifies competition between low-end
laptop computers that incorporate the component as an input and high-end laptop
computers that already provide premium wireless capabilities without the
component. The largest manufacturer of high-end laptop computers with premium
wireless capability acquires this electronics firm. The acquisition neither expands nor
improves the functionality that the acquiring firm can provide. The acquired technology
is not compatible with the acquiring firm’s products, and redesigning its products to
incorporate the acquired technology would neither lower its marginal costs nor improve
the wireless capabilities of its laptops.

Discussion: The Agencies may investigate whether the merged firm would have the
ability and incentive to reduce competition in the market for laptop computers (a relevant
market) by increasing the price, degrading the quality, or reducing the availability of the
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component providing wireless capability (the related product). The incompatibility
between the technologies of the merging firms strongly suggests that this merger is
unlikely to generate any benefits due to the elimination of double marginalization.

b. Access to Competitively Sensitive Information

In a vertical merger, the transaction may give the combined firm access to and control of sensitive
business information about its upstream or downstream rivals that was unavailable to it before the
merger. For example, a downstream rival to the merged firm may have been a premerger customer
of the upstream firm. Post-merger, the downstream component of the merged firm could now have
access to its rival’s sensitive business information. In some circumstances, the merged firm can
use access to a rival’s competitively sensitive information to moderate its competitive response to
its rival’s competitive actions. For example, it may preempt or react quickly to a rival’s
procompetitive business actions. Under such conditions, rivals may see less competitive value in
taking procompetitive actions. Relatedly, rivals may refrain from doing business with the merged
firm rather than risk that the merged firm would use their competitively sensitive business
information as described above. They may become less effective competitors if they must rely on
less preferred trading partners, or if they pay higher prices because they have fewer competing
options.

5. COORDINATED EFFECTS

In some cases, a vertical merger may diminish competition by enabling or encouraging post-
merger coordinated interaction among firms in the relevant market that harms customers. Section
7 of the Horizontal Merger Guidelines describes how the Agencies evaluate coordinated effects.
In particular, Section 7.1 notes that the Agencies are more likely to challenge a merger on the basis
of coordinated effects when the relevant market shows signs of vulnerability to coordinated
conduct, and the Agencies have a credible basis on which to conclude that the merger may enhance
that vulnerability. Section 7.2 sets forth evidence relevant to evaluating whether a market is
vulnerable to coordination. The theories of harm discussed in the Horizontal Merger Guidelines,
as well as those discussed below, are not exhaustive, but rather are illustrations of the manner in
which a merger may lessen competition due to coordinated effects.

A vertical merger may enhance the market’s vulnerability to coordination by eliminating or
hindering a maverick firm that otherwise plays or would play an important role in preventing or
limiting anticompetitive coordination in the relevant market. For example, the merged firm could
use its control over a related product or service to harm the ability of a non-merging maverick to
compete in the relevant market, thereby increasing the likelihood of coordinated interaction among
the merged firm and rivals participating in that market.

Coordinated effects may also arise in other ways, including when changes in market structure or
the merged firm’s access to confidential information facilitate (a) reaching a tacit agreement
among market participants, (b) detecting cheating on such an agreement, or (c) punishing cheating
firms.

10
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Example 8: Vertical merger raising coordinated effects issues

Situation: A merger combines a manufacturer of components and a maker of final
products.

Discussion: Where the component manufacturer supplies rival makers of final products,
it will have information on the rival’s volume of final product, and thus will be better able
to detect cheating on a tacit agreement to limit the output of final products. As a result,
the merger may make an agreement to limit supply more effective.

Some effects of a vertical merger may make the market less vulnerable to coordination. For
example, a vertical merger’s elimination of double marginalization (see Section 6) may increase
the merged firm’s incentive to cheat on a tacit agreement, thereby reducing the risk of coordinated
effects.

6. PROCOMPETITIVE EFFECTS

Vertical mergers combine complementary economic functions and eliminate contracting frictions,
and therefore have the capacity to create a range of potentially cognizable efficiencies that benefit
competition and consumers. Vertical mergers combine complementary assets, including those
used at different levels in the supply chain, to make a final product. A single firm able to coordinate
how these assets are used may be able to streamline production, inventory management, or
distribution. It may also be able to create innovative products in ways that would not likely be
achieved through arm’s-length contracts.

The Agencies evaluate efficiency claims by the parties using the approach set forth in Section 10
of the Horizontal Merger Guidelines, as elaborated here. Cognizable efficiencies are merger-
specific efficiencies that have been verified and do not arise from anticompetitive reductions in
output or service. The Agencies do not challenge a merger if cognizable efficiencies are of a
character and magnitude such that the merger is unlikely to be anticompetitive in any relevant
market.®

Due to the elimination of double marginalization, mergers of vertically related firms will often
result in the merged firm’s incurring lower costs for the upstream input than the downstream firm
would have paid absent the merger. This is because the merged firm will have access to the
upstream input at cost, whereas often the downstream firm would have paid a price that included
a markup. The elimination of double marginalization is not a production, research and
development, or procurement efficiency; it arises directly from the alignment of economic
incentives between the merging firms. Since the same source drives any incentive to foreclose or
raise rivals’ costs, the evidence needed to assess those competitive harms overlaps substantially
with that needed to evaluate the procompetitive benefits likely to result from the elimination of
double marginalization.

® The Agencies in their prosecutorial discretion may also consider efficiencies that are not strictly in the
relevant market, using the principles set out in footnote 14 of the Horizontal Merger Guidelines.

11
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Mergers of firms that make complementary products can lead to a pricing efficiency analogous to
the elimination of double marginalization. Absent the merger, the merging parties would set the
price for each complement without regard to the impact of lower prices for one on demand for the
other. If the two merge, the merged firm has an incentive to set prices that maximize the profits of
the firm as a whole, which may result in lower prices for each component. Any incentive to offer
lower prices may be more pronounced if the merged firm can target lower prices at customers that
buy both components from it.

While it is incumbent upon the merging firms to provide substantiation for claims that they will
benefit from the elimination of double marginalization, the Agencies may independently attempt
to quantify its effect based on all available evidence, including the evidence they develop to assess
the potential for foreclosure or raising rivals’ costs. In verifying the elimination of double
marginalization, the agencies typically examine the likely cost saving to the merged firm from
self-supplying inputs that would have been purchased from independent suppliers absent the
merger. Creditable quantifications of the elimination of double marginalization are generally of
similar precision and reliability to the Agencies’ quantifications of likely foreclosure, raising
rivals’ costs, or other competitive effects.

In assessing the merger-specificity of the elimination of double marginalization, the Agencies
typically examine whether it would likely be less costly for the merged firm to self-supply inputs
following the merger than for the downstream firm to purchase them from one or more
independent firms absent the merger. The merging parties’ evidence about existing contracting
practices is often the best evidence of the price the downstream firm would likely pay for inputs
absent the merger. The Agencies also consider other evidence, such as contracts between similarly
situated firms in the same industry and contracting efforts considered by the merging firms. The
Agencies do not, however, reject the merger specificity of the elimination of double
marginalization solely because it could theoretically be achieved but for the merger, if such
practices are not reflected in documentary evidence. The Agencies will generally take the same
approach to evaluate the likely contractual arrangements absent the transaction as the one they use
when evaluating raising rivals’ costs or foreclosure.

The Agencies’ assessment of the effects of the elimination of double marginalization on
competition in the relevant markets relative to unilateral and coordinated effects is described
further in Sections 4 and 5.

12
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1. Overview

These Guidelines outline the principal analytical techniques, practices, and the enforcement policy of
the Department of Justice and the Federal Trade Commission (the “Agencies”) with respect to
mergers and acquisitions involving actual or potential competitors (“horizontal mergers”) under the
federal antitrust laws.! The relevant statutory provisions include Section 7 of the Clayton Act, 15
U.S.C. 8 18, Sections 1 and 2 of the Sherman Act, 15 U.S.C. 8§ 1, 2, and Section 5 of the Federal
Trade Commission Act, 15 U.S.C. § 45. Most particularly, Section 7 of the Clayton Act prohibits
mergers if “in any line of commerce or in any activity affecting commerce in any section of the
country, the effect of such acquisition may be substantially to lessen competition, or to tend to create
a monopoly.”

The Agencies seek to identify and challenge competitively harmful mergers while avoiding
unnecessary interference with mergers that are either competitively beneficial or neutral. Most
merger analysis is necessarily predictive, requiring an assessment of what will likely happen if a
merger proceeds as compared to what will likely happen if it does not. Given this inherent need for
prediction, these Guidelines reflect the congressional intent that merger enforcement should interdict
competitive problems in their incipiency and that certainty about anticompetitive effect is seldom
possible and not required for a merger to be illegal.

These Guidelines describe the principal analytical techniques and the main types of evidence on
which the Agencies usually rely to predict whether a horizontal merger may substantially lessen
competition. They are not intended to describe how the Agencies analyze cases other than horizontal
mergers. These Guidelines are intended to assist the business community and antitrust practitioners
by increasing the transparency of the analytical process underlying the Agencies’ enforcement
decisions. They may also assist the courts in developing an appropriate framework for interpreting
and applying the antitrust laws in the horizontal merger context.

These Guidelines should be read with the awareness that merger analysis does not consist of uniform
application of a single methodology. Rather, it is a fact-specific process through which the Agencies,
guided by their extensive experience, apply a range of analytical tools to the reasonably available and
reliable evidence to evaluate competitive concerns in a limited period of time. Where these
Guidelinezs provide examples, they are illustrative and do not exhaust the applications of the relevant
principle.

These Guidelines replace the Horizontal Merger Guidelines issued in 1992, revised in 1997. They reflect the ongoing
accumulation of experience at the Agencies. The Commentary on the Horizontal Merger Guidelines issued by the
Agencies in 2006 remains a valuable supplement to these Guidelines. These Guidelines may be revised from time to
time as necessary to reflect significant changes in enforcement policy, to clarify existing policy, or to reflect new
learning. These Guidelines do not cover vertical or other types of non-horizontal acquisitions.

These Guidelines are not intended to describe how the Agencies will conduct the litigation of cases they decide to
bring. Although relevant in that context, these Guidelines neither dictate nor exhaust the range of evidence the
Agencies may introduce in litigation.
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The unifying theme of these Guidelines is that mergers should not be permitted to create, enhance, or
entrench market power or to facilitate its exercise. For simplicity of exposition, these Guidelines
generally refer to all of these effects as enhancing market power. A merger enhances market power if
it is likely to encourage one or more firms to raise price, reduce output, diminish innovation, or
otherwise harm customers as a result of diminished competitive constraints or incentives. In
evaluating how a merger will likely change a firm’s behavior, the Agencies focus primarily on how
the merger affects conduct that would be most profitable for the firm.

A merger can enhance market power simply by eliminating competition between the merging parties.
This effect can arise even if the merger causes no changes in the way other firms behave. Adverse
competitive effects arising in this manner are referred to as “unilateral effects.” A merger also can
enhance market power by increasing the risk of coordinated, accommodating, or interdependent
behavior among rivals. Adverse competitive effects arising in this manner are referred to as
“coordinated effects.” In any given case, either or both types of effects may be present, and the
distinction between them may be blurred.

These Guidelines principally describe how the Agencies analyze mergers between rival suppliers that
may enhance their market power as sellers. Enhancement of market power by sellers often elevates
the prices charged to customers. For simplicity of exposition, these Guidelines generally discuss the
analysis in terms of such price effects. Enhanced market power can also be manifested in non-price
terms and conditions that adversely affect customers, including reduced product quality, reduced
product variety, reduced service, or diminished innovation. Such non-price effects may coexist with
price effects, or can arise in their absence. When the Agencies investigate whether a merger may lead
to a substantial lessening of non-price competition, they employ an approach analogous to that used
to evaluate price competition. Enhanced market power may also make it more likely that the merged
entity can profitably and effectively engage in exclusionary conduct. Regardless of how enhanced
market power likely would be manifested, the Agencies normally evaluate mergers based on their
impact on customers. The Agencies examine effects on either or both of the direct customers and the
final consumers. The Agencies presume, absent convincing evidence to the contrary, that adverse
effects on direct customers also cause adverse effects on final consumers.

Enhancement of market power by buyers, sometimes called “monopsony power,” has adverse effects
comparable to enhancement of market power by sellers. The Agencies employ an analogous
framework to analyze mergers between rival purchasers that may enhance their market power as
buyers. See Section 12.

2.  Evidence of Adverse Competitive Effects

The Agencies consider any reasonably available and reliable evidence to address the central question
of whether a merger may substantially lessen competition. This section discusses several categories
and sources of evidence that the Agencies, in their experience, have found most informative in
predicting the likely competitive effects of mergers. The list provided here is not exhaustive. In any
given case, reliable evidence may be available in only some categories or from some sources. For
each category of evidence, the Agencies consider evidence indicating that the merger may enhance
competition as well as evidence indicating that it may lessen competition.
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2.1 Types of Evidence
2.1.1 Actual Effects Observed in Consummated Mergers

When evaluating a consummated merger, the ultimate issue is not only whether adverse competitive
effects have already resulted from the merger, but also whether such effects are likely to arise in the
future. Evidence of observed post-merger price increases or other changes adverse to customers is
given substantial weight. The Agencies evaluate whether such changes are anticompetitive effects
resulting from the merger, in which case they can be dispositive. However, a consummated merger
may be anticompetitive even if such effects have not yet been observed, perhaps because the merged
firm may be aware of the possibility of post-merger antitrust review and moderating its conduct.
Consequently, the Agencies also consider the same types of evidence they consider when evaluating
unconsummated mergers.

2.1.2 Direct Comparisons Based on Experience

The Agencies look for historical events, or “natural experiments,” that are informative regarding the
competitive effects of the merger. For example, the Agencies may examine the impact of recent
mergers, entry, expansion, or exit in the relevant market. Effects of analogous events in similar
markets may also be informative.

The Agencies also look for reliable evidence based on variations among similar markets. For
example, if the merging firms compete in some locales but not others, comparisons of prices charged
in regions where they do and do not compete may be informative regarding post-merger prices. In
some cases, however, prices are set on such a broad geographic basis that such comparisons are not
informative. The Agencies also may examine how prices in similar markets vary with the number of
significant competitors in those markets.

2.13 Market Shares and Concentration in a Relevant Market

The Agencies give weight to the merging parties’ market shares in a relevant market, the level of
concentration, and the change in concentration caused by the merger. See Sections 4 and 5. Mergers
that cause a significant increase in concentration and result in highly concentrated markets are
presumed to be likely to enhance market power, but this presumption can be rebutted by persuasive
evidence showing that the merger is unlikely to enhance market power.

2.1.4 Substantial Head-to-Head Competition

The Agencies consider whether the merging firms have been, or likely will become absent the
merger, substantial head-to-head competitors. Such evidence can be especially relevant for evaluating
adverse unilateral effects, which result directly from the loss of that competition. See Section 6. This
evidence can also inform market definition. See Section 4.

2.15 Disruptive Role of a Merging Party

The Agencies consider whether a merger may lessen competition by eliminating a “maverick” firm,
i.e., a firm that plays a disruptive role in the market to the benefit of customers. For example, if one
of the merging firms has a strong incumbency position and the other merging firm threatens to
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disrupt market conditions with a new technology or business model, their merger can involve the loss
of actual or potential competition. Likewise, one of the merging firms may have the incentive to take
the lead in price cutting or other competitive conduct or to resist increases in industry prices. A firm
that may discipline prices based on its ability and incentive to expand production rapidly using
available capacity also can be a maverick, as can a firm that has often resisted otherwise prevailing
industry norms to cooperate on price setting or other terms of competition.

2.2 Sources of Evidence

The Agencies consider many sources of evidence in their merger analysis. The most common sources
of reasonably available and reliable evidence are the merging parties, customers, other industry
participants, and industry observers.

2.2.1 Merging Parties

The Agencies typically obtain substantial information from the merging parties. This information can
take the form of documents, testimony, or data, and can consist of descriptions of competitively
relevant conditions or reflect actual business conduct and decisions. Documents created in the normal
course are more probative than documents created as advocacy materials in merger review.
Documents describing industry conditions can be informative regarding the operation of the market
and how a firm identifies and assesses its rivals, particularly when business decisions are made in
reliance on the accuracy of those descriptions. The business decisions taken by the merging firms
also can be informative about industry conditions. For example, if a firm sets price well above
incremental cost, that normally indicates either that the firm believes its customers are not highly
sensitive to price (not in itself of antitrust concern, see Section 4.1.3%) or that the firm and its rivals
are engaged in coordinated interaction (see Section 7). Incremental cost depends on the relevant
increment in output as well as on the time period involved, and in the case of large increments and
sustained changes in output it may include some costs that would be fixed for smaller increments of
output or shorter time periods.

Explicit or implicit evidence that the merging parties intend to raise prices, reduce output or capacity,
reduce product quality or variety, withdraw products or delay their introduction, or curtail research
and development efforts after the merger, or explicit or implicit evidence that the ability to engage in
such conduct motivated the merger, can be highly informative in evaluating the likely effects of a
merger. Likewise, the Agencies look for reliable evidence that the merger is likely to result in
efficiencies. The Agencies give careful consideration to the views of individuals whose
responsibilities, expertise, and experience relating to the issues in question provide particular indicia
of reliability. The financial terms of the transaction may also be informative regarding competitive
effects. For example, a purchase price in excess of the acquired firm’s stand-alone market value may
indicate that the acquiring firm is paying a premium because it expects to be able to reduce
competition or to achieve efficiencies.

High margins commonly arise for products that are significantly differentiated. Products involving substantial fixed
costs typically will be developed only if suppliers expect there to be enough differentiation to support margins
sufficient to cover those fixed costs. High margins can be consistent with incumbent firms earning competitive
returns.
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2.2.2 Customers

Customers can provide a variety of information to the Agencies, ranging from information about their
own purchasing behavior and choices to their views about the effects of the merger itself.

Information from customers about how they would likely respond to a price increase, and the relative
attractiveness of different products or suppliers, may be highly relevant, especially when
corroborated by other evidence such as historical purchasing patterns and practices. Customers also
can provide valuable information about the impact of historical events such as entry by a new
supplier.

The conclusions of well-informed and sophisticated customers on the likely impact of the merger
itself can also help the Agencies investigate competitive effects, because customers typically feel the
consequences of both competitively beneficial and competitively harmful mergers. In evaluating such
evidence, the Agencies are mindful that customers may oppose, or favor, a merger for reasons
unrelated to the antitrust issues raised by that merger.

When some customers express concerns about the competitive effects of a merger while others view
the merger as beneficial or neutral, the Agencies take account of this divergence in using the
information provided by customers and consider the likely reasons for such divergence of views. For
example, if for regulatory reasons some customers cannot buy imported products, while others can, a
merger between domestic suppliers may harm the former customers even if it leaves the more flexible
customers unharmed. See Section 3.

When direct customers of the merging firms compete against one another in a downstream market,
their interests may not be aligned with the interests of final consumers, especially if the direct
customers expect to pass on any anticompetitive price increase. A customer that is protected from
adverse competitive effects by a long-term contract, or otherwise relatively immune from the
merger’s harmful effects, may even welcome an anticompetitive merger that provides that customer
with a competitive advantage over its downstream rivals.

Example 1: As a result of the merger, Customer C will experience a price increase for an input used in producing
its final product, raising its costs. Customer C’s rivals use this input more intensively than Customer C, and the
same price increase applied to them will raise their costs more than it raises Customer C’s costs. On balance,
Customer C may benefit from the merger even though the merger involves a substantial lessening of
competition.

2.2.3 Other Industry Participants and Observers

Suppliers, indirect customers, distributors, other industry participants, and industry analysts can also
provide information helpful to a merger inquiry. The interests of firms selling products
complementary to those offered by the merging firms often are well aligned with those of customers,
making their informed views valuable.

Information from firms that are rivals to the merging parties can help illuminate how the market
operates. The interests of rival firms often diverge from the interests of customers, since customers
normally lose, but rival firms gain, if the merged entity raises its prices. For that reason, the Agencies
do not routinely rely on the overall views of rival firms regarding the competitive effects of the
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merger. However, rival firms may provide relevant facts, and even their overall views may be
instructive, especially in cases where the Agencies are concerned that the merged entity may engage
in exclusionary conduct.

Example 2: Merging Firms A and B operate in a market in which network effects are significant, implying that
any firm’s product is significantly more valuable if it commands a large market share or if it is interconnected
with others that in aggregate command such a share. Prior to the merger, they and their rivals voluntarily
interconnect with one another. The merger would create an entity with a large enough share that a strategy of
ending voluntary interconnection would have a dangerous probability of creating monopoly power in this
market. The interests of rivals and of consumers would be broadly aligned in preventing such a merger.

3.  Targeted Customers and Price Discrimination

When examining possible adverse competitive effects from a merger, the Agencies consider whether
those effects vary significantly for different customers purchasing the same or similar products. Such
differential impacts are possible when sellers can discriminate, e.g., by profitably raising price to
certain targeted customers but not to others. The possibility of price discrimination influences market
definition (see Section 4), the measurement of market shares (see Section 5), and the evaluation of
competitive effects (see Sections 6 and 7).

When price discrimination is feasible, adverse competitive effects on targeted customers can arise,
even if such effects will not arise for other customers. A price increase for targeted customers may be
profitable even if a price increase for all customers would not be profitable because too many other
customers would substitute away. When discrimination is reasonably likely, the Agencies may
evaluate competitive effects separately by type of customer. The Agencies may have access to
information unavailable to customers that is relevant to evaluating whether discrimination is
reasonably likely.

For price discrimination to be feasible, two conditions typically must be met: differential pricing and
limited arbitrage.

First, the suppliers engaging in price discrimination must be able to price differently to targeted
customers than to other customers. This may involve identification of individual customers to which
different prices are offered or offering different prices to different types of customers based on
observable characteristics.

Example 3: Suppliers can distinguish large buyers from small buyers. Large buyers are more likely than small
buyers to self-supply in response to a significant price increase. The merger may lead to price discrimination
against small buyers, harming them, even if large buyers are not harmed. Such discrimination can occur even if
there is no discrete gap in size between the classes of large and small buyers.

In other cases, suppliers may be unable to distinguish among different types of customers but can
offer multiple products that sort customers based on their purchase decisions.

Second, the targeted customers must not be able to defeat the price increase of concern by arbitrage,
e.g., by purchasing indirectly from or through other customers. Arbitrage may be difficult if it would
void warranties or make service more difficult or costly for customers. Arbitrage is inherently

impossible for many services. Arbitrage between customers at different geographic locations may be
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impractical due to transportation costs. Arbitrage on a modest scale may be possible but sufficiently
costly or limited that it would not deter or defeat a discriminatory pricing strategy.

4.  Market Definition

When the Agencies identify a potential competitive concern with a horizontal merger, market
definition plays two roles. First, market definition helps specify the line of commerce and section of
the country in which the competitive concern arises. In any merger enforcement action, the Agencies
will normally identify one or more relevant markets in which the merger may substantially lessen
competition. Second, market definition allows the Agencies to identify market participants and
measure market shares and market concentration. See Section 5. The measurement of market shares
and market concentration is not an end in itself, but is useful to the extent it illuminates the merger’s
likely competitive effects.

The Agencies’ analysis need not start with market definition. Some of the analytical tools used by the
Agencies to assess competitive effects do not rely on market definition, although evaluation of
competitive alternatives available to customers is always necessary at some point in the analysis.

Evidence of competitive effects can inform market definition, just as market definition can be
informative regarding competitive effects. For example, evidence that a reduction in the number of
significant rivals offering a group of products causes prices for those products to rise significantly can
itself establish that those products form a relevant market. Such evidence also may more directly
predict the competitive effects of a merger, reducing the role of inferences from market definition and
market shares.

Where analysis suggests alternative and reasonably plausible candidate markets, and where the
resulting market shares lead to very different inferences regarding competitive effects, it is
particularly valuable to examine more direct forms of evidence concerning those effects.

Market definition focuses solely on demand substitution factors, i.e., on customers’ ability and
willingness to substitute away from one product to another in response to a price increase or a
corresponding non-price change such as a reduction in product quality or service. The responsive
actions of suppliers are also important in competitive analysis. They are considered in these
Guidelines in the sections addressing the identification of market participants, the measurement of
market shares, the analysis of competitive effects, and entry.

Customers often confront a range of possible substitutes for the products of the merging firms. Some
substitutes may be closer, and others more distant, either geographically or in terms of product
attributes and perceptions. Additionally, customers may assess the proximity of different products
differently. When products or suppliers in different geographic areas are substitutes for one another to
varying degrees, defining a market to include some substitutes and exclude others is inevitably a
simplification that cannot capture the full variation in the extent to which different products compete
against each other. The principles of market definition outlined below seek to make this inevitable
simplification as useful and informative as is practically possible. Relevant markets need not have
precise metes and bounds.
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Defining a market broadly to include relatively distant product or geographic substitutes can lead to
misleading market shares. This is because the competitive significance of distant substitutes is
unlikely to be commensurate with their shares in a broad market. Although excluding more distant
substitutes from the market inevitably understates their competitive significance to some degree,
doing so often provides a more accurate indicator of the competitive effects of the merger than would
the alternative of including them and overstating their competitive significance as proportional to
their shares in an expanded market.

Example 4: Firms A and B, sellers of two leading brands of motorcycles, propose to merge. If Brand A
motorcycle prices were to rise, some buyers would substitute to Brand B, and some others would substitute to
cars. However, motorcycle buyers see Brand B motorcycles as much more similar to Brand A motorcycles than
are cars. Far more cars are sold than motorcycles. Evaluating shares in a market that includes cars would greatly
underestimate the competitive significance of Brand B motorcycles in constraining Brand A’s prices and greatly
overestimate the significance of cars.

Market shares of different products in narrowly defined markets are more likely to capture the
relative competitive significance of these products, and often more accurately reflect competition
between close substitutes. As a result, properly defined antitrust markets often exclude some
substitutes to which some customers might turn in the face of a price increase even if such substitutes
provide alternatives for those customers. However, a group of products is too narrow to constitute a
relevant market if competition from products outside that group is so ample that even the complete
elimination of competition within the group would not significantly harm either direct customers or
downstream consumers. The hypothetical monopolist test (see Section 4.1.1) is designed to ensure
that candidate markets are not overly narrow in this respect.

The Agencies implement these principles of market definition flexibly when evaluating different
possible candidate markets. Relevant antitrust markets defined according to the hypothetical
monopolist test are not always intuitive and may not align with how industry members use the term
“market.”

Section 4.1 describes the principles that apply to product market definition, and gives guidance on
how the Agencies most often apply those principles. Section 4.2 describes how the same principles
apply to geographic market definition. Although discussed separately for simplicity of exposition, the
principles described in Sections 4.1 and 4.2 are combined to define a relevant market, which has both
a product and a geographic dimension. In particular, the hypothetical monopolist test is applied to a
group of products together with a geographic region to determine a relevant market.

4.1 Product Market Definition

When a product sold by one merging firm (Product A) competes against one or more products sold
by the other merging firm, the Agencies define a relevant product market around Product A to

evaluate the importance of that competition. Such a relevant product market consists of a group of
substitute products including Product A. Multiple relevant product markets may thus be identified.

4.1.1 The Hypothetical Monopolist Test

The Agencies employ the hypothetical monopolist test to evaluate whether groups of products in
candidate markets are sufficiently broad to constitute relevant antitrust markets. The Agencies use the
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hypothetical monopolist test to identify a set of products that are reasonably interchangeable with a
product sold by one of the merging firms.

The hypothetical monopolist test requires that a product market contain enough substitute products so
that it could be subject to post-merger exercise of market power significantly exceeding that existing
absent the merger. Specifically, the test requires that a hypothetical profit-maximizing firm, not
subject to price regulation, that was the only present and future seller of those products (“hypothetical
monopolist”) likely would impose at least a small but significant and non-transitory increase in price
(“SSNIP”) on at least one product in the market, including at least one product sold by one of the
merging firms.* For the purpose of analyzing this issue, the terms of sale of products outside the
candidate market are held constant. The SSNIP is employed solely as a methodological tool for
performing the hypothetical monopolist test; it is not a tolerance level for price increases resulting
from a merger.

Groups of products may satisfy the hypothetical monopolist test without including the full range of
substitutes from which customers choose. The hypothetical monopolist test may identify a group of
products as a relevant market even if customers would substitute significantly to products outside that
group in response to a price increase.

Example 5: Products A and B are being tested as a candidate market. Each sells for $100, has an incremental
cost of $60, and sells 1200 units. For every dollar increase in the price of Product A, for any given price of
Product B, Product A loses twenty units of sales to products outside the candidate market and ten units of sales
to Product B, and likewise for Product B. Under these conditions, economic analysis shows that a hypothetical
profit-maximizing monopolist controlling Products A and B would raise both of their prices by ten percent, to
$110. Therefore, Products A and B satisfy the hypothetical monopolist test using a five percent SSNIP, and
indeed for any SSNIP size up to ten percent. This is true even though two-thirds of the sales lost by one product
when it raises its price are diverted to products outside the relevant market.

When applying the hypothetical monopolist test to define a market around a product offered by one
of the merging firms, if the market includes a second product, the Agencies will normally also
include a third product if that third product is a closer substitute for the first product than is the
second product. The third product is a closer substitute if, in response to a SSNIP on the first product,
greater revenues are diverted to the third product than to the second product.

Example 6: In Example 5, suppose that half of the unit sales lost by Product A when it raises its price are
diverted to Product C, which also has a price of $100, while one-third are diverted to Product B. Product C is a
closer substitute for Product A than is Product B. Thus Product C will normally be included in the relevant
market, even though Products A and B together satisfy the hypothetical monopolist test.

The hypothetical monopolist test ensures that markets are not defined too narrowly, but it does not
lead to a single relevant market. The Agencies may evaluate a merger in any relevant market

* If the pricing incentives of the firms supplying the products in the candidate market differ substantially from those of
the hypothetical monopolist, for reasons other than the latter’s control over a larger group of substitutes, the Agencies
may instead employ the concept of a hypothetical profit-maximizing cartel comprised of the firms (with all their
products) that sell the products in the candidate market. This approach is most likely to be appropriate if the merging
firms sell products outside the candidate market that significantly affect their pricing incentives for products in the
candidate market. This could occur, for example, if the candidate market is one for durable equipment and the firms
selling that equipment derive substantial net revenues from selling spare parts and service for that equipment.
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satisfying the test, guided by the overarching principle that the purpose of defining the market and
measuring market shares is to illuminate the evaluation of competitive effects. Because the relative
competitive significance of more distant substitutes is apt to be overstated by their share of sales,
when the Agencies rely on market shares and concentration, they usually do so in the smallest
relevant market satisfying the hypothetical monopolist test.

Example 7: In Example 4, including cars in the market will lead to misleadingly small market shares for
motorcycle producers. Unless motorcycles fail the hypothetical monopolist test, the Agencies would not include
cars in the market in analyzing this motorcycle merger.

41.2 Benchmark Prices and SSNIP Size

The Agencies apply the SSNIP starting from prices that would likely prevail absent the merger. If
prices are not likely to change absent the merger, these benchmark prices can reasonably be taken to
be the prices prevailing prior to the merger.” If prices are likely to change absent the merger, e.g.,
because of innovation or entry, the Agencies may use anticipated future prices as the benchmark for
the test. If prices might fall absent the merger due to the breakdown of pre-merger coordination, the
Agencies may use those lower prices as the benchmark for the test. In some cases, the techniques
employed by the Agencies to implement the hypothetical monopolist test focus on the difference in
incentives between pre-merger firms and the hypothetical monopolist and do not require specifying
the benchmark prices.

The SSNIP is intended to represent a “small but significant” increase in the prices charged by firms in
the candidate market for the value they contribute to the products or services used by customers. This
properly directs attention to the effects of price changes commensurate with those that might result
from a significant lessening of competition caused by the merger. This methodology is used because
normally it is possible to quantify “small but significant™ adverse price effects on customers and
analyze their likely reactions, not because price effects are more important than non-price effects.

The Agencies most often use a SSNIP of five percent of the price paid by customers for the products
or services to which the merging firms contribute value. However, what constitutes a “small but
significant” increase in price, commensurate with a significant loss of competition caused by the
merger, depends upon the nature of the industry and the merging firms’ positions in it, and the
Agencies may accordingly use a price increase that is larger or smaller than five percent. Where
explicit or implicit prices for the firms’ specific contribution to value can be identified with
reasonable clarity, the Agencies may base the SSNIP on those prices.

Example 8: In a merger between two oil pipelines, the SSNIP would be based on the price charged for
transporting the oil, not on the price of the oil itself. If pipelines buy the oil at one end and sell it at the other, the
price charged for transporting the oil is implicit, equal to the difference between the price paid for oil at the input
end and the price charged for oil at the output end. The relevant product sold by the pipelines is better described
as “pipeline transportation of oil from point A to point B” than as “oil at point B.”

> Market definition for the evaluation of non-merger antitrust concerns such as monopolization or facilitating practices

will differ in this respect if the effects resulting from the conduct of concern are already occurring at the time of
evaluation.
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Example 9: In a merger between two firms that install computers purchased from third parties, the SSNIP would
be based on their fees, not on the price of installed computers. If these firms purchase the computers and charge
their customers one package price, the implicit installation fee is equal to the package charge to customers less
the price of the computers.

Example 10: In Example 9, suppose that the prices paid by the merging firms to purchase computers are opaque,
but account for at least ninety-five percent of the prices they charge for installed computers, with profits or
implicit fees making up five percent of those prices at most. A five percent SSNIP on the total price paid by
customers would at least double those fees or profits. Even if that would be unprofitable for a hypothetical
monopolist, a significant increase in fees might well be profitable. If the SSNIP is based on the total price paid
by customers, a lower percentage will be used.

4.1.3 Implementing the Hypothetical Monopolist Test

The hypothetical monopolist’s incentive to raise prices depends both on the extent to which
customers would likely substitute away from the products in the candidate market in response to such
a price increase and on the profit margins earned on those products. The profit margin on incremental
units is the difference between price and incremental cost on those units. The Agencies often estimate
incremental costs, for example using merging parties’ documents or data the merging parties use to
make business decisions. Incremental cost is measured over the change in output that would be
caused by the price increase under consideration.

In considering customers’ likely responses to higher prices, the Agencies take into account any
reasonably available and reliable evidence, including, but not limited to:

e how customers have shifted purchases in the past in response to relative changes in price or
other terms and conditions;

e information from buyers, including surveys, concerning how they would respond to price
changes;

e the conduct of industry participants, notably:

o sellers’ business decisions or business documents indicating sellers” informed beliefs
concerning how customers would substitute among products in response to relative
changes in price;

O industry participants’ behavior in tracking and responding to price changes by some or all
rivals;

e objective information about product characteristics and the costs and delays of switching
products, especially switching from products in the candidate market to products outside the
candidate market;

e the percentage of sales lost by one product in the candidate market, when its price alone rises,
that is recaptured by other products in the candidate market, with a higher recapture
percentage making a price increase more profitable for the hypothetical monopolist;

e evidence from other industry participants, such as sellers of complementary products;
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e legal or regulatory requirements; and
e the influence of downstream competition faced by customers in their output markets.

When the necessary data are available, the Agencies also may consider a “critical loss analysis” to
assess the extent to which it corroborates inferences drawn from the evidence noted above. Critical
loss analysis asks whether imposing at least a SSNIP on one or more products in a candidate market
would raise or lower the hypothetical monopolist’s profits. While this “breakeven” analysis differs
from the profit-maximizing analysis called for by the hypothetical monopolist test in Section 4.1.1,
merging parties sometimes present this type of analysis to the Agencies. A price increase raises
profits on sales made at the higher price, but this will be offset to the extent customers substitute
away from products in the candidate market. Critical loss analysis compares the magnitude of these
two offsetting effects resulting from the price increase. The “critical loss” is defined as the number of
lost unit sales that would leave profits unchanged. The “predicted loss” is defined as the number of
unit sales that the hypothetical monopolist is predicted to lose due to the price increase. The price
increase raises the hypothetical monopolist’s profits if the predicted loss is less than the critical loss.

The Agencies consider all of the evidence of customer substitution noted above in assessing the
predicted loss. The Agencies require that estimates of the predicted loss be consistent with that
evidence, including the pre-merger margins of products in the candidate market used to calculate the
critical loss. Unless the firms are engaging in coordinated interaction (see Section 7), high pre-merger
margins normally indicate that each firm’s product individually faces demand that is not highly
sensitive to price.® Higher pre-merger margins thus indicate a smaller predicted loss as well as a
smaller critical loss. The higher the pre-merger margin, the smaller the recapture percentage
necessary for the candidate market to satisfy the hypothetical monopolist test.

Even when the evidence necessary to perform the hypothetical monopolist test quantitatively is not
available, the conceptual framework of the test provides a useful methodological tool for gathering
and analyzing evidence pertinent to customer substitution and to market definition. The Agencies
follow the hypothetical monopolist test to the extent possible given the available evidence, bearing in
mind that the ultimate goal of market definition is to help determine whether the merger may
substantially lessen competition.

4.1.4 Product Market Definition with Targeted Customers

If a hypothetical monopolist could profitably target a subset of customers for price increases, the
Agencies may identify relevant markets defined around those targeted customers, to whom a
hypothetical monopolist would profitably and separately impose at least a SSNIP. Markets to serve
targeted customers are also known as price discrimination markets. In practice, the Agencies identify
price discrimination markets only where they believe there is a realistic prospect of an adverse
competitive effect on a group of targeted customers.

Example 11: Glass containers have many uses. In response to a price increase for glass containers, some users
would substitute substantially to plastic or metal containers, but baby food manufacturers would not. If a

¢ While margins are important for implementing the hypothetical monopolist test, high margins are not in themselves

of antitrust concern.

12



FEDERAL TRADE COMMISSION | OFFICE OF THE SECRETARY | FILED 8/6/2021] | Document No. 602172 | PAGE Page 55 of 78 * PRUBLIC

hypothetical monopolist could price separately and limit arbitrage, baby food manufacturers would be vulnerable
to a targeted increase in the price of glass containers. The Agencies could define a distinct market for glass
containers used to package baby food.

The Agencies also often consider markets for targeted customers when prices are individually
negotiated and suppliers have information about customers that would allow a hypothetical
monopolist to identify customers that are likely to pay a higher price for the relevant product. If
prices are negotiated individually with customers, the hypothetical monopolist test may suggest
relevant markets that are as narrow as individual customers (see also Section 6.2 on bargaining and
auctions). Nonetheless, the Agencies often define markets for groups of targeted customers, i.e., by
type of customer, rather than by individual customer. By so doing, the Agencies are able to rely on
aggregated market shares that can be more helpful in predicting the competitive effects of the merger.

4.2 Geographic Market Definition

The arena of competition affected by the merger may be geographically bounded if geography limits
some customers’ willingness or ability to substitute to some products, or some suppliers” willingness
or ability to serve some customers. Both supplier and customer locations can affect this. The
Agencies apply the principles of market definition described here and in Section 4.1 to define a
relevant market with a geographic dimension as well as a product dimension.

The scope of geographic markets often depends on transportation costs. Other factors such as
language, regulation, tariff and non-tariff trade barriers, custom and familiarity, reputation, and
service availability may impede long-distance or international transactions. The competitive
significance of foreign firms may be assessed at various exchange rates, especially if exchange rates
have fluctuated in the recent past.

In the absence of price discrimination based on customer location, the Agencies normally define
geographic markets based on the locations of suppliers, as explained in subsection 4.2.1. In other
cases, notably if price discrimination based on customer location is feasible as is often the case when
delivered pricing is commonly used in the industry, the Agencies may define geographic markets
based on the locations of customers, as explained in subsection 4.2.2.

4.2.1 Geographic Markets Based on the Locations of Suppliers

Geographic markets based on the locations of suppliers encompass the region from which sales are
made. Geographic markets of this type often apply when customers receive goods or services at
suppliers’ locations. Competitors in the market are firms with relevant production, sales, or service
facilities in that region. Some customers who buy from these firms may be located outside the
boundaries of the geographic market.

The hypothetical monopolist test requires that a hypothetical profit-maximizing firm that was the
only present or future producer of the relevant product(s) located in the region would impose at least
a SSNIP from at least one location, including at least one location of one of the merging firms. In this
exercise the terms of sale for all products produced elsewhere are held constant. A single firm may
operate in a number of different geographic markets, even for a single product.
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Example 12: The merging parties both have manufacturing plants in City X. The relevant product is expensive to
transport and suppliers price their products for pickup at their locations. Rival plants are some distance away in
City Y. A hypothetical monopolist controlling all plants in City X could profitably impose a SSNIP at these
plants. Competition from more distant plants would not defeat the price increase because supplies coming from
more distant plants require expensive transportation. The relevant geographic market is defined around the plants
in City X.

When the geographic market is defined based on supplier locations, sales made by suppliers located
in the geographic market are counted, regardless of the location of the customer making the purchase.

In considering likely reactions of customers to price increases for the relevant product(s) imposed in a
candidate geographic market, the Agencies consider any reasonably available and reliable evidence,
including:

e how customers have shifted purchases in the past between different geographic locations in
response to relative changes in price or other terms and conditions;

e the cost and difficulty of transporting the product (or the cost and difficulty of a customer
traveling to a seller’s location), in relation to its price;

e whether suppliers need a presence near customers to provide service or support;

e evidence on whether sellers base business decisions on the prospect of customers switching
between geographic locations in response to relative changes in price or other competitive
variables;

e the costs and delays of switching from suppliers in the candidate geographic market to
suppliers outside the candidate geographic market; and

e the influence of downstream competition faced by customers in their output markets.
4.2.2 Geographic Markets Based on the Locations of Customers

When the hypothetical monopolist could discriminate based on customer location, the Agencies may
define geographic markets based on the locations of targeted customers.” Geographic markets of this
type often apply when suppliers deliver their products or services to customers’ locations.
Geographic markets of this type encompass the region into which sales are made. Competitors in the
market are firms that sell to customers in the specified region. Some suppliers that sell into the
relevant market may be located outside the boundaries of the geographic market.

The hypothetical monopolist test requires that a hypothetical profit-maximizing firm that was the
only present or future seller of the relevant product(s) to customers in the region would impose at
least a SSNIP on some customers in that region. A region forms a relevant geographic market if this
price increase would not be defeated by substitution away from the relevant product or by arbitrage,

" For customers operating in multiple locations, only those customer locations within the targeted zone are included in

the market.
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e.g., customers in the region travelling outside it to purchase the relevant product. In this exercise, the
terms of sale for products sold to all customers outside the region are held constant.

Example 13: Customers require local sales and support. Suppliers have sales and service operations in many
geographic areas and can discriminate based on customer location. The geographic market can be defined around
the locations of customers.

Example 14: Each merging firm has a single manufacturing plant and delivers the relevant product to customers
in City X and in City Y. The relevant product is expensive to transport. The merging firms’ plants are by far the
closest to City X, but no closer to City Y than are numerous rival plants. This fact pattern suggests that
customers in City X may be harmed by the merger even if customers in City Y are not. For that reason, the
Agencies consider a relevant geographic market defined around customers in City X. Such a market could be
defined even if the region around the merging firms’ plants would not be a relevant geographic market defined
based on the location of sellers because a hypothetical monopolist controlling all plants in that region would find
a SSNIP imposed on all of its customers unprofitable due to the loss of sales to customers in City Y.

When the geographic market is defined based on customer locations, sales made to those customers
are counted, regardless of the location of the supplier making those sales.

Example 15: Customers in the United States must use products approved by U.S. regulators. Foreign customers
use products not approved by U.S. regulators. The relevant product market consists of products approved by U.S.
regulators. The geographic market is defined around U.S. customers. Any sales made to U.S. customers by
foreign suppliers are included in the market, and those foreign suppliers are participants in the U.S. market even
though located outside it.

5. Market Participants, Market Shares, and Market Concentration

The Agencies normally consider measures of market shares and market concentration as part of their
evaluation of competitive effects. The Agencies evaluate market shares and concentration in
conjunction with other reasonably available and reliable evidence for the ultimate purpose of
determining whether a merger may substantially lessen competition.

Market shares can directly influence firms’ competitive incentives. For example, if a price reduction
to gain new customers would also apply to a firm’s existing customers, a firm with a large market
share may be more reluctant to implement a price reduction than one with a small share. Likewise, a
firm with a large market share may not feel pressure to reduce price even if a smaller rival does.
Market shares also can reflect firms’ capabilities. For example, a firm with a large market share may
be able to expand output rapidly by a larger absolute amount than can a small firm. Similarly, a large
market share tends to indicate low costs, an attractive product, or both.

5.1 Market Participants

All firms that currently earn revenues in the relevant market are considered market participants.
Vertically integrated firms are also included to the extent that their inclusion accurately reflects their
competitive significance. Firms not currently earning revenues in the relevant market, but that have
committed to entering the market in the near future, are also considered market participants.

Firms that are not current producers in a relevant market, but that would very likely provide rapid
supply responses with direct competitive impact in the event of a SSNIP, without incurring
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significant sunk costs, are also considered market participants. These firms are termed “rapid
entrants.” Sunk costs are entry or exit costs that cannot be recovered outside the relevant market.
Entry that would take place more slowly in response to adverse competitive effects, or that requires
firms to incur significant sunk costs, is considered in Section 9.

Firms that produce the relevant product but do not sell it in the relevant geographic market may be
rapid entrants. Other things equal, such firms are most likely to be rapid entrants if they are close to
the geographic market.

Example 16: Farm A grows tomatoes halfway between Cities X and Y. Currently, it ships its tomatoes to City X
because prices there are two percent higher. Previously it has varied the destination of its shipments in response
to small price variations. Farm A would likely be a rapid entrant participant in a market for tomatoes in City Y.

Example 17: Firm B has bid multiple times to supply milk to School District S, and actually supplies milk to
schools in some adjacent areas. It has never won a bid in School District S, but is well qualified to serve that
district and has often nearly won. Firm B would be counted as a rapid entrant in a market for school milk in
School District S.

More generally, if the relevant market is defined around targeted customers, firms that produce
relevant products but do not sell them to those customers may be rapid entrants if they can easily and
rapidly begin selling to the targeted customers.

Firms that clearly possess the necessary assets to supply into the relevant market rapidly may also be
rapid entrants. In markets for relatively homogeneous goods where a supplier’s ability to compete
depends predominantly on its costs and its capacity, and not on other factors such as experience or
reputation in the relevant market, a supplier with efficient idle capacity, or readily available “swing”
capacity currently used in adjacent markets that can easily and profitably be shifted to serve the
relevant market, may be a rapid entrant.® However, idle capacity may be inefficient, and capacity
used in adjacent markets may not be available, so a firm’s possession of idle or swing capacity alone
does not make that firm a rapid entrant.

5.2 Market Shares

The Agencies normally calculate market shares for all firms that currently produce products in the
relevant market, subject to the availability of data. The Agencies also calculate market shares for
other market participants if this can be done to reliably reflect their competitive significance.

Market concentration and market share data are normally based on historical evidence. However,
recent or ongoing changes in market conditions may indicate that the current market share of a
particular firm either understates or overstates the firm’s future competitive significance. The
Agencies consider reasonably predictable effects of recent or ongoing changes in market conditions
when calculating and interpreting market share data. For example, if a new technology that is
important to long-term competitive viability is available to other firms in the market, but is not
available to a particular firm, the Agencies may conclude that that firm’s historical market share

& If this type of supply side substitution is nearly universal among the firms selling one or more of a group of products,

the Agencies may use an aggregate description of markets for those products as a matter of convenience.
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overstates its future competitive significance. The Agencies may project historical market shares into
the foreseeable future when this can be done reliably.

The Agencies measure market shares based on the best available indicator of firms’ future
competitive significance in the relevant market. This may depend upon the type of competitive effect
being considered, and on the availability of data. Typically, annual data are used, but where
individual transactions are large and infrequent so annual data may be unrepresentative, the Agencies
may measure market shares over a longer period of time.

In most contexts, the Agencies measure each firm’s market share based on its actual or projected
revenues in the relevant market. Revenues in the relevant market tend to be the best measure of
attractiveness to customers, since they reflect the real-world ability of firms to surmount all of the
obstacles necessary to offer products on terms and conditions that are attractive to customers. In cases
where one unit of a low-priced product can substitute for one unit of a higher-priced product, unit
sales may measure competitive significance better than revenues. For example, a new, much less
expensive product may have great competitive significance if it substantially erodes the revenues
earned by older, higher-priced products, even if it earns relatively few revenues. In cases where
customers sign long-term contracts, face switching costs, or tend to re-evaluate their suppliers only
occasionally, revenues earned from recently acquired customers may better reflect the competitive
significance of suppliers than do total revenues.

In markets for homogeneous products, a firm’s competitive significance may derive principally from
its ability and incentive to rapidly expand production in the relevant market in response to a price
increase or output reduction by others in that market. As a result, a firm’s competitive significance
may depend upon its level of readily available capacity to serve the relevant market if that capacity is
efficient enough to make such expansion profitable. In such markets, capacities or reserves may
better reflect the future competitive significance of suppliers than revenues, and the Agencies may
calculate market shares using those measures. Market participants that are not current producers may
then be assigned positive market shares, but only if a measure of their competitive significance
properly comparable to that of current producers is available. When market shares are measured
based on firms’ readily available capacities, the Agencies do not include capacity that is committed
or so profitably employed outside the relevant market, or so high-cost, that it would not likely be used
to respond to a SSNIP in the relevant market.

Example 18: The geographic market is defined around customers in the United States. Firm X produces the
relevant product outside the United States, and most of its sales are made to customers outside the United States.
In most contexts, Firm X’s market share will be based on its sales to U.S. customers, not its total sales or total
capacity. However, if the relevant product is homogeneous, and if Firm X would significantly expand sales to
U.S. customers rapidly and without incurring significant sunk costs in response to a SSNIP, the Agencies may
base Firm X’s market share on its readily available capacity to serve U.S. customers.

When the Agencies define markets serving targeted customers, these same principles are used to
measure market shares, as they apply to those customers. In most contexts, each firm’s market share
is based on its actual or projected revenues from the targeted customers. However, the Agencies may
instead measure market shares based on revenues from a broader group of customers if doing so
would more accurately reflect the competitive significance of different suppliers in the relevant
market. Revenues earned from a broader group of customers may also be used when better data are
thereby available.
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5.3 Market Concentration

Market concentration is often one useful indicator of likely competitive effects of a merger. In
evaluating market concentration, the Agencies consider both the post-merger level of market
concentration and the change in concentration resulting from a merger. Market shares may not fully
reflect the competitive significance of firms in the market or the impact of a merger. They are used in
conjunction with other evidence of competitive effects. See Sections 6 and 7.

In analyzing mergers between an incumbent and a recent or potential entrant, to the extent the
Agencies use the change in concentration to evaluate competitive effects, they will do so using
projected market shares. A merger between an incumbent and a potential entrant can raise significant
competitive concerns. The lessening of competition resulting from such a merger is more likely to be
substantial, the larger is the market share of the incumbent, the greater is the competitive significance
of the potential entrant, and the greater is the competitive threat posed by this potential entrant
relative to others.

The Agencies give more weight to market concentration when market shares have been stable over
time, especially in the face of historical changes in relative prices or costs. If a firm has retained its
market share even after its price has increased relative to those of its rivals, that firm already faces
limited competitive constraints, making it less likely that its remaining rivals will replace the
competition lost if one of that firm’s important rivals is eliminated due to a merger. By contrast, even
a highly concentrated market can be very competitive if market shares fluctuate substantially over
short periods of time in response to changes in competitive offerings. However, if competition by one
of the merging firms has significantly contributed to these fluctuations, perhaps because it has acted
as a maverick, the Agencies will consider whether the merger will enhance market power by
combining that firm with one of its significant rivals.

The Agencies may measure market concentration using the number of significant competitors in the
market. This measure is most useful when there is a gap in market share between significant
competitors and smaller rivals or when it is difficult to measure revenues in the relevant market. The
Agencies also may consider the combined market share of the merging firms as an indicator of the
extent to which others in the market may not be able readily to replace competition between the
merging firms that is lost through the merger.

The Agencies often calculate the Herfindahl-Hirschman Index (“HHI”) of market concentration. The
HHI is calculated by summing the squares of the individual firms” market shares,’ and thus gives
proportionately greater weight to the larger market shares. When using the HHI, the Agencies

For example, a market consisting of four firms with market shares of thirty percent, thirty percent, twenty percent,
and twenty percent has an HHI of 2600 (302 + 307 + 20° + 20° = 2600). The HHI ranges from 10,000 (in the case of a
pure monopoly) to a number approaching zero (in the case of an atomistic market). Although it is desirable to include
all firms in the calculation, lack of information about firms with small shares is not critical because such firms do not
affect the HHI significantly.
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consider both the post-merger level of the HHI and the increase in the HHI resulting from the merger.
The increase in the HHI is equal to twice the product of the market shares of the merging firms.*°

Based on their experience, the Agencies generally classify markets into three types:
e Unconcentrated Markets: HHI below 1500
e Moderately Concentrated Markets: HHI between 1500 and 2500
e Highly Concentrated Markets: HHI above 2500
The Agencies employ the following general standards for the relevant markets they have defined:

e Small Change in Concentration: Mergers involving an increase in the HHI of less than 100
points are unlikely to have adverse competitive effects and ordinarily require no further
analysis.

e Unconcentrated Markets: Mergers resulting in unconcentrated markets are unlikely to have
adverse competitive effects and ordinarily require no further analysis.

e Moderately Concentrated Markets: Mergers resulting in moderately concentrated markets that
involve an increase in the HHI of more than 100 points potentially raise significant
competitive concerns and often warrant scrutiny.

e Highly Concentrated Markets: Mergers resulting in highly concentrated markets that involve
an increase in the HHI of between 100 points and 200 points potentially raise significant
competitive concerns and often warrant scrutiny. Mergers resulting in highly concentrated
markets that involve an increase in the HHI of more than 200 points will be presumed to be
likely to enhance market power. The presumption may be rebutted by persuasive evidence
showing that the merger is unlikely to enhance market power.

The purpose of these thresholds is not to provide a rigid screen to separate competitively benign
mergers from anticompetitive ones, although high levels of concentration do raise concerns. Rather,
they provide one way to identify some mergers unlikely to raise competitive concerns and some
others for which it is particularly important to examine whether other competitive factors confirm,
reinforce, or counteract the potentially harmful effects of increased concentration. The higher the
post-merger HHI and the increase in the HHI, the greater are the Agencies’ potential competitive
concerns and the greater is the likelihood that the Agencies will request additional information to
conduct their analysis.

1% For example, the merger of firms with shares of five percent and ten percent of the market would increase the HHI by

100 (5 x 10 x 2 = 100).
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6. Unilateral Effects

The elimination of competition between two firms that results from their merger may alone constitute
a substantial lessening of competition. Such unilateral effects are most apparent in a merger to
monopoly in a relevant market, but are by no means limited to that case. Whether cognizable
efficiencies resulting from the merger are likely to reduce or reverse adverse unilateral effects is
addressed in Section 10.

Several common types of unilateral effects are discussed in this section. Section 6.1 discusses
unilateral price effects in markets with differentiated products. Section 6.2 discusses unilateral effects
in markets where sellers negotiate with buyers or prices are determined through auctions. Section 6.3
discusses unilateral effects relating to reductions in output or capacity in markets for relatively
homogeneous products. Section 6.4 discusses unilateral effects arising from diminished innovation or
reduced product variety. These effects do not exhaust the types of possible unilateral effects; for
example, exclusionary unilateral effects also can arise.

A merger may result in different unilateral effects along different dimensions of competition. For
example, a merger may increase prices in the short term but not raise longer-term concerns about
innovation, either because rivals will provide sufficient innovation competition or because the merger
will generate cognizable research and development efficiencies. See Section 10.

6.1 Pricing of Differentiated Products

In differentiated product industries, some products can be very close substitutes and compete strongly
with each other, while other products are more distant substitutes and compete less strongly. For
example, one high-end product may compete much more directly with another high-end product than
with any low-end product.

A merger between firms selling differentiated products may diminish competition by enabling the
merged firm to profit by unilaterally raising the price of one or both products above the pre-merger
level. Some of the sales lost due to the price rise will merely be diverted to the product of the merger
partner and, depending on relative margins, capturing such sales loss through merger may make the
price increase profitable even though it would not have been profitable prior to the merger.

The extent of direct competition between the products sold by the merging parties is central to the
evaluation of unilateral price effects. Unilateral price effects are greater, the more the buyers of
products sold by one merging firm consider products sold by the other merging firm to be their next
choice. The Agencies consider any reasonably available and reliable information to evaluate the
extent of direct competition between the products sold by the merging firms. This includes
documentary and testimonial evidence, win/loss reports and evidence from discount approval
processes, customer switching patterns, and customer surveys. The types of evidence relied on often
overlap substantially with the types of evidence of customer substitution relevant to the hypothetical
monopolist test. See Section 4.1.1.

Substantial unilateral price elevation post-merger for a product formerly sold by one of the merging
firms normally requires that a significant fraction of the customers purchasing that product view
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products formerly sold by the other merging firm as their next-best choice. However, unless pre-
merger margins between price and incremental cost are low, that significant fraction need not
approach a majority. For this purpose, incremental cost is measured over the change in output that
would be caused by the price change considered. A merger may produce significant unilateral effects
for a given product even though many more sales are diverted to products sold by non-merging firms
than to products previously sold by the merger partner.

Example 19: In Example 5, the merged entity controlling Products A and B would raise prices ten percent, given
the product offerings and prices of other firms. In that example, one-third of the sales lost by Product A when its
price alone is raised are diverted to Product B. Further analysis is required to account for repositioning, entry,
and efficiencies.

In some cases, the Agencies may seek to quantify the extent of direct competition between a product
sold by one merging firm and a second product sold by the other merging firm by estimating the
diversion ratio from the first product to the second product. The diversion ratio is the fraction of unit
sales lost by the first product due to an increase in its price that would be diverted to the second
product. Diversion ratios between products sold by one merging firm and products sold by the other
merging firm can be very informative for assessing unilateral price effects, with higher diversion
ratios indicating a greater likelihood of such effects. Diversion ratios between products sold by
merging firms and those sold by non-merging firms have at most secondary predictive value.

Adverse unilateral price effects can arise when the merger gives the merged entity an incentive to
raise the price of a product previously sold by one merging firm and thereby divert sales to products
previously sold by the other merging firm, boosting the profits on the latter products. Taking as given
other prices and product offerings, that boost to profits is equal to the value to the merged firm of the
sales diverted to those products. The value of sales diverted to a product is equal to the number of
units diverted to that product multiplied by the margin between price and incremental cost on that
product. In some cases, where sufficient information is available, the Agencies assess the value of
diverted sales, which can serve as an indicator of the upward pricing pressure on the first product
resulting from the merger. Diagnosing unilateral price effects based on the value of diverted sales
need not rely on market definition or the calculation of market shares and concentration. The
Agencies rely much more on the value of diverted sales than on the level of the HHI for diagnosing
unilateral price effects in markets with differentiated products. If the value of diverted sales is
proportionately small, significant unilateral price effects are unlikely.™

Where sufficient data are available, the Agencies may construct economic models designed to
quantify the unilateral price effects resulting from the merger. These models often include
independent price responses by non-merging firms. They also can incorporate merger-specific
efficiencies. These merger simulation methods need not rely on market definition. The Agencies do
not treat merger simulation evidence as conclusive in itself, and they place more weight on whether
their merger simulations consistently predict substantial price increases than on the precise prediction
of any single simulation.

1 For this purpose, the value of diverted sales is measured in proportion to the lost revenues attributable to the

reduction in unit sales resulting from the price increase. Those lost revenues equal the reduction in the number of
units sold of that product multiplied by that product’s price.
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A merger is unlikely to generate substantial unilateral price increases if non-merging parties offer
very close substitutes for the products offered by the merging firms. In some cases, non-merging
firms may be able to reposition their products to offer close substitutes for the products offered by the
merging firms. Repositioning is a supply-side response that is evaluated much like entry, with
consideration given to timeliness, likelihood, and sufficiency. See Section 9. The Agencies consider
whether repositioning would be sufficient to deter or counteract what otherwise would be significant
anticompetitive unilateral effects from a differentiated products merger.

6.2 Bargaining and Auctions

In many industries, especially those involving intermediate goods and services, buyers and sellers
negotiate to determine prices and other terms of trade. In that process, buyers commonly negotiate
with more than one seller, and may play sellers off against one another. Some highly structured forms
of such competition are known as auctions. Negotiations often combine aspects of an auction with
aspects of one-on-one negotiation, although pure auctions are sometimes used in government
procurement and elsewhere.

A merger between two competing sellers prevents buyers from playing those sellers off against each
other in negotiations. This alone can significantly enhance the ability and incentive of the merged
entity to obtain a result more favorable to it, and less favorable to the buyer, than the merging firms
would have offered separately absent the merger. The Agencies analyze unilateral effects of this type
using similar approaches to those described in Section 6.1.

Anticompetitive unilateral effects in these settings are likely in proportion to the frequency or
probability with which, prior to the merger, one of the merging sellers had been the runner-up when
the other won the business. These effects also are likely to be greater, the greater advantage the
runner-up merging firm has over other suppliers in meeting customers’ needs. These effects also tend
to be greater, the more profitable were the pre-merger winning bids. All of these factors are likely to
be small if there are many equally placed bidders.

The mechanisms of these anticompetitive unilateral effects, and the indicia of their likelihood, differ
somewhat according to the bargaining practices used, the auction format, and the sellers’ information
about one another’s costs and about buyers’ preferences. For example, when the merging sellers are
likely to know which buyers they are best and second best placed to serve, any anticompetitive
unilateral effects are apt to be targeted at those buyers; when sellers are less well informed, such
effects are more apt to be spread over a broader class of buyers.

6.3 Capacity and Output for Homogeneous Products

In markets involving relatively undifferentiated products, the Agencies may evaluate whether the
merged firm will find it profitable unilaterally to suppress output and elevate the market price. A firm
may leave capacity idle, refrain from building or obtaining capacity that would have been obtained
absent the merger, or eliminate pre-existing production capabilities. A firm may also divert the use of
capacity away from one relevant market and into another so as to raise the price in the former market.
The competitive analyses of these alternative modes of output suppression may differ.

22



FEDERAL TRADE COMMISSION | OFFICE OF THE SECRETARY | FILED 8/6/2021] | Document No. 602172 | PAGE Page 65 of 78 * PRUBLIC

A unilateral output suppression strategy is more likely to be profitable when (1) the merged firm’s
market share is relatively high; (2) the share of the merged firm’s output already committed for sale
at prices unaffected by the output suppression is relatively low; (3) the margin on the suppressed
output is relatively low; (4) the supply responses of rivals are relatively small; and (5) the market
elasticity of demand is relatively low.

A merger may provide the merged firm a larger base of sales on which to benefit from the resulting
price rise, or it may eliminate a competitor that otherwise could have expanded its output in response
to the price rise.

Example 20: Firms A and B both produce an industrial commodity and propose to merge. The demand for this
commodity is insensitive to price. Firm A is the market leader. Firm B produces substantial output, but its
operating margins are low because it operates high-cost plants. The other suppliers are operating very near
capacity. The merged firm has an incentive to reduce output at the high-cost plants, perhaps shutting down some
of that capacity, thus driving up the price it receives on the remainder of its output. The merger harms customers,
notwithstanding that the merged firm shifts some output from high-cost plants to low-cost plants.

In some cases, a merger between a firm with a substantial share of the sales in the market and a firm
with significant excess capacity to serve that market can make an output suppression strategy
profitable.'? This can occur even if the firm with the excess capacity has a relatively small share of
sales, if that firm’s ability to expand, and thus keep price from rising, has been making an output
suppression strategy unprofitable for the firm with the larger market share.

6.4 Innovation and Product Variety

Competition often spurs firms to innovate. The Agencies may consider whether a merger is likely to
diminish innovation competition by encouraging the merged firm to curtail its innovative efforts
below the level that would prevail in the absence of the merger. That curtailment of innovation could
take the form of reduced incentive to continue with an existing product-development effort or
reduced incentive to initiate development of new products.

The first of these effects is most likely to occur if at least one of the merging firms is engaging in
efforts to introduce new products that would capture substantial revenues from the other merging
firm. The second, longer-run effect is most likely to occur if at least one of the merging firms has
capabilities that are likely to lead it to develop new products in the future that would capture
substantial revenues from the other merging firm. The Agencies therefore also consider whether a
merger will diminish innovation competition by combining two of a very small number of firms with
the strongest capabilities to successfully innovate in a specific direction.

The Agencies evaluate the extent to which successful innovation by one merging firm is likely to take
sales from the other, and the extent to which post-merger incentives for future innovation will be
lower than those that would prevail in the absence of the merger. The Agencies also consider whether
the merger is likely to enable innovation that would not otherwise take place, by bringing together

12 Such a merger also can cause adverse coordinated effects, especially if the acquired firm with excess capacity was

disrupting effective coordination.
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complementary capabilities that cannot be otherwise combined or for some other merger-specific
reason. See Section 10.

The Agencies also consider whether a merger is likely to give the merged firm an incentive to cease
offering one of the relevant products sold by the merging parties. Reductions in variety following a
merger may or may not be anticompetitive. Mergers can lead to the efficient consolidation of
products when variety offers little in value to customers. In other cases, a merger may increase
variety by encouraging the merged firm to reposition its products to be more differentiated from one
another.

If the merged firm would withdraw a product that a significant number of customers strongly prefer
to those products that would remain available, this can constitute a harm to customers over and above
any effects on the price or quality of any given product. If there is evidence of such an effect, the
Agencies may inquire whether the reduction in variety is largely due to a loss of competitive
incentives attributable to the merger. An anticompetitive incentive to eliminate a product as a result
of the merger is greater and more likely, the larger is the share of profits from that product coming at
the expense of profits from products sold by the merger partner. Where a merger substantially
reduces competition by bringing two close substitute products under common ownership, and one of
those products is eliminated, the merger will often also lead to a price increase on the remaining
product, but that is not a necessary condition for anticompetitive effect.

Example 21: Firm A sells a high-end product at a premium price. Firm B sells a mid-range product at a lower
price, serving customers who are more price sensitive. Several other firms have low-end products. Firms A and
B together have a large share of the relevant market. Firm A proposes to acquire Firm B and discontinue Firm
B’s product. Firm A expects to retain most of Firm B’s customers. Firm A may not find it profitable to raise the
price of its high-end product after the merger, because doing so would reduce its ability to retain Firm B’s more
price-sensitive customers. The Agencies may conclude that the withdrawal of Firm B’s product results from a
loss of competition and materially harms customers.

7. Coordinated Effects

A merger may diminish competition by enabling or encouraging post-merger coordinated interaction
among firms in the relevant market that harms customers. Coordinated interaction involves conduct
by multiple firms that is profitable for each of them only as a result of the accommodating reactions
of the others. These reactions can blunt a firm’s incentive to offer customers better deals by
undercutting the extent to which such a move would win business away from rivals. They also can
enhance a firm’s incentive to raise prices, by assuaging the fear that such a move would lose
customers to rivals.

Coordinated interaction includes a range of conduct. Coordinated interaction can involve the explicit
negotiation of a common understanding of how firms will compete or refrain from competing. Such
conduct typically would itself violate the antitrust laws. Coordinated interaction also can involve a
similar common understanding that is not explicitly negotiated but would be enforced by the
detection and punishment of deviations that would undermine the coordinated interaction.
Coordinated interaction alternatively can involve parallel accommodating conduct not pursuant to a
prior understanding. Parallel accommodating conduct includes situations in which each rival’s
response to competitive moves made by others is individually rational, and not motivated by
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retaliation or deterrence nor intended to sustain an agreed-upon market outcome, but nevertheless
emboldens price increases and weakens competitive incentives to reduce prices or offer customers
better terms. Coordinated interaction includes conduct not otherwise condemned by the antitrust
laws.

The ability of rival firms to engage in coordinated conduct depends on the strength and predictability
of rivals’ responses to a price change or other competitive initiative. Under some circumstances, a
merger can result in market concentration sufficient to strengthen such responses or enable multiple
firms in the market to predict them more confidently, thereby affecting the competitive incentives of
multiple firms in the market, not just the merged firm.

7.1 Impact of Merger on Coordinated Interaction

The Agencies examine whether a merger is likely to change the manner in which market participants
interact, inducing substantially more coordinated interaction. The Agencies seek to identify how a
merger might significantly weaken competitive incentives through an increase in the strength, extent,
or likelihood of coordinated conduct. There are, however, numerous forms of coordination, and the
risk that a merger will induce adverse coordinated effects may not be susceptible to quantification or
detailed proof. Therefore, the Agencies evaluate the risk of coordinated effects using measures of
market concentration (see Section 5) in conjunction with an assessment of whether a market is
vulnerable to coordinated conduct. See Section 7.2. The analysis in Section 7.2 applies to moderately
and highly concentrated markets, as unconcentrated markets are unlikely to be vulnerable to
coordinated conduct.

Pursuant to the Clayton Act’s incipiency standard, the Agencies may challenge mergers that in their
judgment pose a real danger of harm through coordinated effects, even without specific evidence
showing precisely how the coordination likely would take place. The Agencies are likely to challenge
a merger if the following three conditions are all met: (1) the merger would significantly increase
concentration and lead to a moderately or highly concentrated market; (2) that market shows signs of
vulnerability to coordinated conduct (see Section 7.2); and (3) the Agencies have a credible basis on
which to conclude that the merger may enhance that vulnerability. An acquisition eliminating a
maverick firm (see Section 2.1.5) in a market vulnerable to coordinated conduct is likely to cause
adverse coordinated effects.

7.2 Evidence a Market is Vulnerable to Coordinated Conduct

The Agencies presume that market conditions are conducive to coordinated interaction if firms
representing a substantial share in the relevant market appear to have previously engaged in express
collusion affecting the relevant market, unless competitive conditions in the market have since
changed significantly. Previous express collusion in another geographic market will have the same
weight if the salient characteristics of that other market at the time of the collusion are comparable to
those in the relevant market. Failed previous attempts at collusion in the relevant market suggest that
successful collusion was difficult pre-merger but not so difficult as to deter attempts, and a merger
may tend to make success more likely. Previous collusion or attempted collusion in another product
market may also be given substantial weight if the salient characteristics of that other market at the
time of the collusion are closely comparable to those in the relevant market.
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A market typically is more vulnerable to coordinated conduct if each competitively important firm’s
significant competitive initiatives can be promptly and confidently observed by that firm’s rivals.
This is more likely to be the case if the terms offered to customers are relatively transparent. Price
transparency can be greater for relatively homogeneous products. Even if terms of dealing are not
transparent, transparency regarding the identities of the firms serving particular customers can give
rise to coordination, e.g., through customer or territorial allocation. Regular monitoring by suppliers
of one another’s prices or customers can indicate that the terms offered to customers are relatively
transparent.

A market typically is more vulnerable to coordinated conduct if a firm’s prospective competitive
reward from attracting customers away from its rivals will be significantly diminished by likely
responses of those rivals. This is more likely to be the case, the stronger and faster are the responses
the firm anticipates from its rivals. The firm is more likely to anticipate strong responses if there are
few significant competitors, if products in the relevant market are relatively homogeneous, if
customers find it relatively easy to switch between suppliers, or if suppliers use meeting-competition
clauses.

A firm is more likely to be deterred from making competitive initiatives by whatever responses occur
if sales are small and frequent rather than via occasional large and long-term contracts or if relatively
few customers will switch to it before rivals are able to respond. A firm is less likely to be deterred by
whatever responses occur if the firm has little stake in the status quo. For example, a firm with a
small market share that can quickly and dramatically expand, constrained neither by limits on
production nor by customer reluctance to switch providers or to entrust business to a historically
small provider, is unlikely to be deterred. Firms are also less likely to be deterred by whatever
responses occur if competition in the relevant market is marked by leapfrogging technological
innovation, so that responses by competitors leave the gains from successful innovation largely intact.

A market is more apt to be vulnerable to coordinated conduct if the firm initiating a price increase
will lose relatively few customers after rivals respond to the increase. Similarly, a market is more apt
to be vulnerable to coordinated conduct if a firm that first offers a lower price or improved product to
customers will retain relatively few customers thus attracted away from its rivals after those rivals
respond.

The Agencies regard coordinated interaction as more likely, the more the participants stand to gain
from successful coordination. Coordination generally is more profitable, the lower is the market
elasticity of demand.

Coordinated conduct can harm customers even if not all firms in the relevant market engage in the
coordination, but significant harm normally is likely only if a substantial part of the market is subject
to such conduct. The prospect of harm depends on the collective market power, in the relevant
market, of firms whose incentives to compete are substantially weakened by coordinated conduct.
This collective market power is greater, the lower is the market elasticity of demand. This collective
market power is diminished by the presence of other market participants with small market shares
and little stake in the outcome resulting from the coordinated conduct, if these firms can rapidly
expand their sales in the relevant market.
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Buyer characteristics and the nature of the procurement process can affect coordination. For example,
sellers may have the incentive to bid aggressively for a large contract even if they expect strong
responses by rivals. This is especially the case for sellers with small market shares, if they can
realistically win such large contracts. In some cases, a large buyer may be able to strategically
undermine coordinated conduct, at least as it pertains to that buyer’s needs, by choosing to put up for
bid a few large contracts rather than many smaller ones, and by making its procurement decisions
opaque to suppliers.

8.  Powerful Buyers

Powerful buyers are often able to negotiate favorable terms with their suppliers. Such terms may
reflect the lower costs of serving these buyers, but they also can reflect price discrimination in their
favor.

The Agencies consider the possibility that powerful buyers may constrain the ability of the merging
parties to raise prices. This can occur, for example, if powerful buyers have the ability and incentive
to vertically integrate upstream or sponsor entry, or if the conduct or presence of large buyers
undermines coordinated effects. However, the Agencies do not presume that the presence of powerful
buyers alone forestalls adverse competitive effects flowing from the merger. Even buyers that can
negotiate favorable terms may be harmed by an increase in market power. The Agencies examine the
choices available to powerful buyers and how those choices likely would change due to the merger.
Normally, a merger that eliminates a supplier whose presence contributed significantly to a buyer’s
negotiating leverage will harm that buyer.

Example 22: Customer C has been able to negotiate lower pre-merger prices than other customers by threatening
to shift its large volume of purchases from one merging firm to the other. No other suppliers are as well placed to
meet Customer C’s needs for volume and reliability. The merger is likely to harm Customer C. In this situation,
the Agencies could identify a price discrimination market consisting of Customer C and similarly placed
customers. The merger threatens to end previous price discrimination in their favor.

Furthermore, even if some powerful buyers could protect themselves, the Agencies also consider
whether market power can be exercised against other buyers.

Example 23: In Example 22, if Customer C instead obtained the lower pre-merger prices based on a credible
threat to supply its own needs, or to sponsor new entry, Customer C might not be harmed. However, even in this
case, other customers may still be harmed.

9. Entry

The analysis of competitive effects in Sections 6 and 7 focuses on current participants in the relevant
market. That analysis may also include some forms of entry. Firms that would rapidly and easily
enter the market in response to a SSNIP are market participants and may be assigned market shares.
See Sections 5.1 and 5.2. Firms that have, prior to the merger, committed to entering the market also
will normally be treated as market participants. See Section 5.1. This section concerns entry or
adjustments to pre-existing entry plans that are induced by the merger.
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As part of their full assessment of competitive effects, the Agencies consider entry into the relevant
market. The prospect of entry into the relevant market will alleviate concerns about adverse
competitive effects only if such entry will deter or counteract any competitive effects of concern so
the merger will not substantially harm customers.

The Agencies consider the actual history of entry into the relevant market and give substantial weight
to this evidence. Lack of successful and effective entry in the face of non-transitory increases in the
margins earned on products in the relevant market tends to suggest that successful entry is slow or
difficult. Market values of incumbent firms greatly exceeding the replacement costs of their tangible
assets may indicate that these firms have valuable intangible assets, which may be difficult or time
consuming for an entrant to replicate.

A merger is not likely to enhance market power if entry into the market is so easy that the merged
firm and its remaining rivals in the market, either unilaterally or collectively, could not profitably
raise price or otherwise reduce competition compared to the level that would prevail in the absence of
the merger. Entry is that easy if entry would be timely, likely, and sufficient in its magnitude,
character, and scope to deter or counteract the competitive effects of concern.

The Agencies examine the timeliness, likelihood, and sufficiency of the entry efforts an entrant might
practically employ. An entry effort is defined by the actions the firm must undertake to produce and
sell in the market. Various elements of the entry effort will be considered. These elements can
include: planning, design, and management; permitting, licensing, or other approvals; construction,
debugging, and operation of production facilities; and promotion (including necessary introductory
discounts), marketing, distribution, and satisfaction of customer testing and qualification
requirements. Recent examples of entry, whether successful or unsuccessful, generally provide the
starting point for identifying the elements of practical entry efforts. They also can be informative
regarding the scale necessary for an entrant to be successful, the presence or absence of entry
barriers, the factors that influence the timing of entry, the costs and risk associated with entry, and the
sales opportunities realistically available to entrants.

If the assets necessary for an effective and profitable entry effort are widely available, the Agencies
will not necessarily attempt to identify which firms might enter. Where an identifiable set of firms
appears to have necessary assets that others lack, or to have particularly strong incentives to enter, the
Agencies focus their entry analysis on those firms. Firms operating in adjacent or complementary
markets, or large customers themselves, may be best placed to enter. However, the Agencies will not
presume that a powerful firm in an adjacent market or a large customer will enter the relevant market
unless there is reliable evidence supporting that conclusion.

In assessing whether entry will be timely, likely, and sufficient, the Agencies recognize that precise
and detailed information may be difficult or impossible to obtain. The Agencies consider reasonably
available and reliable evidence bearing on whether entry will satisfy the conditions of timeliness,
likelihood, and sufficiency.
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9.1 Timeliness

In order to deter the competitive effects of concern, entry must be rapid enough to make unprofitable
overall the actions causing those effects and thus leading to entry, even though those actions would
be profitable until entry takes effect.

Even if the prospect of entry does not deter the competitive effects of concern, post-merger entry may
counteract them. This requires that the impact of entrants in the relevant market be rapid enough that
customers are not significantly harmed by the merger, despite any anticompetitive harm that occurs
prior to the entry.

The Agencies will not presume that an entrant can have a significant impact on prices before that
entrant is ready to provide the relevant product to customers unless there is reliable evidence that
anticipated future entry would have such an effect on prices.

9.2 Likelihood

Entry is likely if it would be profitable, accounting for the assets, capabilities, and capital needed and
the risks involved, including the need for the entrant to incur costs that would not be recovered if the
entrant later exits. Profitability depends upon (a) the output level the entrant is likely to obtain,
accounting for the obstacles facing new entrants; (b) the price the entrant would likely obtain in the
post-merger market, accounting for the impact of that entry itself on prices; and (c) the cost per unit
the entrant would likely incur, which may depend upon the scale at which the entrant would operate.

9.3 Sufficiency

Even where timely and likely, entry may not be sufficient to deter or counteract the competitive
effects of concern. For example, in a differentiated product industry, entry may be insufficient
because the products offered by entrants are not close enough substitutes to the products offered by
the merged firm to render a price increase by the merged firm unprofitable. Entry may also be
insufficient due to constraints that limit entrants” competitive effectiveness, such as limitations on the
capabilities of the firms best placed to enter or reputational barriers to rapid expansion by new
entrants. Entry by a single firm that will replicate at least the scale and strength of one of the merging
firms is sufficient. Entry by one or more firms operating at a smaller scale may be sufficient if such
firms are not at a significant competitive disadvantage.

10. Efficiencies

Competition usually spurs firms to achieve efficiencies internally. Nevertheless, a primary benefit of
mergers to the economy is their potential to generate significant efficiencies and thus enhance the
merged firm’s ability and incentive to compete, which may result in lower prices, improved quality,
enhanced service, or new products. For example, merger-generated efficiencies may enhance
competition by permitting two ineffective competitors to form a more effective competitor, e.g., by
combining complementary assets. In a unilateral effects context, incremental cost reductions may
reduce or reverse any increases in the merged firm’s incentive to elevate price. Efficiencies also may
lead to new or improved products, even if they do not immediately and directly affect price. In a
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coordinated effects context, incremental cost reductions may make coordination less likely or
effective by enhancing the incentive of a maverick to lower price or by creating a new maverick firm.
Even when efficiencies generated through a merger enhance a firm’s ability to compete, however, a
merger may have other effects that may lessen competition and make the merger anticompetitive.

The Agencies credit only those efficiencies likely to be accomplished with the proposed merger and
unlikely to be accomplished in the absence of either the proposed merger or another means having
comparable anticompetitive effects. These are termed merger-specific efficiencies.’® Only
alternatives that are practical in the business situation faced by the merging firms are considered in
making this determination. The Agencies do not insist upon a less restrictive alternative that is merely
theoretical.

Efficiencies are difficult to verify and quantify, in part because much of the information relating to
efficiencies is uniquely in the possession of the merging firms. Moreover, efficiencies projected
reasonably and in good faith by the merging firms may not be realized. Therefore, it is incumbent
upon the merging firms to substantiate efficiency claims so that the Agencies can verify by
reasonable means the likelihood and magnitude of each asserted efficiency, how and when each
would be achieved (and any costs of doing so), how each would enhance the merged firm’s ability
and incentive to compete, and why each would be merger-specific.

Efficiency claims will not be considered if they are vague, speculative, or otherwise cannot be
verified by reasonable means. Projections of efficiencies may be viewed with skepticism, particularly
when generated outside of the usual business planning process. By contrast, efficiency claims
substantiated by analogous past experience are those most likely to be credited.

Cognizable efficiencies are merger-specific efficiencies that have been verified and do not arise from
anticompetitive reductions in output or service. Cognizable efficiencies are assessed net of costs
produced by the merger or incurred in achieving those efficiencies.

The Agencies will not challenge a merger if cognizable efficiencies are of a character and magnitude
such that the merger is not likely to be anticompetitive in any relevant market.* To make the requisite
determination, the Agencies consider whether cognizable efficiencies likely would be sufficient to
reverse the merger’s potential to harm customers in the relevant market, e.g., by preventing price

B3 The Agencies will not deem efficiencies to be merger-specific if they could be attained by practical alternatives that

mitigate competitive concerns, such as divestiture or licensing. If a merger affects not whether but only when an
efficiency would be achieved, only the timing advantage is a merger-specific efficiency.

" The Agencies normally assess competition in each relevant market affected by a merger independently and normally

will challenge the merger if it is likely to be anticompetitive in any relevant market. In some cases, however, the
Agencies in their prosecutorial discretion will consider efficiencies not strictly in the relevant market, but so
inextricably linked with it that a partial divestiture or other remedy could not feasibly eliminate the anticompetitive
effect in the relevant market without sacrificing the efficiencies in the other market(s). Inextricably linked
efficiencies are most likely to make a difference when they are great and the likely anticompetitive effect in the
relevant market(s) is small so the merger is likely to benefit customers overall.
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increases in that market.”® In conducting this analysis, the Agencies will not simply compare the
magnitude of the cognizable efficiencies with the magnitude of the likely harm to competition absent
the efficiencies. The greater the potential adverse competitive effect of a merger, the greater must be
the cognizable efficiencies, and the more they must be passed through to customers, for the Agencies
to conclude that the merger will not have an anticompetitive effect in the relevant market. When the
potential adverse competitive effect of a merger is likely to be particularly substantial, extraordinarily
great cognizable efficiencies would be necessary to prevent the merger from being anticompetitive.
In adhering to this approach, the Agencies are mindful that the antitrust laws give competition, not
internal operational efficiency, primacy in protecting customers.

In the Agencies’ experience, efficiencies are most likely to make a difference in merger analysis
when the likely adverse competitive effects, absent the efficiencies, are not great. Efficiencies almost
never justify a merger to monopoly or near-monopoly. Just as adverse competitive effects can arise
along multiple dimensions of conduct, such as pricing and new product development, so too can
efficiencies operate along multiple dimensions. Similarly, purported efficiency claims based on lower
prices can be undermined if they rest on reductions in product quality or variety that customers value.

The Agencies have found that certain types of efficiencies are more likely to be cognizable and
substantial than others. For example, efficiencies resulting from shifting production among facilities
formerly owned separately, which enable the merging firms to reduce the incremental cost of
production, are more likely to be susceptible to verification and are less likely to result from
anticompetitive reductions in output. Other efficiencies, such as those relating to research and
development, are potentially substantial but are generally less susceptible to verification and may be
the result of anticompetitive output reductions. Yet others, such as those relating to procurement,
management, or capital cost, are less likely to be merger-specific or substantial, or may not be
cognizable for other reasons.

When evaluating the effects of a merger on innovation, the Agencies consider the ability of the
merged firm to conduct research or development more effectively. Such efficiencies may spur
innovation but not affect short-term pricing. The Agencies also consider the ability of the merged
firm to appropriate a greater fraction of the benefits resulting from its innovations. Licensing and
intellectual property conditions may be important to this enquiry, as they affect the ability of a firm to
appropriate the benefits of its innovation. Research and development cost savings may be substantial
and yet not be cognizable efficiencies because they are difficult to verify or result from
anticompetitive reductions in innovative activities.

% The Agencies normally give the most weight to the results of this analysis over the short term. The Agencies also

may consider the effects of cognizable efficiencies with no short-term, direct effect on prices in the relevant market.
Delayed benefits from efficiencies (due to delay in the achievement of, or the realization of customer benefits from,
the efficiencies) will be given less weight because they are less proximate and more difficult to predict. Efficiencies
relating to costs that are fixed in the short term are unlikely to benefit customers in the short term, but can benefit
customers in the longer run, e.g., if they make new product introduction less expensive.
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11. Failure and Exiting Assets

Notwithstanding the analysis above, a merger is not likely to enhance market power if imminent
failure, as defined below, of one of the merging firms would cause the assets of that firm to exit the
relevant market. This is an extreme instance of the more general circumstance in which the
competitive significance of one of the merging firms is declining: the projected market share and
significance of the exiting firm is zero. If the relevant assets would otherwise exit the market,
customers are not worse off after the merger than they would have been had the merger been
enjoined.

The Agencies do not normally credit claims that the assets of the failing firm would exit the relevant
market unless all of the following circumstances are met: (1) the allegedly failing firm would be
unable to meet its financial obligations in the near future; (2) it would not be able to reorganize
successfully under Chapter 11 of the Bankruptcy Act; and (3) it has made unsuccessful good-faith
efforts to elicit reasonable alternative offers that would keep its tangible and intangible assets in the
relevant market and pose a less severe danger to competition than does the proposed merger.®

Similarly, a merger is unlikely to cause competitive harm if the risks to competition arise from the
acquisition of a failing division. The Agencies do not normally credit claims that the assets of a
division would exit the relevant market in the near future unless both of the following conditions are
met: (1) applying cost allocation rules that reflect true economic costs, the division has a persistently
negative cash flow on an operating basis, and such negative cash flow is not economically justified
for the firm by benefits such as added sales in complementary markets or enhanced customer
goodwill;'” and (2) the owner of the failing division has made unsuccessful good-faith efforts to elicit
reasonable alternative offers that would keep its tangible and intangible assets in the relevant market
and pose a less severe danger to competition than does the proposed acquisition.

12. Mergers of Competing Buyers

Mergers of competing buyers can enhance market power on the buying side of the market, just as
mergers of competing sellers can enhance market power on the selling side of the market. Buyer
market power is sometimes called “monopsony power.”

To evaluate whether a merger is likely to enhance market power on the buying side of the market, the
Agencies employ essentially the framework described above for evaluating whether a merger is likely
to enhance market power on the selling side of the market. In defining relevant markets, the Agencies

16 Any offer to purchase the assets of the failing firm for a price above the liquidation value of those assets will be

regarded as a reasonable alternative offer. Liquidation value is the highest value the assets could command for use
outside the relevant market.

7" Because the parent firm can allocate costs, revenues, and intra-company transactions among itself and its subsidiaries

and divisions, the Agencies require evidence on these two points that is not solely based on management plans that
could have been prepared for the purpose of demonstrating negative cash flow or the prospect of exit from the
relevant market.
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focus on the alternatives available to sellers in the face of a decrease in the price paid by a
hypothetical monopsonist.

Market power on the buying side of the market is not a significant concern if suppliers have
numerous attractive outlets for their goods or services. However, when that is not the case, the
Agencies may conclude that the merger of competing buyers is likely to lessen competition in a
manner harmful to sellers.

The Agencies distinguish between effects on sellers arising from a lessening of competition and
effects arising in other ways. A merger that does not enhance market power on the buying side of the
market can nevertheless lead to a reduction in prices paid by the merged firm, for example, by
reducing transactions costs or allowing the merged firm to take advantage of volume-based discounts.
Reduction in prices paid by the merging firms not arising from the enhancement of market power can
be significant in the evaluation of efficiencies from a merger, as discussed in Section 10.

The Agencies do not view a short-run reduction in the quantity purchased as the only, or best,
indicator of whether a merger enhances buyer market power. Nor do the Agencies evaluate the
competitive effects of mergers between competing buyers strictly, or even primarily, on the basis of
effects in the downstream markets in which the merging firms sell.

Example 24: Merging Firms A and B are the only two buyers in the relevant geographic market for an
agricultural product. Their merger will enhance buyer power and depress the price paid to farmers for this
product, causing a transfer of wealth from farmers to the merged firm and inefficiently reducing supply. These
effects can arise even if the merger will not lead to any increase in the price charged by the merged firm for its
output.

13. Partial Acquisitions

In most horizontal mergers, two competitors come under common ownership and control, completely
and permanently eliminating competition between them. This elimination of competition is a basic
element of merger analysis. However, the statutory provisions referenced in Section 1 also apply to
one firm’s partial acquisition of a competitor. The Agencies therefore also review acquisitions of
minority positions involving competing firms, even if such minority positions do not necessarily or
completely eliminate competition between the parties to the transaction.

When the Agencies determine that a partial acquisition results in effective control of the target firm,
or involves substantially all of the relevant assets of the target firm, they analyze the transaction much
as they do a merger. Partial acquisitions that do not result in effective control may nevertheless
present significant competitive concerns and may require a somewhat distinct analysis from that
applied to full mergers or to acquisitions involving effective control. The details of the post-
acquisition relationship between the parties, and how those details are likely to affect competition,
can be important. While the Agencies will consider any way in which a partial acquisition may affect
competition, they generally focus on three principal effects.

First, a partial acquisition can lessen competition by giving the acquiring firm the ability to influence
the competitive conduct of the target firm. A voting interest in the target firm or specific governance
rights, such as the right to appoint members to the board of directors, can permit such influence. Such
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influence can lessen competition because the acquiring firm can use its influence to induce the target
firm to compete less aggressively or to coordinate its conduct with that of the acquiring firm.

Second, a partial acquisition can lessen competition by reducing the incentive of the acquiring firm to
compete. Acquiring a minority position in a rival might significantly blunt the incentive of the
acquiring firm to compete aggressively because it shares in the losses thereby inflicted on that rival.
This reduction in the incentive of the acquiring firm to compete arises even if cannot influence the
conduct of the target firm. As compared with the unilateral competitive effect of a full merger, this
effect is likely attenuated by the fact that the ownership is only partial.

Third, a partial acquisition can lessen competition by giving the acquiring firm access to non-public,
competitively sensitive information from the target firm. Even absent any ability to influence the
conduct of the target firm, access to competitively sensitive information can lead to adverse unilateral
or coordinated effects. For example, it can enhance the ability of the two firms to coordinate their
behavior, and make other accommodating responses faster and more targeted. The risk of coordinated
effects is greater if the transaction also facilitates the flow of competitively sensitive information
from the acquiring firm to the target firm.

Partial acquisitions, like mergers, vary greatly in their potential for anticompetitive effects.
Accordingly, the specific facts of each case must be examined to assess the likelihood of harm to
competition. While partial acquisitions usually do not enable many of the types of efficiencies
associated with mergers, the Agencies consider whether a partial acquisition is likely to create
cognizable efficiencies.
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