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United States: Technology Mergers

Megan Browdie, Jacqueline Grise and Howard Morse

Cooley LLP

Investigating and challenging mergers in high-tech industries con-
tinues to be a high priority for US federal antitrust enforcers.

High-tech industries are often defined by unique characteristics
that impact merger analysis, including the rapid pace of innovation,
the importance of research and development, and the potential for
massive disruption, which makes predicting the future difficult, as
well as — in some industries - the significance of intellectual property
and presence of network effects.

Even so, government officials repeatedly reject suggestions that
their toolkits, and in particular the rubric set forth in the Merger
Guidelines, are somehow outdated or that the government should shy
away from enforcement activity at the frontiers of high technology.

One Commissioner at the Federal Trade Commission (FTC)
recently acknowledged that ‘competition in certain digital and
high-tech markets may operate differently than in certain traditional
markets; but argued that the agencies do not need different rules to
analyse high-tech mergers:

These market factors are important. But our antitrust tools are
flexible. So long as we are careful to apply them with sensitivity to the
competitive dynamics of digital and high-tech markets, we do not need
adifferent set of rules to address these factors. And we absolutely should
not turn a blind eye towards anticompetitive behavior in high-tech

markets simply because we cannot predict the future with certainty.!

Her conclusion that ‘antitrust enforcers play a vital role in protecting
competition and innovation in the high-tech, digital economy - and
must continue to do so’ is a reminder that the agencies pay close
attention to mergers in tech industries.

This article focuses on recent court decisions, government
enforcement actions and speeches by senior officials to explore the
unique issues that attract antitrust scrutiny and drive enforcement in
high-technology industries.

Impact of the Presidential Election on Merger
Investigations

President Obama, when campaigning in 2008, called for ‘the reinvig-
oration of antitrust enforcement, including that the agencies must
‘step up review of merger activity’

Obama’s first Assistant Attorney General in charge of the
Antitrust Division argued specifically for enforcement in ‘high-tech
and internet-based markets; saying the Antitrust Division would
‘devote attention to understanding the unique competition related
issues posed by these markets.?

There is little doubt that merger enforcement activity has
increased in recent years.® Still, some have criticised the Obama
Administration for not going far enough. In June 2016, Senator
Elizabeth Warren argued for ‘stronger action to encourage competi-
tion’ asserting ‘consolidation and concentration are on the rise in
sector after sector’ She argued, ‘left unchecked, concentration will
destroy innovation [and] will destroy more small companies and
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start-ups.* At the same time, the Center for American Progress
released a report arguing unchallenged mergers have led to price
increases and a decline in R&D.®

Hillary Clinton has condemned lax antitrust enforcement and
made clear that, if elected, she will ‘beef up the enforcement arms’
of the Department of Justice (DOJ) and the FTC, including hiring
‘aggressive regulators who will conduct in-depth industry research
to better understand the link between market consolidation and
stagnating incomes.®

Donald Trump has not yet articulated a position on antitrust
enforcement, though Republicans are typically less interventionist
than Democrats. Trump, as a business executive, has been a target
of government enforcement, and his companies have been both
antitrust plaintiffs and defendants.”

Whoever wins the presidential election, there will be a change
of leadership at both the DOJ and FTC. The next president will be
able to name the FTC chairman, fill two open commissioner vacan-
cies, and name an Assistant Attorney General to head the Antitrust
Division at the DOJ, though it may be months after the inauguration
before such nominees are confirmed by the Senate.

While staff turnover can lead to a slowdown in some aspects of
government enforcement, the Hart-Scott-Rodino Act imposes dead-
lines on the agencies to decide whether or not to challenge a merger
whenever companies comply with agency-issued Second Requests.

Future competition: likelihood of entry features
prominently in FTC v Steris Corp

The past few years have seen a flurry of litigated merger decisions,
shining light on the way courts, as well as the agencies, analyse the
likely competitive effects of a merger. One district court decision in
particular may have implications for pharmaceutical and other high-
tech mergers: FTC v Steris Corp, which was tried in federal court
in Ohio.

In FTC v Steris, the FTC sued to block the Steris/Synergy merger
under a theory of harm that relied on a loss of actual potential com-
petition, as opposed to the more traditional concern of a loss of cur-
rent competition. The FTC alleged that absent the merger, Synergy
would have entered the x-ray sterilisation business and so the merger
would allow ‘Steris to insulate itself against this competitive threat,
preventing ‘lower prices, improved quality, and increased choice for
contract sterilization’®

In its decision, the court assumed that the ‘actual potential
competition” doctrine is valid but was skeptical of whether Synergy
would actually enter. The court ultimately concluded that the FTC
had failed to meet its burden, finding that ‘evidence unequivocally
show[ed] that the problems that plagued the development of x-ray
sterilization ... justified termination of the project.®

Despite this loss, the Director of the FTC Bureau of Competition
has argued that ‘preservation of future competition is important
and ... likely to remain an active part of the Commission’s merger

enforcement agenda
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In promising to continue to pursue future potential competition
cases, agency staff noted that the Commission ‘routinely relies on this
‘actual potential competition’ theory of harm as the basis for requir-

ing the divestiture of pharmaceutical products in development.!!

DOJ and FTC focusing resources on investigating tech
mergers

The US antitrust authorities continue to focus substantial resources
on tech mergers, but have closed investigations without any enforce-
ment when convinced the merger will not result in adverse effects
on competition.

DOJ recognises impact of rapidly evolving technology

Parties to tech mergers often argue that the markets in which they
compete are dynamic and rapidly evolving, and consequently tradi-
tional metrics of market power, such as historical market shares, are
poor predictors of anticompetitive effects.

Companies also regularly point to potential entry from tech
giants. One FTC Commissioner recently explained, ‘you probably
will not be surprised at the number of times that we hear that the
merging parties could not possibly raise prices post-merger because

. [some] successful tech firm would undoubtedly enter and disci-
pline the market. Sometimes that story is a fairy tale and sometimes
it’s true’!2

In September 2015, the DOJ announced that it had closed its
investigation into Expedia’s proposed US$1.3 billion acquisition
of Orbitz. The DOJ explained that the online travel business was
‘rapidly evolving’ with new entry during the previous 18 months by
two firms. Despite reports of complaints from the hotel industry,
consumer groups, and members of Congress,!* the DOJ advised
that it had uncovered no evidence that the merger would be likely
to result in new charges being imposed on consumers. Instead, it
found that Orbitz had been only a small source of bookings and had
no impact in recent years on the commissions Expedia charges. The
DOJ concluded that travel service providers have options to attract
customers beyond Expedia and Orbitz, including Priceline.'

The argument that tech markets rapidly evolve alone will not
carry the day without supporting facts. One FTC Commissioner
explained her view as follows:

Even in dynamic markets, changes in market structure may be
episodic and infrequent. [However,] industry structure may prove as
durable in digital and high-tech fields as in ‘old economy’ markets. It
would be a mistake to view the mere possibility of disruptive entry as
a reason to refrain from appropriate antitrust enforcement in digital
and high-tech markets.'>

Innovation a major concern in tech mergers
The antitrust agencies focus on innovation as well as price when
analysing proposed tech mergers.

One FTC Commissioner explained the agency’s concern regard-
ing innovation leading to a consent agreement resolving allegations
that NXP Semiconductor’s US$11.8 billion acquisition of Freescale
Semiconductor would lessen competition, as follows:

Higher prices are obviously a fundamental concern in reviewing
mergers of close competitors. The loss of competition to innovate and
to develop better, faster, more efficient products, howevet, can be just
as concerning - particularly in the technology area, where the essential

competition often is not on price, but rather on product features.'®
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The Commission alleged that the two companies had a 60 per cent
share worldwide and faced only one other ‘meaningful’ supplier of
RF power amplifiers, which are semiconductors that increase the
strength of radio signals transmitted between electronic devices
such as cellular base stations and mobile phones. With entry
unlikely given high capital costs and significant switching costs,
the agency alleged that the likely effect of the transaction would be
higher prices and reduced innovation. NXP agreed to divest its RF
power amplifier business.!”

The DOJ expressed similar concerns in challenging Cox
Automotive’s US$4 billion acquisition of Dealer-track Technologies.
According to the DOJ, Cox and Dealertrack were the two leading
providers of inventory management solutions (IMSs), which use
algorithms and analytics to allow automobile dealerships to manage
vehicle inventories. The DOJ alleged that the two firms together
would have more than an 85 per cent market share, giving Cox the
power to ‘unilaterally increase prices’ and ‘reduce its investment or
other efforts to improve the quality of its products and services’ Cox
agreed to divest Dealertrack’s IMS business to resolve the DOJ’s
concerns.'

FTC continues active enforcement in life sciences
Historically, most FTC challenges to pharmaceutical mergers have
been resolved by the merging firms agreeing to consent decrees
requiring that they divest or license a few drugs to address competi-
tion concerns. The past year has been no exception, with parties
consenting to a slew of divestitures in cases involving both pioneer/
branded and generic drugs as well as medical devices.

Focus on combinations of both actual and potential
competitors

The FTC continues to require divestitures to protect future price
competition among drugs where there are a limited number of cur-
rent and expected future competitors, in addition to requiring dives-
titures where the parties are two of a only a few current competitors.

For example, in Pfizer/Hospira, the companies agreed to divest
assets to address FTC competition concerns in four markets."”

First, the companies were alleged to have a combined share of
over 90 per cent of a US market for generic acetylcysteine inhala-
tion solution, used to treat respiratory disorders. The FTC specifi-
cally noted that the branded version of the product was no longer
available.

Second, the firms were alleged to have a combined share of over
80 per cent of a US market of generic and branded clindamycin
phosphate injections, used to treat lung, skin, blood, bone, joint and
gynaecological infections in hospitals. Pfizer supplied a branded
drug and Hospira and two other firms manufactured generic ver-
sions. While the FTC often limits markets to generic drugs where
there are multiple generic competitors, here it asserted the price of
the branded drug was ‘competitive with the generic products’ and
customers ‘play the branded and generic products against each other
to negotiate prices’ The FTC reasoned that in markets for drugs
used primarily in hospitals, branded drugs are ‘typically unable to
command a premium price’ as hospitals will not be reimbursed for
using a premium-priced product.

Third, Pfizer was alleged to be the only manufacturer of
branded voriconazole injection in the United States, used to treat
fungal infections in hospitals, which the FTC also asserted was
‘priced competitively with the only generic version’ and Hospira
was alleged to be ‘one of a limited number of suppliers capable of
entering ... in the near future’
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Finally, neither company currently sold melphalan hydrochloride
injection, used to treat multiple myeloma and ovarian cancer, but the
FTC alleged both were developing products and were ‘two of a limited
number of suppliers capable of entering the market in the near future’

Similarly, the FTC required divestitures in the markets for seven
generic drugs to resolve Mylan’s hostile tender offer for Perrigo
Company. In four of the markets, the FTC alleged a lessening of
current competition, while in the remaining three, either Mylan or
Perrigo was alleged to have been a likely future entrant.?

Supply disruptions increase the number of generic suppliers
required by the FTC to preserve competition

The FTC has made clear that it is likely to require a remedy when
a proposed transaction would reduce the number of current and/
or likely future generic competitors below four, stating ‘customers
generally believe that having at least four suppliers in each generic
pharmaceutical market produces more competitive prices than if
fewer suppliers are available to them !

Consistent with this view, resolving charges that Hikma
Pharmaceuticals’ proposed acquisition of 49 abbreviated new drug
applications (ANDAs) from Ben Venue Laboratories, a subsidiary of
Boehringer Ingelheim, would lessen competition, the FTC required
divestiture of the acquired ANDAs for generic injectable drugs
in which it alleged the number of likely future suppliers would be
reduced from four to three.??

The FTC went further and required a remedy when a proposed
merger or acquisition would reduce the number of competitors from
five to four, where specific conditions, such as the potential for a sup-
ply shortage, heightened its competition concerns.?® In Hikma/Ben
Venue, the FTC required a divestiture in a fifth market in which it
alleged the number of likely future suppliers would be reduced from
five to four. In doing so, the agency stated:

[T]he injectable pharmaceutical industry generally, and the generic
products at issue in this investigation in particular, are highly
susceptible to supply disruptions caused by the inherent difficulties
of producing sterile liquid drugs. Recent manufacturing problems
have made it difficult for customers to obtain sufficient quantities of,
and contributed to price increases of, several of the generic injectable

products impacted by this transaction.?*

In July 2016, the FTC required Teva to divest 79 drugs to complete its
US$40.5 billion acquisition of Allergan, the largest drug divestiture
order in an FTC case to date.

Preserving price and innovation competition
The FTC also regularly pursues remedies against medical device
mergers, addressing innovation as well as price effects.

In August 2015, the FTC announced a consent agreement with
Zimmer Holdings on divestitures to remedy alleged anticompetitive
effects of Zimmer’s US$13 billion acquisition of Biomet. Zimmer and
Biomet were alleged to be the third and fourth largest musculoskeletal
medical device companies in the United States, producing products
in three already highly concentrated product markets: unicondylar
knee implants, total elbow implants and bone cement.

The FTC alleged that the firms were ‘particularly close com-
petitors; their products were ‘particularly close substitutes, and ‘each
other’s next best alternatives based upon design similarities and
comparable clinical outcomes. As a result, the FTC alleged, custom-
ers leveraged the firms’ products against each other to obtain better

pricing, and the firms ‘continually improve[d] features ... in order
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to win business, so the merger would likely result in both ‘unilateral
price effects’ and ‘reduced innovation.*

Price goes up for failure to comply with HSR Act

The maximum civil penalty for non-compliance with the premerger
notification requirements of the HSR Act increased from US$16,000
to US$40,000 per day - a 150 per cent increase on 1 August 2016.%
Going forward, the maximum civil penalty for non-compliance with
the HSR Act will be adjusted for inflation every January, with the first
adjustment occurring in January 2017.

The significant increase is required by the Federal Civil Penalties
Inflation Adjustment Improvements Act of 2015, signed into law last
November. According to the Office of Management and Budget, the
increase is intended ‘to improve the effectiveness of civil monetary
penalties and to maintain their deterrent effect’?”

Just two weeks after the increase was announced, and before the
new penalties went into effect, the DOJ announced that ValueAct
Capital agreed to pay a record US$11 million civil penalty to settle
claims that ValueAct purchased over US$2.5 billion in Halliburton
and Baker Hughes stock with the intention of influencing their pro-
posed US$35 billion merger without complying with the HSR Act’s
notification requirements.?

The authors gratefully acknowledge the contributions of our colleague
Michael Herring in preparing this chapter.
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