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FOREWORD

The OECD Competition Committee has discussed competition and
knowledge-based capital extensively in recent years. Among the participants in
these discussions were senior competition officials, leading academics and
representatives of the business community.
This publication presents the key findings resulting from the roundtable
discussions held on the Digital Economy (2012); Regulated Conduct Defence
(2011); Pro-Active Policies for Green Growth and the Market Economy (2010);
Competition, Patents and Innovation (2009 and 2006), Dynamic Efficiencies in
Merger Analysis (2007), Intellectual Property Rights (2004) and Merger
Review in High Innovation Markets (2002). The key findings from each
roundtable have now been organised into a cohesive narrative, putting the
Competition Committee’s work in this area into perspective and making it
useful to a wider audience.
The executive summaries on which this document is based, as
well as a bibliography are included in this publication. The full set of materials
from each roundtable, including background papers, national contributions and
detailed
summaries
of
the
discussions,
can
be
found
at
www.oecd.org/competition/roundtables.
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KEY FINDINGS *
By the Secretariat

1.

Introduction

Knowledge-based capital (KBC) has emerged as an important driver of
investment, innovation and growth in OECD economies. KBC is a term that
encompasses a broad range of ideas, intangible assets and innovations, including
computerised information, scientific and non-scientific knowledge and processes,
business methods, intellectual property, and economic competences such as firmspecific human capital and efficiency-enhancing know-how. KBC complements
and may even supersede physical capital in stimulating and facilitating economic
growth. Competition is another factor that can drive growth, investment, and
innovation—including investment and innovation related to KBC itself.
Accordingly, sound competition policy and effective competition law
enforcement can and should support the development of KBC.
As KBC-focused businesses have grown in economic importance, they
have started to encounter and create more competition law and policy issues.
During the past several years, there has been a string of high-profile competition
law enforcement matters involving KBC-focused businesses. Many of these
have occurred in the digital economy and involved companies such as Google,
Apple, Facebook, Microsoft, and Intel. Not all of them were IT firms, however,
as settlements with major banks like UBS and JPMorgan Chase over pricefixing in bond markets illustrate.
Yet it remains the case that while most competition authorities and many
courts in OECD countries have substantial experience applying competition
principles to markets that involve physical goods and capital, they generally
have less experience with competition in KBC-intensive markets. Indeed,
questions often arise concerning whether traditional competition law and policy
*

This section is based on meaningful findings extracted from the executive
summaries compiled in this publication. They were reorganised into a
cohesive narrative that captures the different aspects covered.
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principles are even applicable in such markets and, if they are, whether they
need to be adjusted to account for the differences between KBC-intensive
markets and other kinds of markets.
Competition law and policy, as a general rule, is a flexible framework that
can be adapted to fit diverse markets. Traditional competition laws and
principles can and should be applied to prevent and deter anticompetitive
behaviour in any setting. That fosters investment and innovation, including in
KBC-focused markets. Nonetheless, certain features of those markets—such as
their tendencies toward rapid change, constant innovation, market tipping (when
the nature of a market makes it likely to be monopolised) and a prominent role
for intellectual property—can complicate competition policy analysis.
This volume draws upon the work of the OECD Competition Committee to
identify and discuss recurrent competition issues that may affect KBC-focused
markets. The aim is to provide policymakers with a comprehensive overview of
the role of competition and competition policy in supporting the development of
KBC, including the use of competition enforcement to address anticompetitive
behaviour that hinders innovation and retards economic growth.
Section II considers the theory and empirical evidence on the relationship
between competition and innovation. Although the question of what degree of
competition leads to the greatest innovation is complex and probably varies
from industry to industry, two key policy recommendations can be discerned
from the available evidence: implement effective competition law enforcement
to combat anticompetitive behaviour, and eliminate unnecessarily
anticompetitive product market regulations. Section III addresses the
relationship between competition policy and intellectual property rights, which
are commonly owned and used in KBC-intensive markets. Section IV considers
competition issues that may arise specifically in digital markets, an increasingly
important sector in which KBC plays a central role. Section V concludes.
2.

Competition & Innovation

Rapid innovation is a common and highly desirable feature of KBCfocused markets. Innovation leads to better, and often cheaper, products and
services. Because competition influences the degree of innovation taking place
in a market, competition policy has important implications for the evolution and
success of KBC-focused industries.
The relationship between competition and innovation is a complex and
often contradictory one. The intensity of product market competition affects
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013
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innovation efforts, but the question of how, exactly, competition affects
innovation seems to have no universal solution. Instead, the answer requires a
host of conditions, exceptions, and caveats. What seems certain, at least, is that
competition is capable of both promoting and deterring innovation. On the one
hand, strong competition can encourage companies to innovate so as to keep up
with, get ahead of, or remain ahead of their competitors. On the other hand,
some degree of market power (a firm has market power when it can profitably
hold its price above the level that would prevail in a competitive market) may
stimulate innovation by making it easier to recover costs and earn profits.
Policymakers are left with the complex task of creating an environment in
which the rewards for innovation are sufficient to encourage it, but where there
are also competitive pressures that encourage firms to create, use and circulate
innovations. Finding the optimal degree of competition is further complicated
by the fact that innovation processes, as well as the importance of factors such
as intellectual property rights in spurring innovation, vary considerably across
industry sectors and types of inventions.
2.1

The Theory of Competition & Innovation

An academic dialogue about the relationship between competition and
innovation has endured for many years. The Schumpeterian view, named for the
work of Joseph Schumpeter, posits that big, dominant firms are more likely to
innovate than smaller ones that lack market power, but also that innovations are
“gales of creative destruction” that render market power ephemeral in highinnovation industries [Schumpeter (1942)]. The opposing view, often associated
with the work of Kenneth Arrow, is that competition promotes more innovation
because entrenched market power makes managers less inclined to spend
money on developing new technologies, while firms facing greater competition
have more to gain by innovating [Arrow (1962)]. In between, there is an
intermediate theory that asserts that moderate levels of competition produce the
most innovation; that is, the curve describing the relationship between market
concentration and innovation looks like an inverted U-shape.
Thus, economic theory regarding the relationship between competition and
innovation remains unsettled. Where it is difficult for firms to appropriate the
value of their innovations, theory predicts that competition will reduce
innovation incentives. This suggests that in some cases permitting a merger (or
some other type of conduct) that harms competition will actually increase
innovation incentives. On the other hand, theory also indicates that more
competition should boost innovation in many situations.
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2.2

Empirical Evidence on Competition and Innovation

Unfortunately, empirical data does not resolve those conflicting theoretical
forces, as the empirical literature also reaches mixed results. In essence, some
studies find that competition encourages innovation, while others conclude that
it reduces innovation, depending on various circumstances and assumptions see
detailed discussion in OECD (2007).
The unsettled state of the literature is not due to insufficient effort. An
abundance of econometric studies focuses in one way or another on the
relationship between competition and innovation. Because both competition and
innovation are hard to measure directly, these studies almost always employ
proxies, such as concentration ratios or profit margins (the Lerner Index) for
competition and R&D intensity or the number of patents granted for innovation.
The proxies are imperfect, as it is now well understood that market structure and
the level of competition in the market are not necessarily strongly correlated,
and that R&D intensity and patents are not completely reliable indicators of
innovation. Nevertheless, these models are continually being modified in order
to minimise distortional effects and make the proxies as useful as possible. If it
is possible to tease one central, reasonably well-accepted finding from the
empirical literature, it would probably be the idea that there is an inverted Ushape relationship between market concentration and R&D intensity when the
former is plotted on the horizontal axis and the latter on the vertical axis (e.g.,
Aghion, et al (2005)). In other words, there is growing support for the
proposition that concentration and R&D intensity generally have a positive
relationship at low levels of concentration, with R&D activity reaching a peak
at a moderate level of concentration, after which the relationship becomes
negative and R&D intensity shrinks as concentration continues to rise. Again, to
the extent that market concentration is a good reflection of the degree of
competition, the idea here is that the most fertile environment for innovation is a
market with a moderate amount of competition.
An early game theory approach by Scherer predicted that greater rivalry,
represented by lower concentration indices, stimulates R&D spending up to a
certain point, but that too little market concentration discourages R&D because
it becomes too difficult for firms to appropriate a sufficiently enticing share of
the returns from their innovations [Scherer (1967)]. In the 1980s, models based
on decision theory agreed with Scherer’s theory that intermediate market
structures often exhibit the most innovative activity [Kamien & Schwartz
(1982)]. Newer models continue to predict that the relationship between product
market competition and innovation is best described by the inverted-U shape
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013
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[Aghion et al. (2005)]. It must be emphasised, nonetheless, that the inverted Ushape idea is a generalised description. Findings vary from industry to industry,
among other things, and some studies reach ambiguous or unsupportive results.
As Scherer and others have pointed out, the inverted U theory does not always
hold up well when additional factors that affect innovation, such as
technological opportunity available in an industry, are taken into account
[Scherer & Ross (1990); Symeonides (1996)].
One subject area where the data line up more in support of Schumpeter’s
vision concerns the kinds of innovation that large incumbents pursue in
comparison to what challengers typically attempt to do. The former group tends
to focus on developing inventions that build on or extend the status quo
technology, whereas smaller firms and entrants are more likely to concentrate on
disruptive innovation that will seriously alter the fundamental nature of markets.
Because new technologies that change the elements necessary for success may
reconfigure the state of competition, they are often welcomed as a strategic
opportunity by marginal competitors while being treated as a threat by the leading
firms. That is often true even if the leading firms are the ones who created the
new technology. In those cases, the incumbent simply shelves the technology,
having patented it, kept its existence secret, or taken other measure to prevent
competitors from using it. Consequently, breakthrough or disruptive inventions—
the kind Schumpeter had in mind when he wrote about creative destruction—are
often brought to market by small start-ups or companies that were operating in
other markets [DeSanti & Cohen (2001); Bower & Christensen (1995)]. An
implication for competition enforcers is that innovation is most likely to thrive in
market environments that support a variety of firm sizes and feature low barriers
to entry for technologically innovative entrants [Scherer & Ross (1990)].
Innovation-intensive markets frequently display some or all of the
following characteristics: high R&D intensity and dependence on intellectual
property rights coupled with a closely related heavy reliance on human instead
of physical capital; a high degree of technical complexity; rapid technological
change and short product cycles; increasing returns to scale; substantial network
effects (meaning that a product or service becomes increasingly useful and
valuable as more customers use it, like telephones for example); and significant
compatibility and standards issues (OECD (2002)). The stronger these features,
the more competition may assume a “winner takes all” character. High
innovation markets tend to have clear market leaders. At the same time,
however, the position of market leader could be highly dependent on continued
superiority in innovation, and “dominant” firms may be unable over the long run
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to make substantial supra-competitive profits. These topics are discussed further
in Section IV below, which considers competition in digital economy markets.
2.3

Anticompetitive Market Regulation

Anticompetitive and/or unnecessary market regulation can be a significant
impediment to effective innovation, particularly in KBC-focused market where the
pace of innovation tends to be rapid. Empirical studies conducted by the OECD
have found a negative correlation across national economies between the level of
anticompetitive product market regulation and innovation [OECD (2005)]. Of the
many policy levers studied, reducing anticompetitive regulation was found to be
the second most powerful incentive to raise the level of business R&D spending
(See Table 1). Creating more competitive conditions in the market had a
substantially stronger effect than enhancing the protection of intellectual property
rights on this measure of innovation, or granting State subsidies for private R&D.
Table 1. Long-Run Effects on Proxies for Innovation of a One Standard
Deviation Increase in Various Factors *
(Measured in percentage change of the dependent variable)
Science policies and institutions
B-index **
Subsidies for private R&D/ GDP ratio
Share of business funding in non-business R&D
Non-business R&D / GDP ratio
IPR index
USA real wage of researchers
Years of education
Economic conditions
Profit / GDP ratio
Private sector credit / GDP ratio
Equity financing / GDP ratio
Foreign R&D stock / GDP ratio
Openness
Import penetration
Real interest rate
Real exchange rate
Framework policies (decrease)
Product market regulation
FDI restrictions
Employment protection legislation

Business R&D spending

Total domestic patents

-1¾
¼
8¼
7¼
1½
-3¼
1

-6
-3
2½
3¾
8
-¾
¾

5¼
-1½
5¾
12¾
-5¾
-¼
-5
-3

4¼
-3¼
10
6
-4¼
0
-2¾
-1¾

9
‥
1

4½
13
6½

*

The standard deviation is the average of within-country standard deviations, and the effects of a one standard
deviation increase in factors are evaluated at the sample mean of the variables.
** The B-index is defined as one minus the rate of tax subsidy for R&D.

Source: Jaumotte & Pain (2005).
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013

KEY FINDINGS – 13

Thus, while regulation continues to provide governments with an
important tool for preserving and promoting public policy objectives, needlessly
anticompetitive regulation harms the public interest by hindering beneficial
innovation. Accordingly, anticompetitive product market regulation should be
eliminated where possible.
The OECD’s Competition Assessment Toolkit (2010)
The OECD developed the Competition Assessment Toolkit to help governments
reduce counterproductive regulation. The Toolkit provides a general methodology for
identifying unnecessarily anticompetitive regulatory restraints and developing alternative,
less restrictive policies that still achieve government objectives. Designed for use by officials
at all levels of government and requiring no specialised training in economics or competition
policy, the Toolkit consists of a series of simple questions. In particular, the Toolkit aims to:

•

Facilitate the evaluation of draft new laws and regulations, for example, through
regulatory impact assessment programmes;

•

Enable the evaluation of existing laws and regulation, whether in the economy as
a whole or in specific sectors; and

•

Assist government bodies engaged in development and review of policies, such
as ministries that develop laws or the competition authority in its evaluation of
competitive impacts of regulations.

The Competition Assessment Toolkit is available at www.oecd.org/competition/toolkit.

2.4

Competition Law Enforcement to Facilitate Innovation

A second conclusion that follows from the inverted U-shape relationship
between market concentration and innovation is the need to maintain effective
competition law enforcement in KBC-focused markets. The inverted U-shape
indicates that, in general, moderate amounts of competition create the market
environment that is most conducive to competition. Most competition
enforcement occurs in relatively concentrated markets; that is, in markets with
significant potential for greater competition and therefore increased innovation.
Accordingly, by addressing and eliminating anticompetitive restraints imposed
by private firms in KBC-focused markets, competition authorities create space
and opportunities for innovation and growth.
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Competition Enforcement Fostering Innovation: The AT&T Case
Competition law enforcement has a long track record of opening doors to greater
innovation in KBC-heavy sectors. For example, in 1974, the US Department of Justice
filed an antitrust lawsuit against telecommunications giant Atlantic Telephone &
Telegraph, which at the time was the largest corporation in the world. The complaint
alleged that AT&T had been using its monopoly in local exchange telecommunications
service to monopolise the telephone equipment manufacturing and long distance
telecommunications service markets. [United States v. AT&T Co., 552 F. Supp. 131
(D.D.C 1982).] Prosecutors claimed that AT&T had, among other things, failed to
connect competing carriers with its network on reasonable terms and had reduced its
prices only in the markets where it faced competition. Several years later, the two sides
reached a settlement agreement that imposed structural and behavioural remedies on
AT&T.
The structural part of the remedy was a vertical divestiture. AT&T divested its
local service providers, leading to the formation of seven regional operating companies
(called “RBOCs”). AT&T kept its long distance, equipment manufacturing, and
research divisions, but was required to transfer enough assets to the RBOCs to allow
them to operate. Those assets included, on a royalty free basis, all existing patents as
well as all patents issued for the next five years.
The behavioural remedy took the form of regulatory provisions governing each
RBOC. For example, to prevent the RBOCs from emulating AT&T’s strategy, the
decree required them to obtain the court’s approval before expanding the scope of their
business beyond local exchange services. The RBOCs were also obliged to provide
every long distance carrier equal access to their local exchange networks.
The decision to break up AT&T was highly controversial. Opponents argued that
the quality of service would decline, national security would be endangered, a precious
research and development enterprise would be damaged, and shareholders would suffer.
However, most observers now believe the net effects were quite positive – including the
effects on innovation. When the lawsuit was filed, wireless communication and the
internet were virtually unknown, while telephone answering and facsimile machines
were just beginning to develop. People still used rotary dial phones and long-distance
calls cost a fortune compared to today’s rates. All of that changed rather quickly after
the divestiture. Moreover, greater competition among long-distance providers led to the
rapid deployment of fibre optic cable in the US that later supported the development of
the internet and the explosion of innovation that accompanied it.
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Nonetheless, in markets characterised by high rates of innovation, any
potential negative impacts of competition enforcement must be taken into
account, which may involve complex and uncertain calculations. In particular,
in assessing restraints on innovation and competition by dominant firms, static
efficiency gains must be balanced against dynamic effects. As it is difficult to
identify upfront whether conduct restricts innovation and therefore competition,
some commentators argue that ex post intervention, where the agencies can
identify competitive harm, is to be preferred over ex ante intervention. On the
other hand, others note that care has to be taken as to the effectiveness of ex
post interventions, especially in situations where there is a risk that all effective
competition might be eliminated. Otherwise interventions may come too late,
creating a risk of long lasting harm to consumers.
2.5

Mergers in Innovative Markets

Competition enforcement in innovation-intensive KBC-oriented markets
includes applying merger control rules. Determining whether a merger will be
likely to promote or prevent innovation requires a complex, case-specific
inquiry. A merger could lead to efficiencies in research and development
(basically, the ability to do better and/or cheaper R&D), yet reduced rivalries
and greater market power could slow the post-merger rate or technological
change. Although some mergers save costs by eliminating duplicative R&D,
protecting competition in R&D is also important because R&D is inherently
uncertain. A special analytical framework is neither necessary nor desirable for
merger review in innovation-intensive markets, as the traditional merger review
analytic is sufficiently flexible to be applied in such cases. However, in high
innovation markets there may be a need for some customisation in approach, in
particular as regards defining markets and assigning market shares; assessing
the significance of changes in market structure; giving proper weight to benefits
consumers reap through innovation; assessing the ability of merging parties to
exclude or restrict competitors; and designing appropriate remedies.
Market definition and assigning market shares are particularly challenging
tasks in rapidly changing sectors including typical KBC-focused industries. In
innovation-intensive markets, estimated changes in market shares may not tell
us much about the likelihood that a merger will lead to higher prices or less
innovation. Consequently, the traditional initial screen based on market shares
should ideally be supplemented by considering other readily ascertainable data,
such as the degree of recent instability of market shares, the rate of growth of
the market, and estimates of the rate of technological change. The higher such
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013
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indicators are, the greater the probability that the merger should be cleared
without an in-depth analysis.
Due to a high degree of product differentiation (basically, the opposite of
commoditisation – differentiated products have features that distinguish them
from other products on the market) and the potential for disruptive innovation,
mergers in high innovation markets typically have little potential to produce
anticompetitive co-ordination. Conversely, such mergers frequently raise
concerns about anticompetitive unilateral effects, and so the ability and
incentive to exclude or restrict rivals deserves prime attention in reviewing
mergers in high innovation markets. In addressing anticompetitive mergers in
high innovation markets, there is good reason to question the traditional
preference for structural as opposed to behavioural remedies. Instead, a highly
customised use of behavioural remedies, sometimes accompanied with a
necessary divestment, may be the best way to address potential competition
problems. Moreover, the complexity of mergers in high innovation sectors may
require rethinking the merger review process (i.e. strict time limits), increasing
sector specific expertise in competition authorities, and taking pro-active steps
to prepare for mergers in high innovation markets.
Mergers sometimes create positive effects called efficiencies. Generally
speaking, dynamic efficiencies are synergies that enable firms to improve their
performance, whether in terms of cost, quality, service, or new product
development, on a potentially continuing basis. This might involve learning by
doing, eliminating redundant R&D expenditures, or achieving economies of
scale in R&D. Static efficiencies, by contrast, enable improvements that occur
only once—for example, by generating economies of scale in production.
Today, efficiencies are commonly viewed as factors that favour allowing
mergers. In markets where innovation is critical—as in many KBC-intensive
industries—dynamic efficiencies are especially important.
It is difficult to measure the extent of the efficiencies that may result from a
merger. In particular, dynamic efficiencies are difficult to gauge because such
dynamic effects will occur—if at all—over several time periods and may be more
abstract in nature than static effects. Yet, it seems likely that dynamic efficiencies
have a considerably greater potential to benefit consumers than static efficiencies.
Therefore, it would be desirable—in an ideal world—for dynamic efficiency
considerations to feature more frequently and more prominently in merger
decisions. The problem in practice is that there is no robust methodology
available by which to do so; rather than engage in speculation, courts have
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013
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tended to avoid dynamic efficiency analysis in cases where it may be relevant.
Due to their complexity, dynamic efficiencies will rarely be quantifiable; yet
qualitative approaches may yield some helpful information.
2.6

Innovation and “Green Growth”

“Green growth” is generally defined as economic growth under
environmental constraints, similar to what is commonly referred to as
sustainable growth. Technological innovation is generally acknowledged to play
a central role within any strategy for encouraging green growth, such as the use
of smart grids in the energy sector. The OECD’s work to date on approaches to
green growth indicates that market-based policies should be pursued wherever
possible to encourage environmentally-friendly innovation, such as the use of
emissions trading schemes, subsidies for R&D, provided that they do not distort
competition and trade, production standards or tax exemptions for green
investment and production.
3.

Competition & Intellectual Property

Intellectual property rights (IPRs) play an integral part in the development
and use of KBC. IPRs are viewed by many as indispensable within modern
technologically-advanced economies, and effective competition policy
recognises and encourages the value of the innovation that IPRs represent.
Investment in innovation requires a predictable legal system and, as a result,
antitrust policy should be formulated to ensure that incentives to innovate are
not unnecessarily weakened or destroyed. It has therefore been argued that a
strong and predictable intellectual property rights system is important to many
disruptive innovations that create dynamic competition and provide consumers
with major technological advances.
Nonetheless, the exploitation of IPRs challenges some traditional
assumptions about the benefits of competitive markets. Competition policy
generally aims to secure the benefits that flow to consumers from marginal cost
pricing by promoting competition. Intellectual property laws, on the other hand,
aim to bring about the benefits that accrue from new products and creations by
protecting innovators from some forms of competition, which sets up an apparent
conflict between these policy regimes. Businesses generally have the freedom to
determine the circumstances and terms under which they would like to licence, and
correspondingly refuse to licence, their IPRs. When and whether competition law
should be used to restrict that freedom is a controversial matter, but most agree that
competition law should not be used as a bludgeon against all IPRs.
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Patents do not necessarily create monopolies or dominance; firms apply for
patents in the hopes of obtaining market power but very few inventions
constitute a true innovation leading to a new product or process. Although
dominance may occasionally be related to one patent, a greater concern is
agglomerations of patents that could close off a field of technology. The
traditional view of patents is that they provide a positive incentive for
innovation and may grant some market power to firms. There is a growing
concern that patents could have a negative effect on innovation, particularly
where a product is dependent on many patents and in industries based on
standards where there are substantial network effects. Yet patents can also have
a positive effect on competition and innovation. For instance, venture capitalists
recognise that for investment purposes, patents are the only important asset that
many high tech companies possess.
Both intellectual property policy and competition policy aim to encourage
innovation, but both can discourage innovation if pursued too strongly or too
weakly. If patents are granted too readily, for example, potential inventors may
be discouraged from innovating, because there are so many parties with so
many patents that it becomes too difficult and expensive to determine which
licenses are needed and to pay for them. Conversely, if competition
enforcement is pursued so aggressively that rivals can make unencumbered use
of a company’s innovation, there is little incentive to innovate in the first place.
A balance has therefore been achieved by rewarding inventors with some
temporary protection from free-riders, after which competition is facilitated by
permitting the invention to be copied and sold by anyone. That balance does not
ensure, however, that the two policies are always well-aligned in practice.
The challenge for competition authorities, regardless of how far they
venture into the intellectual property sphere, is how to minimise the
anticompetitive effects of IPRs while respecting their existence and the societal
goals these rights are meant to promote. Moreover, in view of the recurrent use
of IPRs within KBC-focused industries, these concerns are especially pressing
and acute in such markets.
3.1

The Effects of Patents on Innovation

Patents reward inventors for their discoveries by giving patent holders the
exclusive right to make, use, and sell inventions for a limited time within the
jurisdiction where the patent is held. In general, patents should be granted only
for inventions that are novel, non-obvious, and useful. Moreover, a patent
right—and the market power it may create—should be granted only if, and to
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the extent that, it is necessary to encourage the innovation covered by the right.
Patent “scope” or “breadth” helps to determine the value of a patent by setting
the boundary between what is protected and what is not: the broader the scope,
the more likely that competing products and processes will infringe the patent.
“Patentability” refers to how easy or difficult it is to meet the standards for
obtaining a patent on an invention. Patent breadth and patentability can have
both positive and negative effects on innovation. There is a growing need to
ensure that patent systems strike the right balance between allowing patent
owners an appropriate return from their innovations and fostering technological
progress for society as a whole.
Patents encourage innovation in several ways. First, they give inventors
greater incentives to innovate by providing a measure of protection against
imitators. Second, and in exchange for that protection, patents require the
inventor to tell the public that the technology exists and to explain how it works.
That disclosure enhances the process of knowledge diffusion by helping others
to understand the invention and improve upon it or incorporate it in a new
invention of their own, thereby stimulating new ideas. Another benefit of
disclosure is that it tends to decrease redundant R&D investments by firms who
might otherwise continue trying to develop exactly the same technology.
Finally, patents add to knowledge diffusion by facilitating exchanges via
licensing agreements.
On the other hand, the exclusive rights that patents confer may distort
competition and prevent the efficient allocation of resources. The easier it is to
obtain patents and the broader the patents granted, the more patents there will
tend to be issued and the more comprehensive they will be, up to a saturation
point. That, in turn, can lead to five types of costs. First, static inefficiencies
increase because more patents and greater patent breadth make monopolisation
and its attendant deadweight losses more likely. Second, dynamic inefficiencies
increase because it will become more difficult for others to invent without
infringing someone else’s patent. An “anticommons,” or patent gridlock, arises
in circumstances where so many patents have been awarded that the difficulty
of identifying which licenses are needed, and or negotiating and paying for those
licenses is so great that further innovation is discouraged or even halted. Third, a
greater number of broader patents might encourage socially wasteful rent-seeking
behaviour, such as patent trolling. Fourth, enforcement costs are higher since
there are more patents to enforce. Finally, it is possible that overbroad patent
rights and easier patentability will lead to inefficient overinvestment in R&D.
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In practice, the effects of patents on innovation vary substantially from
industry to industry. Innovation is not always favoured by a stronger patent
system, or by a system in which patents are easy to obtain, particularly where
there is uncertainty as to outcomes with many inventions being patented but
relatively few being valuable. A difficulty for policymakers is that it is virtually
impossible to quantify the net value of the innovation that will be gained or lost
if they opt for a tighter or more permissive patent policy. Nonetheless, the
conviction that patents are good for innovation has helped bring about important
changes in many patent regimes during the past quarter century or so. In
general, patent rights have been broadened and strengthened through expanded
coverage into new field; increased scope of individual patents; curtailment of
research exemptions; and increased protection granted to patent rights by courts
(Martinez & Guellec (2004)).
However, some contemporary commentators argue that too many patents
are issued at present, that the claims allowed are too broad, and that the rights
conferred on patent holders are too strong. The result, the critics claim, is that
innovation is actually being discouraged because it is difficult and costly to
identify the patents that might be relevant to an invention and to pay for any
necessary licenses. Instead, it is argued, patents rights should be more limited,
to reflect the original conception of patents as a limited exception to what was
supposed to be the prevailing paradigm: competition (e.g. Lemley (2005);
Langenfeld (2001)).
Many empirical studies have been conducted to analyse the effects of these
changes in patent policies. Some studies conclude that while stronger patent
rights contribute to a significant increase in the number of patents granted, they
have little effect on R&D expenditures, which suggests that they are not
boosting innovation significantly (OECD (2005); Bessen & Hunt (2004)).
There is sound empirical evidence that the availability of patents is an
important factor in firms’ decision to invest in R&D only in certain industries;
notably, however, these industries include a number of sectors where KBC is
an important factor, including computing and pharmaceuticals (Levin et al.
(1987); Cohen et al. (2000).
Most national patent systems incorporate a version of the generally
accepted principle that use of a patented invention for purely experimental
purposes does not result in patent infringement liability. The experimental use
exemption is important not only because it may ease the effects of any eventual
anticommons, but because it can also lead to greater competition, depending
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upon how liberally it is interpreted. At the same time, the experimental use
exemption must be used judiciously because it may discourage innovation if
applied too readily.
3.2

Competition Issues in IPR Markets

IPRs do not convey total immunity from competition law. The main
objective of patent laws is to encourage the advancement of scientific
knowledge, rather than to enrich patent owners. Moreover, the patenting process
and subsequent licensing arrangement can create distinct opportunities for
anticompetitive conduct by patent holders and/or licensees. However, the extent
to which competition law enforcement is an appropriate mechanism by which to
correct market failures stemming from IPRs is a much-disputed question. The
following sections consider competition problems that may arise with pending
and granted patents, including those which relate to KBC-focused innovation.
3.2.1

Patent Pendency Problems: Patent Ambush

There has been a significant increase in the number and complexity of
patent applications filed in the world’s major patent agencies, resulting in a
greater backlog and substantially longer pendency periods. This increase is due
to globalisation of the patent system, leading to multiple applications before
different national or regional patent offices; the increased technological
development of emerging markets; and the expansion in the range of
technologies in respect of which patents can be granted. More applications
pending for longer periods have led to greater uncertainty about which
inventions are and will be protected by patent rights.
A number of strategies that are potentially harmful to both competition and
innovation have been adopted by some firms to take advantage of the
uncertainty created by growing backlogs and longer pendency periods. Most of
these strategies can be enhanced or enabled through the use of a procedural
device known as a “divisional” application in some jurisdictions and a
“continuation” application in others. Some of these divisionals are mandatory
while others are filed voluntarily, but they all derive from an earlier, related
application and they all take on a life of their own once they come into
existence. This means they are examined separately and have their own,
separate publication schedules. It is also possible to file divisionals repeatedly,
such that a whole series of them may spring from a single original application.
Among other things, divisionals make it possible for companies to keep their
patent applications pending longer than would otherwise be the case. They also
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make it possible to keep those pending patents hidden from public view for
longer. That, in turn, makes them potentially valuable tools for a company that
wishes to engage in anticompetitive conduct. This may include behaviour such
as (i) ambushing a standard-setting organisation (SSO), (ii) forcing a rival to
cross-licence its technology for free, or on more favourable terms, by using the
leverage obtained from a patent flooding strategy, and (iii) keeping applications
pending and unpublished through divisionals, then modifying the application in
an additional filing so that it perfectly describes a rival‘s new product, thereby
ensuring that the rival will be liable for infringement.
Standard-setting activities generally have pro-competitive effects because
they can increase the number of suppliers in the market, reduce the cost of
producing goods, allow customers to use the components they want from
different suppliers instead of having to single source an entire product line, and
reassure customers that compatible products will be available and supported in
the future. However, SSOs can be “ambushed” by a company that conceals
relevant granted or pending patents that are relevant to the standard being
developed until it has been set and then sues for infringement. Once the
standard has been widely adopted and implemented, switching to another
standard tends to become very costly. In this manner, companies might acquire
dominant positions that they would not otherwise have had and, as a result, they
may be able to collect royalties that are higher than they would have otherwise
been. The result can be a chilling effect on further standard-setting, a resulting
decline in interoperability of products, higher prices for consumers, and delays,
or even a complete halt in further implementation of the ambushed standard.
To avoid pending patent ambushes, competition authorities may need to
engage in advocacy efforts to help SSOs to design and improve their procedural
rules so that they minimise opportunities for patent ambushes without offending
competition laws against co-ordinated conduct. Three types of rules have been
proposed for that purpose: FRAND licensing terms, disclosures and joint ex
ante negotiations.
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Avoiding Patent Ambush: Options for Standard-Setting Organisations

•

FRAND commitments: One strategy for fighting ambushes, which has already
proven to be popular among SSOs, is to require members to make an ex ante
commitment that if any technologies on which they hold patents or
pending patents are included in the SSO‘s standard, they will license those
technologies on “FRAND” or “RAND” terms, meaning (fair) reasonable and
non-discriminatory terms. (For convenience’s sake, the term “FRAND” is used
here.) FRAND commitments are typically worded in a broad fashion and do not
specify actual license terms. The precise terms of each license are usually
negotiated bilaterally outside the SSO setting. While the “non-discriminatory”
component of FRAND is generally deemed to be a useful concept, the “fair”
and “reasonable” aspects have been controversial, with critics arguing that
FRAND commitments provide little or no protection against price gouging as a
result (e.g. Ohana et al. (2003), Lemley (2002)).

•

Disclosure: Another strategy is to require ex ante disclosures by participants in
any standard-setting exercise. Two main types of disclosures could be required
or encouraged. First, SSOs may find it helpful to create rules that impose
obligations on their members to make accurate disclosures of any patents and
pending patents they have that could overlap with the standard under
development. The disclosures would have to be made both before and during
the standard-setting process. Second, SSOs could oblige their members to
disclose the maximum fees and most restrictive licensing terms they would
demand for such patents if the technology they cover were to become part of
the standard. While there are reasons to doubt the effectiveness of FRAND
commitments, disclosure requirements do not have the vagueness problem that
FRAND has. SSOs could enforce compliance with disclosure rules, if
necessary, by relying on contract law.

•

Ex ante negotiation: The third anti-ambush strategy that has been proposed
builds on the disclosure requirements and calls for joint ex ante negotiations
between all the SSO members who are prospective licensees of a technology
and the member who is a prospective licensor of that technology over the
royalties that the latter would charge if the technology were incorporated into
the SSO’s standard. However, such commitments and discussions may also
raise competition concerns of their own. SSO members are often competitors
and discussions among competitors about the prices they are willing to pay or
the terms they are willing to give sellers obviously have the potential to be
deemed unlawful. For that reason, some SSOs’ policies forbid discussions of
royalty rates and terms among their members.
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Some have questioned whether patent ambushes can ever amount to a
competition law breach. Although several competition authorities have pursued
enforcement action under this theory of abuse, one view is that such behaviour
is purely a patent law problem, or else a form of fraud based on deception,
rather than a competition law problem. Of the cases taken by competition
authorities to date, an important theme is that for patent ambushes to amount to
a problem under competition law they must harm competition. Dishonest
conduct is not necessarily the same as conduct that is unlawful because it is
exclusionary, and the way to distinguish these types of behaviour is by looking
at the conduct’s effect on competition.
From a competition policy perspective, it is difficult to understand why
behaviour such as maintaining a patent pending for extended periods with
cascading divisionals has been tolerated. Regrettably, some major patent
agencies lack effective procedural tools to control this behaviour at present. The
optimal solution is to make changes within the patent regime itself, allowing
patent offices to take steps like placing limits on the number of times and the
period in which applicants are allowed to use divisionals.
3.2.2

Competition and Granted Patents

Competition problems may also arise after a patent has been granted,
particularly in relation to licensing arrangements for exploitation of the IPR.
A grant-back obligation is a provision in a licensing arrangement that
requires the licensee to grant a license on any improvements it patents related to
the original invention back to the licensor. Grant-backs may encourage efficient
licensing by serving as a form of financing for cash-poor licensees who are
willing to share some of the fruits of their research with licensors in lieu of an
up-front payment. Some grant-back arrangements, however, are more likely to
damage incentives to innovate and/or cause competitive problems than others,
depending on whether they encompass severable improvements and whether
they are exclusive. Severable improvements can be used by licensees without
infringing the original invention, whereas non-severable improvements cannot
be used without infringing the original invention. Because licensors already
have a measure of authority over non-severable improvements, even exclusive
grant-backs of non-severable innovations are relatively less likely to cause
competition concerns. In contrast, grant-backs of severable improvements may
damage incentives for follow-on innovation because they are not otherwise
legally dependent on the licensor. They may also serve as a means of
prolonging the licensor’s market power by nullifying or reducing the threat of
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013

KEY FINDINGS – 25

what would otherwise become rival products. Therefore, these types of grantbacks should be subjected to relatively more scrutiny, particularly if they are
exclusive.
A uniformly tough competition policy towards grant-backs would be
counter-productive. First, a distinction should be made between non-exclusive
licences (where the follow-on inventor retains rights to its invention), and
assignments (where no rights are retained). There is a much lower risk of
competitive harm when the licences are non-exclusive. In fact, such licences
may be pro-competitive because they allow more than one firm to use the
follow-on technology. Second, if competition authorities sought to enjoin all
grant-backs, they would probably encourage inefficient refusals to licence. A
better result overall may be reached by exempting grant-backs to non-profit
entities and permitting other grant-backs as long as they do not give the original
licensor either an assignment of follow-on rights or an exclusive licence to
them. This policy could ease licensors’ fears about losing market share to
licensees while leaving licensees with at least some incentive to innovate.
Patent pools are formed when two or more parties collaborate and arrange
to licence their patents as a package. Patent pools, like most licensing
arrangements, are usually beneficial to competition. They may, however,
occasionally reduce or eliminate competition, in particular if the pool includes
patents that are substitutes for each other and/or non-essential technology, as
opposed to complementary and/or essential patents. More specifically, patent
pools can create risks for competition by reducing competition in horizontal
technology markets, facilitating collusion in downstream product markets,
foreclosing competing technologies, or by reducing incentives to innovate. In
those circumstances, patent pool arrangements may merit competition law
scrutiny.
Cross-licensing agreements give two parties the rights to use each other‘s
patents. The agreements may also include rights to pending patents, and/or
cross-licensing agreements may be grouped together to form a licensing pool
for the purpose of sharing complementary technologies held by several parties.
Cross-licensing agreements and licensing pools are usually efficient and procompetitive. There are, however, a number of ways in which pending patents
could be used anti-competitively in these arrangements. These include entry
deterrence and patent flooding scenarios where a dominant firm files a large
number of poor quality patent applications that are at the margins of the original
company‘s patent, with the aim of either keeping a rival out of the market or
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forcing it to cross-license its valuable technology, often on a royalty free basis.
These strategies depend on the fact that even weak pending patents can have
powerful effects on competition. The victim will probably not have the time or
resources to determine the validity of so many pending patents, and there is a
very good chance that at least some fraction of them will be granted.
Furthermore, the risk of infringing even a weak pending or granted patent can
be extremely high because if its validity is upheld, the owner may obtain very
substantial damages or injunctive relief.
Sometimes a unilateral refusal to licence IPR may raise competition
concerns. However, there is some disagreement as to whether unilateral refusals
to licence intellectual property should ever be deemed anticompetitive for
competition law purposes, and if so, how to remedy these problems. EU
competition law admits the possibility of compulsory licensing remedies when
unilateral refusals to licence prevent the emergence of a new product, are
unjustified, and exclude any competition in a secondary market. Conversely, the
US Supreme Court’s decision in Verizon Communications Inc. v. TRINKL (540
U.S. 398 (2004)) suggests that there can be no antitrust liability for such
conduct and thus, no mandatory licensing remedy (under antitrust law, at least)
either.
Another potential competition problem in IPR markets relates to the
strategic accumulation of standard-essential patents by individual firms.
Generally, standards incorporate the best available technology, regardless of
whether the technology is under patent. Where patents are included in a
standard, FRAND licensing commitments are employed to ensure, at least in
theory, that the standard remains available to all developers on adequate terms.
However, an emerging problem is the deliberate accumulation of standardessential patents by individual firms, and subsequent strategic use of patent
litigation against competitors. This development raises two questions: the extent
to which patent-holders are respecting FRAND commitments agreed during
standard-setting processes, and potential scope for competition enforcement to
address the resulting hold-up problems. The merger control rules are also of
relevance, to determine whether patent acquisitions will substantially reduce
competition.
3.3

Competition & IPRs: The Role for Competition Authorities

What is the appropriate role for competition authorities within the area of
IPRs? Traditionally, the patent and competition law enforcement processes have
been viewed as distinct, and therefore carried out separately. However, both
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processes share the goal of promoting innovation, and so are actually quite
complementary. It is generally accepted that competition authorities should not
become involved in the IPR-granting process itself, but nevertheless they can
undertake a variety of measures to promote a greater consideration of
competition issues by intellectual property agencies during their approval
procedures. Moreover, in an “easy patentability” environment, competition
authorities and courts may compensate by using competition laws to limit the
negative effects of over-patenting. Given that competition law is a relatively
blunt instrument for that purpose, however, it is preferable to fix the problems
from within the patent system rather than externally through competition
enforcement.
For reasons such as a lack of relevant technical expertise and limited
resources, it does not appear to be prudent for competition authorities to assume
responsibilities related to the initial review of IPR applications. Nonetheless,
outside the patent-granting process itself, there is significant scope for
competition authority involvement to improve the impact of patents on
competition. Competition authorities have expertise in identifying and analysing
the anticompetitive effects of overly-broad or invalid patents. Competition
authorities could therefore collaborate with IPR-granting agencies to improve
their awareness of competition issues so that the latter agencies can begin to
take any necessary steps to improve the IPR approval process themselves. Such
activities may take the form of interdisciplinary dialogues with patent agencies
to foster greater mutual understanding of each other’s fields, commissioning
expert reports that study a nation’s patenting system to determine whether and
how it is causing any undue competition problems, and/or holding seminars or
hearings in which academics, public and private sector practitioners, and
industry participants come together to discuss the overlap between IPR and
competition policies.
Co-operation between competition authorities and patent offices has
improved in some jurisdictions, s such as the United Kingdom and the United
States, over the last few years. This has triggered increased dialogue and crossagency activities aimed at improving information exchange and understanding.
Examples include specific competition advocacy programmes targeted at the
IPR community, the issuing of joint agency reports, establishment of
monitoring networks, high level symposiums on the interface between IPR and
competition and secondment of experienced patent office staff to competition
authorities to assist in the preparation of sector specific reports. Another
potential harmonising strategy would be reciprocal training programmes carried
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out by officials from both agencies on the basics of the respective disciplines.
More concretely, statutory changes could be sought to enable a greater flow of
information between the patent offices and competition authorities.
Competition authorities have a core competency in examining the effects
of restraints, market conduct, and rules on consumer welfare, especially when
this analysis is performed through empirical research and by economists.
Because competition authorities have experience in an effects-based method of
inquiry, they can play a meaningful role in advising patent policy makers on the
impact of current laws and on recommended reforms.
With respect to businesses, competition authorities should consider
publishing a set of guidelines describing how they will analyse licensing
agreements and other conduct involving intellectual property. Such guidance
would assist businesses in structuring their IPR arrangements so as to ensure
that these are consistent with competition law. Moreover, this would have the
additional benefit of increasing legal certainty in many KBC-focused markets.
Whatever IPR-related initiatives competition authorities may take, they should
strive to limit the anticompetitive aspects of IPR while respecting its necessity.
4.

Competition Policy in the Digital Economy

The digital economy is at the forefront of KBC’s growing importance to
economic activity in OECD countries. The digital economy is an umbrella term
used to describe markets that focus on digital technologies. These typically
involve the trade of information goods or services through electronic commerce.
The digital economy operates on a layered basis, with a separation between the
transportation (physical) and applications (intangible) segments. This is a vitally
important sector of the economy, driving significant growth in recent years.
Moreover, the impact of the digital economy extends beyond the immediate
information goods and services provided, to other areas of the economy (for
example, the entertainment industry) as well as lifestyles more generally.
Competition within digital markets typically takes on a rather distinctive
form. First, competition between business models or platforms tends to be more
important than competition within business models because platform
competition often leads to a “winner takes all” outcome where monopoly is the
nearly inevitable outcome of market success. Second, digital markets are often
characterised by strong network effects and economies of scale, which are
largely responsible for winner-take-all outcomes. Third, many digital markets
are two-sided, so that two or more user-groups benefit from use of the digital
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platform. For example, search engines are used both by individuals to access
information on the internet and by advertisers to access viewers. Fourth, as the
digital economy becomes increasingly interconnected, a degree of co-ordination
and co-operation between firms is unavoidable and indeed procompetitive. Fifth,
digital markets (like other KBC-focused markets) are characterised by high rates
of investment and innovation, which leads to rapid progress within the sector.
Consequently, competition within these markets has sometimes been
cyclical in nature. Successful firms may acquire significant market power for a
time, but that market power may turn out to be vulnerable to displacement by
the next cycle of innovation and therefore transient. Accordingly, dynamic
competition considerations should be taken into account as much as possible,
given the importance of preserving incentives to invest and innovate in the
digital economy. Moreover, while “big” is not automatically “bad” in any
market, that is especially true in the digital context, where successful
competition leads the market toward monopoly more often than in other sectors.
4.1

The Scope for Competition Enforcement in Digital Markets

The appropriate scope of competition enforcement in digital markets is a
controversial question. Given the importance of preserving incentives to invest
and innovate, digital economy firms sometimes say that regulatory intervention,
including competition enforcement, is to be avoided. In particular, there is a risk
that excessive or inappropriate intervention may damage competition by
diminishing dynamic efficiency. Under that view, it is more advisable to defer
to self-regulation by the industry or simply the disciplining effects of the
competitive process in digital markets. The nature of platform competition may
give platform owners strong incentives to self-regulate and ensure effective
competition within their systems.
However, at the OECD’s 2011/12 hearings on competition in the digital
economy, the broad consensus was that competition law retains a significant
role within the digital economy, particularly as these markets stabilise and
mature. The precept that competition law should protect the competitive process
and not competitors holds true in digital markets. However, competition
enforcement may be necessary to eliminate and deter anticompetitive behaviour
that would otherwise inhibit dynamic competition. For example, competition law
might be deployed to address potentially anticompetitive mergers or acquisitions
by digital firms, hold-up problems caused by dominant platforms or the
misappropriation of an applications developer’s investment by a platform owner.
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The appropriate timing of any public intervention in digital markets is a
complex issue. Once again, dynamic considerations are to the fore, with the
need to balance the risk that premature intervention could inhibit further
procompetitive developments against the risk that dominance may become
entrenched. In view of these particular considerations, an approach based on ex
ante monitoring by competition authorities could prove more effective than an
ex post enforcement strategy, although competition authorities have historically
been reluctant to take on such a quasi-regulatory role.
Another issue is when a firm is to be considered dominant or to hold a
monopoly. Although many of the key players within the digital economy are
large and profitable, vigorous competition between them as well as the dynamic
or cyclical nature of competition in some digital markets may render durable
dominance elusive. At the OECD’s digital economy hearings, a panellist
suggested as a broad rule-of-thumb that intervention for abuse of dominance (or
unlawful maintenance of monopoly) should occur only if a firm has been
dominant for five to seven years, has survived several challenges, and is
profitable.
Where dominance cannot be established, an alternative approach is to
address significant instances of anticompetitive behaviour by the non-dominant
firm through provisions regulating unfair trade practices by firms, such as §5 of
the US’s Federal Trade Commission Act. Conduct may also run afoul of
provisions against attempted monopolisation, if such prohibitions are included
in a jurisdiction’s competition rules.
In general, the ordinary competition rules are sufficiently flexible to be
applied within digital markets. However, certain recurrent difficulties arise in
competition enforcement in this sector. First, competition authorities may lack
adequate technical knowledge. Moreover, given the fast-moving nature of the
digital economy, there is a risk that knowledge acquired initially will become
outdated rather quickly. Options for increasing the technical expertise of an
authority include the use of expert advisors, the conducting of sector inquiries
into digital markets, and participation in industry coordinative processes.
Second, as the digital economy is essentially worldwide in its geographic
scope, there may be a problem of jurisdiction or territoriality. It may be difficult
to identify an appropriate entity with responsibility for the anticompetitive
behaviour located within the national territory, for example, or a restraint may
apply in or seek to divide numerous markets, a recurring issue in e-commerce.
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As a result, there is a particular need for international co-ordination and cooperation between competition authorities relating to digital markets.
Third, there may be some difficulties in applying established competition
law concepts within the digital context. Convergence, cross-subsidies, platform
competition and constant cycles of innovation may complicate the task of
market definition. The assessment of whether conduct is anticompetitive
frequently turns on highly technical questions of product design or coding.
Furthermore, structural remedies may become rapidly obsolete, so that
behavioural remedies may be preferred, although regular monitoring is then
required.
4.2

Characteristics of Digital Markets: Network Effects & Switching
Costs

Network effects arise where the value of a product to its users is related to
the number of additional users of the product. Direct network effects arise
where users of the product interact with each other, meaning that greater
numbers of users facilitates greater interaction. A quintessential modern
example is the social network: connection to greater numbers of users on the
network increases its utility and attractiveness for individual users. Indirect
network effects arise where high usage rates for one product increases the
attractiveness of that network for another group, which in turn results in indirect
benefits for users of the original product. For example, the widespread adoption
of a single operating system (OS) attracts applications developers, who produce
new applications compatible with that OS, to the benefit of its users. Although
not unique to digital markets, network effects can be especially strong in them.
Network effects can be conceptualised as a variety of demand-side economies
of scale. Supply-side economies of scale may also arise in digital markets, most
notably in the context of search engines, where increased data from users allows
for the development of more accurate search algorithms.
Network effects function as a positive externality, rendering a product
more valuable to its users or to other groups. A higher market share therefore
improves product quality, a procompetitive outcome. At the same time, network
effects may also have a detrimental impact on competition, as they may make
entry more difficult and increase switching costs for consumers. The key fear is
that users will become locked in to a product benefitting from network effects,
which in turn may lead to a snowball effect or “tipping point” toward market
dominance for that product.
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Certain market features militate against the occurrence of a tipping point in
the digital economy, though. Diminishing returns to scale, congestion effects,
low switching costs, and per-transaction charges would all weaken the
competition-suppressing effects of cross-group externalities. On the other hand,
as digital markets mature, network effects may strengthen with the
entrenchment of market dominance. Thus, network effects are not an a priori
competition problem; however, a firm that benefits from network effects should
not seek to strengthen its market position through exclusionary behaviour. As a
result, network effects must be assessed on a case-by-case basis, in order to
determine the competitive implications in the circumstances.
Switching costs are costs incurred by a user in moving from one product to
another, such as exit charges or learning costs. Although switching costs can
strengthen the anticompetitive impact of network effects, the extent to which
switching costs present a competition concern in the digital economy varies
between products.
Additionally, multi-homing is common in digital markets. That is, it is not
unusual for consumers to affiliate with two or more platforms, e.g. with both
Facebook and Twitter. Accordingly, participation in one network does not
prevent the user from participating in and benefiting from other networks,
which may reduce the prospect of tipping.
4.3

Characteristics of Digital Markets: Open versus Closed Platforms
for Applications Development

The “winner takes all” mode of competition in digital markets takes places
at a platform-level, between competing platform models. Conventionally, a
distinction is drawn between open and closed platform models. Increasingly,
however, digital markets sees a spectrum or continuum of approaches, from
more or less fully open (for example, Google’s Android OS) to partially open
(for example, the Apple system) through to largely closed approaches (for
example, the RIM system). Moreover, there is an increasing movement towards
the development of integrated technology ecosystems, comprising a platform
and bundled product offerings. This development has raised barriers to entry
into the platform market, as new entrants must now compete in two or more
markets from the outset; nonetheless, vibrant competition is the norm in the
platform sector at present.
Well-designed platforms function as innovation catalysts, facilitating the
development of interoperable follow-on technology. Information technology
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platform owners make their facility accessible to other entrepreneurs,
sometimes including potential rivals, to enable third party innovation. The
platform model is therefore a key factor in driving the high rates of innovation
and growth in the digital economy.
Inter-platform competition refers to competition between competing
platforms. Inter-platform competition is the predominant source of competitive
pressure within the digital economy at present. Competition occurs between
more open and more closed approaches to platform development, and there are
pros and cons to each approach. On a more closed platform, the platform owner
can exert greater control over issues like security and applications quality and
pricing, and avoids free-riding on its investment. On the other hand, open
source models are more successful at attracting greater levels of investment and
applications development by third parties. Nonetheless, open source platforms
still require on-going management input from the platform owner, in order to
maintain quality and confidence in the platform and its applications. Although a
dominant mobile platform may emerge in due course, the selection of any
dominant platform is a choice that should be made by the market through the
process of competition rather than a top-down decision for government
agencies. However, governments retain an important supervisory role in this
process, whether through sector-specific regulation or competition enforcement,
in order to safeguard a level playing field and ensure that dominance emerges
solely as a result of competition on the merits rather than through exclusionary
firm conduct.
Intra-platform competition refers to competition within a platform, and
in particular, the relationship between the platform owner and applications
developers. Although in a sense subsidiary to inter-platform competition,
significant investment and innovation nonetheless continues to occur at the
intra-platform level. Accordingly, competition problems arising at this level
may have a negative impact on both static and dynamic efficiency in digital
markets. First, there is a risk that the platform owner may seek to exclude third
party applications developers, either to protect its own vertically-integrated
applications subsidiary or to prevent the emergence of a potentially competing
platform that may challenge the incumbent’s dominance. Second, the platform
owner may initially encourage significant investment by third party developers
in producing applications for its platform, but then attempt to misappropriate
the developers’ investment by copying or cloning the third party applications
produced. The extent to which intra-platform competition presents an
appropriate area for competition law enforcement remains a controversial
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013

34 – KEY FINDINGS

question. The issue of investment incentives is central to this debate, with a
need to balance incentives for platform development against incentives for
applications development. Although applications developers should endeavour
to protect their investments ex ante through contractual means where
appropriate, there remains scope for competition authorities to intervene ex post
to protect the competition process in these markets
4.4

Interoperability, Standardisation & Patents in the Digital Economy

In an increasingly integrated and converging digital economy,
interoperability allows different platforms and applications produced by
different developers to connect and communicate, thereby increasing value for
users. Interoperability increases the value of products for users by facilitating
access to a far broader range of functions and content through a single platform.
At present, interoperability is facilitated primarily through voluntary disclosures
by single firms and industry-wide standardisation. Because interoperability
increases the attractiveness of a product for consumers, developers have
incentives to facilitate such interconnection, particularly for new products
seeking to gain a foothold in the market. In the context of established platforms
in particular, however, the incentives of the platform owner may shift away
from interoperability in order to protect a downstream subsidiary or eliminate a
potentially competing platform.
Data portability refers to the capacity to move or reuse data between
different platforms and applications, which facilitates switching by users. It
remains a technologically complex task, which developers have limited
incentives to facilitate. Nonetheless, several of the leading technology firms
have committed to improving data-portability within their platforms.
Unilateral voluntary disclosure of a product’s application programming
interface (API) is a frequently-used method for the sharing of interoperability
information. Voluntary disclosure facilitates rapid follow-on innovation.
However, by placing this information in the public domain, the disclosing firm
relinquishes a large measure of control over the development of interoperable
products. Conversely, the receiving firm must comply with the design choices,
good or bad, made by the disclosing firm, and moreover, becomes dependant on
the latter for timely disclosure and vulnerable to subsequent alterations of the
original platform.
The potential use of competition law to address failures to voluntarily
disclose interoperability information is a much disputed competition policy
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013
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question. On the one hand, failures to disclose may create hold-up problems and
inhibit intra-platform competition. On the other hand, the refusal to supply
doctrine is rarely applied in competition law more generally, particularly in
markets where investment and innovation are important and incentives may be
damaged by imposing a duty to supply. It is fair to say that competition
enforcement is rarely an optimal means by which to address unilateral
interoperability disclosure problems.
Standardisation provides an industry-wide alternative to individual
disclosures of interoperability information. Under this approach, industry
participants collectively identify the best technology for a particular function
and establish it as the generally-applicable standard for the sector. This
facilitates interoperability through the standardised technology, while lowering
barriers to entry for small firms that can build to the established standard.
Moreover, the market benefits from increased network effects without the risk
of a snowball effect to monopoly. In this sense, standardisation, like platforms,
functions as an innovation catalyst.
However, standardisation is not an automatic panacea for interoperability
or other competition problems in digital markets. First, the standard-setting
process itself must be open and transparent. Second, although many digital
standards have been adopted, few are successful in practice. An effective
standard must be well-designed, meet a genuine need and be implemented
widely. Third, innovation based on standardisation works more slowly than
single-firm innovation. Moreover, it tends to inhibit product differentiation,
which may be a desirable feature for certain products, particularly relating to the
user interface. Fourth, and of increasing importance, where the standard
incorporates patented technology, licensing must nonetheless be available to all
on FRAND terms. However, as considered in Section III (ii) above, while
FRAND commitments may secure access to the technology for rivals, such
arrangements are not always effective at preventing price gouging by patent
holders. Moreover, the strategic accumulation of digital patents and potential
hold-up through patent litigation has become an increasing concern in the
digital economy in recent years.
5.

Conclusions

Innovation is the lifeblood of industries that are based on KBC, driving
product development and fostering market growth. Accordingly, optimal
competition policy for KBC-intensive markets should be innovation-focused.
Ambiguity regarding the precise relationship between competition and
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innovation, which exists both in theory and at an empirical level, complicates
the task of determining the proper role for competition law in such markets. The
evidence suggests, however, that at the very least there is scope for strategic,
well-targeted intervention by competition authorities to support and augment
the process of innovation. Eliminating unnecessarily anticompetitive regulation
further facilitates innovation.
This chapter has reviewed some of the common features of KBC markets
and the competition problems that may arise in them. Industry standard-setting
is a frequent practice, yet one that is vulnerable to both anticompetitive
collusion and single firm manipulation. The importance of IP, particularly
patents, in KBC-based markets highlights the issue of the optimal scope of
patents for encouraging investment and innovation without deterring beneficial
competition. In digital economy markets, where inter-platform competition seems
to be of greatest importance to innovation, one question is the extent to which
intra-platform competition should also be actively protected through competition
law mechanisms. Mergers, and in particular the scope for resulting dynamic
efficiencies, are another consideration, with the strategic aggregation of patents
through mergers and acquisitions an issue of increasing concern. Nonetheless,
existing competition laws are sufficiently flexible to be applied in intangible asset
markets, as long as enforcers and courts take due account of the specific market
context and the importance of innovation in spurring growth in such sectors.
The following considerations should be taken into account when
formulating and applying competition policy in KBC-intensive markets:
•

Innovation is a primary concern in KBC-focused industries, so
promoting and encouraging dynamic efficiencies should be prioritised.
Although economic evidence on the relationship between competition
and innovation remains somewhat ambiguous, it is increasingly clear
that a moderate degree of competition tends to foster innovation most
effectively. However, KBC-heavy markets are just as susceptible (if
not more) to competition problems as other types of markets.
Accordingly, robust competition law enforcement is necessary to
create space for innovation and growth in KBC markets.

•

Elimination of anticompetitive governmental regulation also tends to
encourage greater innovation. The OECD’s Competition Assessment
Toolkit provides a comprehensive framework for identifying and
assessing potentially restrictive regulatory arrangements.
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•

Governmental interventions, by means of State regulatory measures or
subsidies, may be helpful in overcoming situations where company
initiatives to bring about the desired level of innovation are
insufficient due to market failures. It is important, though, that such
interventions do not restrict competition and trade.

•

Intellectual property rights (IPRs) are commonly owned and used by
firms in KBC-focused markets. Competition policy must balance the
innovation that IPRs can stimulate against the risks that they might be
abused to reinforce or acquire dominance through anticompetitive
means. Arguably, reforming the patent system might be the best way to
address certain problems that affect competition in IPR-intensive
markets. Nonetheless, in certain circumstances a measured use of
competition law enforcement against IPR abuses is appropriate to tackle
competition problems that threaten innovation and consumer welfare.

•

The risk of patent ambush has emerged as a danger in standard-setting
processes, which are common in KBC-focused industries.
Competition authorities can work with standard-setting organisations
to reduce the risk of patent ambush and other potential competition
problems by implementing appropriate rules and conditions, such as
ex ante licensing commitments, disclosure obligations or negotiation.

•

In the digital economy, certain market characteristics—including
inter-platform competition, two-sided markets, and strong network
effects—may complicate competition law enforcement. Although it is
generally acknowledged that competition laws remain fully applicable
in such markets, the digital context is important. The timing of any
intervention can be especially tricky to determine: although it is
necessary to act before dominance is entrenched, competition enforcers
should be wary of intervening too readily in still-competitive markets.
Their challenge is to keep digital markets open and innovative without
inhibiting the process of “creative destruction” that has driven much of
the technological progress in these markets to date.
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THE DIGITAL ECONOMY *
-- October 2011 and February 2012-Executive Summary by the Secretariat

This summary is based primarily on the submissions, presentations and
comments of the following panellists: Michael Baye (Indiana University), Eric
Brousseau (University of Paris-Dauphine), David Heiner (Microsoft), Fabien
Curto Millet (Google), and Tim Wu (Columbia University). The summary also
takes into account the general discussion at the two hearings, the Secretariat’s
issues note, and the written submissions of a small number of delegations, but
the points below mainly reflect the panellists’ views and should not be
interpreted as OECD consensus statements.
1.

Understanding competition in digital markets

(1)

The digital economy is comprised of markets based on digital
technologies that facilitate the trade of goods and services through ecommerce. The expansion of the digital sector has been a key driver of
economic growth in recent years, and the shift towards a digital world
has had effects on society that extend far beyond the digital
technology context alone.
The digital economy is an umbrella term used to describe markets that
focus on digital technologies. These typically involve the trade of
information goods or services through electronic commerce. It
operates on a layered basis, with separate segments for data
transportation and applications. Conventionally, data transportation
was considered to be a natural monopoly, while applications were

*

OECD (2011), The Digital Economy, Series Roundtables on
Competition Policy, Hearing No. 04, OECD, Paris. The full set of
materials
from
this
roundtable
discussion
is
available
at
http://www.oecd.org/daf/competition/The-Digital-Economy-2012.pdf
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assumed to be a very competitive segment. Increasingly, however, this
dichotomy has been reversing as the transportation segment is
liberalised and many applications markets become more concentrated.
The Committee's hearings focused on competition issues relating to
software platforms and applications.
The digital economy is a vital sector, driving very substantial growth.
Furthermore, the impact of the digital economy extends beyond
information goods and services to other areas of the economy as well
as lifestyles more generally. The development of mobile devices, in
particular, has greatly expanded the reach of the internet in society.
Consequently, competition issues arising in the digital economy have
become increasingly significant for competition authorities.
(2)

Competition in digital markets has certain distinctive characteristics,
including tendencies toward “winner takes all” competition for the
market, network effects, two-sided markets, fast-paced innovation and
high rates of investment. The cyclical nature of competition means
that successful digital platforms have tended to acquire significant but
transient market power. There was general agreement that dynamic
competition, based on continual cycles of innovation, development,
and disruption, is paramount in the digital economy. The optimal
market structure for encouraging investment and innovation remains
an unsettled issue, though.
Competition in major digital markets often takes on a rather
distinctive form. First, competition between business models or
platforms tends to be more important than competition within a
business model because platform competition often leads to a “winner
takes all” outcome. In other words, dominance -- or even monopoly -can be the virtually inevitable outcome of success. Second, digital
markets are often characterised by strong network effects and
economies of scale, which reinforce this competition-to-dominance
trait. Third, many digital markets are two-sided, so that two or more
user groups benefit from use of the digital platform. For example,
search engines are used both by individuals to access information on
the internet and by advertisers to access viewers. Fourth, as the digital
economy becomes increasingly interconnected, a degree of coordination and co-operation between firms is unavoidable and indeed
pro-competitive. Fifth, digital markets are characterised by high rates
of investment and innovation, which lead to rapid technological
progress in the sector.
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Competition in digital markets has, historically, often been cyclical in
nature. Successful firms may acquire significant market power, yet
this dominance can turn out to be vulnerable to displacement by the
next cycle of innovation, and therefore transient. Accordingly, the
panellists recommended that dynamic competition considerations
should generally take precedence over static efficiency concerns.
Several participants stressed the importance of preserving incentives
to invest and innovate within the digital economy.
Moreover, while big is never automatically bad in any market, in the
digital context that is especially true because successful, legitimate
competition there tends to lead to monopoly more often than in other
sectors. Indeed, extensive user participation in the innovation process
in many digital markets may facilitate a “virtuous loop of dominance,”
whereby firms maintain their market-leading positions by developing
products to closely match the requirements of consumers. However,
there is no clear answer to the question of what form of market
structure best encourages and facilitates this process of innovation and
development.
2.

The scope for competition enforcement in digital markets

(3)

The appropriate scope of competition enforcement in digital markets
is a controversial issue. The dynamic and technical nature of the
digital economy have led some commentators to call for regulatory
restraint due to concern that excessive enforcement will inhibit the
innovation that drives competition in the digital economy. However,
the majority view that emerged in the hearings was that there is a
clear need for competition enforcement in certain circumstances.
There is a particular need to protect the competitive structures that
drive innovation and to deter exclusionary behaviour that prevents
legitimate competition.
Given the importance of dynamic competition in the digital economy,
and especially the need to preserve incentives to invest and innovate,
some scholars and practitioners have expressed doubt about the
wisdom of regulatory intervention, including competition
enforcement, in the sector. Their main concern is that excessive or
inappropriate intervention will wind up damaging competition rather
than protecting it. Under this view, it is better to defer to self-
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regulation by the industry or simply the disciplining effects of the
competitive process.
However, the broad consensus that emerged in the hearings was that
competition law retains a significant role in the digital economy,
particularly as these markets mature. Competition law enforcement
may be necessary to stop and deter anticompetitive behaviour that
would otherwise inhibit the process of dynamic competition. The
hearings featured some examples of situations in which competition
law might be appropriately used, such as potentially anticompetitive
mergers, hold-up problems caused by dominant platforms, or the
misappropriation of an applications developer’s investment by a
platform owner.
(4)

The optimal timing of competition law interventions is a complex
matter. Given the vigorous competition existing between different
platforms in many digital markets, it can be hard to determine the
point at which a firm may be considered dominant for competition law
enforcement purposes. The scope for intervention against powerful
firms that do not yet hold a dominant market position is an unresolved
issue, with laws regulating unfair trade practices providing a possible
alternative where applicable.
The appropriate timing of any public intervention in digital markets is
a difficult issue. Once again, dynamic considerations are vital given
the need to balance the risk that premature intervention will inhibit
further procompetitive developments against the risk that dominance
may become entrenched. Some participants at the hearing suggested
that an approach based on ex ante monitoring by competition
authorities may prove more effective than an ex post enforcement
strategy, but competition authorities have historically been reluctant to
take on such quasi-regulatory roles.
A central issue when enforcing competition laws in digital markets is
the question of when a firm is to be considered dominant or to hold a
monopoly position. Although many of the key players in the digital
economy are very large and profitable firms, the vigorous competition
among them as well as the dynamic or cyclical nature of competition
in digital markets usually renders durable dominance elusive. One
panellist suggested, as a rule of thumb, that a market-leading digital
economy firm could be presumed to be dominant if it remains
unchallenged for five years, or if it very easily defeated any challenges
that did arise, and is profitable.
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Where dominance cannot be established, an alternative approach is to
address significant anticompetitive behaviour by non-dominant firms
through provisions regulating unfair trade practices, such as §5 of the
Federal Trade Commission Act in the United States or the unfair trade
provisions in Japan’s Antimonopoly Act. Such activities may also
constitute an anticompetitive attempt to monopolise the market, which
is unlawful in some jurisdictions.
(5)

In general, competition laws are sufficiently flexible to be applied in
digital markets. However, certain recurrent difficulties have arisen
with competition enforcement in this sector, including issues relating
to digital market expertise, territoriality and the multinational nature
of digital economy firms, and technical problems in adapting
established competition concepts to the digital context.
It was undisputed at the hearings that existing competition laws are
sufficiently flexible and nuanced to be applied in the digital economy.
However, participants identified a variety of recurrent difficulties that
complicate the application of competition law in digital markets. First,
although technical expertise with digital technologies was viewed as
essential for applying competition law effectively in the digital
economy, several delegates reported a lack of such expertise in their
competition authorities. Moreover, given the fast-moving nature of the
digital economy, there is a risk that any knowledge the authorities
happen to acquire will become outdated rather quickly. Options for
increasing the technical expertise of an authority include using expert
advisors, conducting sector inquiries into digital markets, and
participating in industry co-ordinative processes.
Second, because many markets in the digital economy are worldwide
in geographic scope, there can be jurisdictional or territorial problems.
For example, it may be difficult to identify within a given country a
physical entity that is legally representative of the party responsible
for the anticompetitive behaviour. Alternatively, an anticompetitive
practice may affect several jurisdictions—a recurring issue in ecommerce—thus raising the question of which agency should take
enforcement action. The participants therefore emphasised the need
for international co-ordination and co-operation between competition
authorities when dealing with matters involving the digital economy.
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Third, there may be difficulties in applying established competition
law concepts in the digital context. Convergence, cross-subsidies,
platform competition and constant cycles of innovation may greatly
complicate market definition. The assessment of whether conduct is
anticompetitive frequently turns on highly technical questions of
product design or coding. Furthermore, structural remedies may
become rapidly obsolete, so behavioural remedies may be preferable,
but then regular monitoring may be required.
3.

Network effects

(6)

Network effects arise where the value of a product to its users
increases with the number of other users of the product. A form of
demand-side economies of scale, such effects may be direct or
indirect. Network effects arise frequently in digital markets, where the
increasing popularity of a platform attracts additional users as well as
other groups, such as advertisers or applications developers, to the
platform.
Direct network effects arise where users of the product interact with
each other, so having more users makes the product more useful and
valuable. The quintessential contemporary example is the social
network: the more users there are on the network, the greater its
attractiveness is. Indirect network effects arise where high usage rates
for a product increase its appeal to another group, which in turn results
in indirect benefits for the original users of the product. For example,
the widespread adoption of an operating system (OS) attracts
applications developers, who produce new applications compatible
with that OS, to the benefit of its users.
Although not unique to digital markets, network effects are a
prevailing feature and apply with particular strength in the digital
economy. Network effects can be conceptualised as a variety of
demand-side economies of scale. Supply-side economies of scale may
also arise in digital markets, most notably in the context of search
engines, where increased data from users leads to more accurate
search algorithms.

(7)

Network effects are procompetitive insofar as they improve the quality
and value of a product for both its users and other groups. However,
network effects can have a detrimental impact on competition where
they raise barriers to entry or increase switching costs. This may
result in lock-in to a particular platform and/or lead to a tipping point
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where a single platform emerges as dominant. Firms that benefit from
network effects should not attempt to abuse those effects to strengthen
market dominance.
Network effects as a positive externality make a product more
valuable, both to its direct users, and to other groups that might
interact with the product, such as developers of compatible products.
A higher market share may improve product quality, for example -- a
pro-competitive outcome. But network effects may also have
detrimental effects on competition. They might raise barriers to entry,
for example, or increase switching costs for consumers. The key
concern is that users may become locked in to the product, which in
turn may lead to a snowball effect or a tipping point at which that
product's dominance becomes inevitable.
However, certain common market features militate against the
appearance of tipping points in the digital economy. These markets
may feature diminishing returns to scale, congestion effects and even
repulsion effects; switching costs tend to be low; and per-transaction
charges weaken the competition-suppressing network effects of crossgroup externalities. On the other hand, as digital markets mature,
network effects may strengthen with the entrenchment of market
dominance. Thus, network effects are not an a priori competition
problem, but a firm that benefits from network effects should not seek
to strengthen its market position through exclusionary behaviour.
Consequently, network effects have to be assessed on a case-by-case
basis to determine their competitive implications.
(8)

Although increased switching costs are a common feature of markets
with strong network effects, switching costs to date have been
relatively low in digital markets. Moreover, the prevalence of multihoming in the digital economy means that concurrent participation in
numerous competing platforms is common.
Switching costs are costs incurred by a user in moving from one
product to another, such as exit charges, learning costs or opportunity
costs. Switching costs tend to deter consumers who want to change
suppliers, insofar as the costs incurred negate or even outweigh the
benefits of switching. Although switching costs can strengthen the
anticompetitive impact of network effects, the extent to which
switching costs present a competition concern in the digital economy
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varies from market to market. For example, there are fewer costs for
users associated with the move from one search engine to another than
from one social network to another, insofar as much of the value of
the latter is derived from the identity of other users.
Additionally, multi-homing is common in digital markets. That is,
affiliation with two or more platforms or networks is widespread.
Accordingly, participation in one network does not prevent users from
participating in and benefiting from other networks, which may reduce
the likelihood of tipping.
4.

Open versus
development

closed

platforms

for

mobile

applications

(9)

Competition in the mobile communications sector is increasingly
taking place at the level of entire technology eco-systems. The
conventional dichotomy between open and closed platforms has been
largely superseded by the emergence of a broad spectrum of
approaches, from mostly closed systems to more or less fully open
platforms. In the mobile space, well-designed platforms serve as
innovation catalysts, facilitating the development of applications that
increase the functionality of the platform and therefore its value for
users.
The “winner takes all” mode of competition in digital markets takes
places at a platform level (between competing platform models).
Conventionally, a distinction is drawn between open and closed
platform models. Increasingly, however, digital markets feature a
spectrum or continuum of approaches, such as in the mobile
telecommunications sector. There, options range from the more or less
fully open (such as Google’s Android operating system) to partially
open (such as Apple's system) to largely closed approaches (e.g. the
RIM/Blackberry system).
There is an increasing movement towards the development of
integrated technology ecosystems, comprising a platform and bundled
product offerings. Although this development raises barriers to entry
in the platform market because new entrants must now compete in two
or more markets from the outset, panellists maintained that at present
vibrant competition continues to be the norm among mobile
communications platforms.

KEY FINDINGS – 47

Well-designed platforms function as innovation catalysts, facilitating
the development of interoperable follow-on technology. Information
technology open platforms are unique among production
infrastructure in the economy, insofar as the platform owner
essentially opens its facility to other entrepreneurs, including potential
rivals, to enable third party innovation. The platform model is
therefore a key factor in driving the high rates of innovation and
growth in the digital economy.
(10)

Inter-platform competition constitutes the primary competitive force
in the digital economy today. There are pros and cons to both more
open and closed approaches to platform development, although it is
generally accepted that open approaches attract greater investment
and thus facilitate greater innovation. While a dominant platform may
eventually emerge, this choice should be left to the competitive market
process, rather than being mandated through government
intervention. However, governments have a role to play in ensuring
that anticompetitive conduct does not impair competition between
platforms.
Panellists agreed that inter-platform competition is the predominant
source of competitive pressure in the digital economy at present,
including within the mobile space. Competition occurs between more
open and more closed approaches to platform development, and there
are pros and cons to each approach. On a more closed platform, the
platform owner can exert greater control over issues like security and
applications quality and pricing, and it can avoid free-riding on its
investment. The panellists' held the view that market dominance is
more likely to arise in the context of an open source model because
such platforms have proven more successful at attracting investment
and applications development. Even open source platforms require
ongoing management input from the platform owner, so as to maintain
quality and confidence in the platform and its applications.
Although the panel believed it was likely that a dominant mobile
platform would emerge in time, they asserted that the selection of any
dominant platform was a choice to be made by the market through the
process of competition, rather than a top-down decision for
government agencies. However, they urged governments to retain a
supervisory role in this process, whether through sector-specific
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regulation or competition enforcement, to safeguard competition and
ensure that dominance emerges as a result of merit rather than
exclusionary conduct.
(11)

At the intra-platform level, two categories of competition issues may
arise: exclusionary tactics by a vertically-integrated platform owner
relating to the applications market, or the misappropriation by the
platform owner of investments made by an applications developer
through illegitimate copying or incorporation of the functionality
within the platform. The extent to which such problems can and
should be addressed through competition law, however, was debated
at the hearings, with the need to balance innovation incentives
emerging as a central concern.
Intra-platform competition refers to competition within a platform,
and the term includes the relationship between the platform owner and
applications developers. While it is secondary to inter-platform
competition, very significant investment and innovation nonetheless
occur at the intra-platform level. Competition problems arising at this
level may have a negative impact on both static and dynamic
efficiency in digital markets. First, there is a risk that the platform
owner may seek to exclude third party applications developers, either
to protect its own vertically-integrated applications subsidiary or to
prevent the emergence of a potentially competitive platform that may
challenge the incumbent’s dominance. Second, the platform owner
may initially encourage significant investment by third party
developers in producing applications for its platform, but then
subsequently attempt to misappropriate the developers’ investment by
copying or cloning the applications they produce.
The extent to which intra-platform competition presents an
appropriate area for competition law enforcement was an unresolved
issue for the panellists. The question of investment incentives was
central to this debate, with the need to balance incentives for platform
development with incentives for applications development. Although
applications developers should try to protect their investments ex ante
through contractual means, numerous hearing participants argued that
there should also be scope for competition authorities to intervene ex
post to protect the competitive process in these markets. Some also
noted that certain business practices of closed platforms that are
legitimate where there is vigorous inter-platform competition may be
deemed anticompetitive where the platform has a dominant position,
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even if the acquisition of that position was a result of legitimate
competition.
5.

Interoperability, standardisation and the patent system

(12)

In an increasingly integrated and converging digital economy,
interoperability allows different platforms and applications produced
by different developers to connect and communicate, thereby
increasing value for users. However, interoperability tends to
facilitate the development of competing as well as complementary
products, which may skew a developer’s incentives against allowing
interoperability, particularly for dominant products.
Interoperability relates to the interconnection and interaction between
elements of software and hardware. Interoperability between different
platforms and applications allows these separate components to
connect and communicate, which is an essential feature in view of the
growing convergence between digital technologies. In particular,
interoperability increases the value of products for users by facilitating
access to a far broader range of functions and content through a single
platform.
At present, interoperability is facilitated mainly through voluntary
disclosures by single firms and industry-wide standardisation. Because
interoperability increases the attractiveness of a product for
consumers, developers have incentives to co-operate, especially for
new products that need a foothold in the market. In the context of
established platforms, however, the incentives of the platform owner
may shift away from interoperability due to a desire to protect a
downstream subsidiary or eliminate a potentially competing platform.
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(13)

Voluntary disclosure of a product’s application programming
interface is a common method by which firms enable interoperability.
Voluntary disclosure can facilitate rapid innovation, but may bring
certain risks for both the disclosing and receiving firms. A
controversial question is the extent to which the refusal to supply
principles of competition law can be used to force a reluctant
dominant firm to disclose interoperability information.
Unilateral voluntary disclosure of a product’s application
programming interface (API) is a frequently used method for sharing
interoperability information. Voluntary disclosure facilitates rapid
follow-on innovation. However, by placing this information in the
public domain, the disclosing firm relinquishes a large measure of
control over the development of interoperable products. Conversely,
the receiving firm must comply with the design choices, good or bad,
made by the disclosing firm, and moreover, it becomes dependant on
the disclosing firm for timely disclosure and vulnerable to subsequent
alterations of the original platform.
As the discussion at the hearings demonstrated, the potential use of
competition law to address failures to voluntarily disclose
interoperability information is a highly controversial issue. On the one
hand, failures to disclose may create hold-up problems and inhibit
intra-platform competition. On the other, in competition enforcement
more generally, the refusal to supply doctrine is rarely used, especially
in markets where investment and innovation are important and
incentives may be damaged by imposing a duty to supply. A majority
consensus emerged among the panellists to the effect that competition
enforcement is rarely an optimal means by which to address unilateral
interoperability disclosure problems.

(14)

Standardisation of technology is an alternative way to promote
interoperability in the digital economy. When standards are welldesigned, meet a genuine need, and are widely-adopted, they also
function as an innovation catalyst. However, standardisation is not
always the answer to interoperability issues.
Standardisation provides an industry-wide alternative to unilateral
voluntary disclosures. Under this approach, industry participants
collectively identify the best technology for a particular function and
establish it as the generally applicable standard for the sector.
Standardising the technology facilitates interoperability while
lowering barriers to entry for small firms that can build products using
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the established standard. Moreover, the market benefits from increased
network effects without the risk of a snowball-to-monopoly effect. In
this sense, standards, like platforms, function as innovation catalysts.
However, the panellists emphasised that standardisation should not be
viewed as a panacea for interoperability or other competition
problems in digital markets. First, the standard-setting process must be
open and transparent. Second, although many digital standards have
been adopted, few are successful in practice. An effective standard
must be well-designed, meet a genuine need and be implemented
widely. Third, innovation based on standardisation works more slowly
than single-firm innovation. Moreover, it tends to inhibit product
differentiation, which may be a desirable feature for certain products,
particularly relating to user interfaces. Fourth, and of increasing
importance, where the standard incorporates patented technology,
licensing must be available to all on FRAND (fair, reasonable, and
non-discriminatory) terms.
(15)

When standard-essential patents are included in a standard, FRAND
licensing commitments may reduce the risk of subsequent hold-up by
the patent owner. However, the strategic accumulation of digital
patents and potential hold-up through patent litigation has been a
growing concern in the digital economy in recent years.
Generally, standards incorporate the best available technology
regardless of whether the technology is patented. Where patents are
included in a standard, FRAND licensing commitments are often used
to ensure that the standard remains available to all developers on
satisfactory terms. However, an emerging problem is the deliberate
accumulation of standard-essential patents by individual firms and
subsequent strategic use of patent litigation against competitors. This
behaviour raises two issues: the extent to which patent holders are
respecting FRAND commitments made during standard-setting
processes, and the potential scope for competition law enforcement to
address the resulting hold-up problems. Merger control is also relevant
because it can be used to determine whether patent acquisitions will
substantially reduce competition.
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THE REGULATED CONDUCT DEFENCE *
-- February 2011 -Executive Summary by the Secretariat

In the light of the written submissions, the background note and the oral
discussion, the following points emerge:
(1)

In many jurisdictions a “regulated conduct defence” shields conduct
from competition law consequences where it is required by a federal
or state regulation. When firms invoke the doctrine as a defence
against allegations of illegal anti-competitive behaviour, they seek
what is sometimes called a regulated conduct defence or regulated
conduct exemption. The regulated conduct defence is a narrower form
of immunity than exempting an entire sector from the application of
competition law, and permitting this defence should be preferred to
broad, sector-wide exemptions from competition law.
In most cases, competition law and regulation pursue distinct
objectives, use different tools, and affect different aspects of business
conduct. Therefore, the two instruments complement each other and
may be applied cumulatively.
In some cases, however, the application of both competition law rules
and regulation are incompatible as regulation may restrict competition
(e.g. by establishing entry barriers) or impose behaviours that may be
condemned under competition law (e.g. fixing minimum prices). In
such cases, regulation may imply an exemption to the application of
competition law. Such exemption may be beneficial to society when

*

OECD (2011), The Regulated Conduct Defence, Series Roundtables
on Competition Policy, No. 116, OECD, Paris. The full set of
materials from this roundtable discussion is available at
http://www.oecd.org/daf/competition/mergers/48606639.pdf
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the regulation aims to correct market failure or ensure distributional
objectives, whilst minimising anti-competitive effects. If, however,
regulation goes beyond what is necessary to achieve the underlying
public interest objectives, the competition law exemption is likely to
be detrimental. Thus where a specific rationale for exemption has
been identified, consideration should be given to the means by which
its scope can be minimized. For example, an exemption which is
narrow and focused is better than a broad one. In Romania, any
intervention by the NRA must respect the principle of minimum
distortion of competition.
These issues are now clearly understood in most jurisdictions where
the solution to “exempt” the whole regulated sector from the
application of competition law has been progressively abandoned. In
the US, several antitrust exemptions have been narrowed or eliminated
over time, due in part to advocacy efforts of the antitrust agencies
directed at federal and state entities. Similarly in Korea, the KFTC
enacted the Omnibus Cartel Repeal Act in 1999, a series of 18 laws
which abolished 20 cartel practices by implementing measures such as
lifting the limit on wage schemes for professional service providers
such as lawyers, and reducing the number of items subject to group
private contract. More recently, the KFTC has focused on reforming
entry regulations. In Japan, the antitrust agency requested a
fundamental review of antitrust exemptions in several sectors,
including international aviation and the international shipping
industry.
(2)

The core principles, conditions and underlying legal doctrines behind
the regulated conduct defence are similar across OECD jurisdictions,
although there are some differences between both sides of the
Atlantic.
In principle, antitrust authorities can not intervene, and the regulated
conduct defence applies, when firm behaviour has been mandated or
dictated by regulation. Conversely, antitrust authorities may intervene
when the behaviour has been autonomously decided by the firm. When
the firm was induced to violate competition rules, for instance due to
administrative guidance, this could be taken into account as a
mitigating factor to reduce, without necessarily suppressing, the fine.
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The principles of legal certainty and of legitimate expectation should
be respected.
Often, an anti-competitive regulation cannot be directly challenged by
antitrust authorities, the only route being to rely on advocacy and try
to convince the author of the regulation to change it. However, in
some jurisdictions, regulation that violates superior antitrust
principles should be dis-applied.
The underlying legal doctrine of the regulated conduct defence could
be viewed as related to a hierarchy of norms.
•

When competition law and regulation are at the same
hierarchical level, the regulated conduct defence may be based
on express immunity when one of the legal rules explicitly
provides for competition law immunity or an implied immunity
when there is a plain repugnancy in the application of both legal
rules to the challenged conduct. In some jurisdictions, the
defence also applies when there is no added value in applying
competition law in conjunction with regulation.

•

In multi-level governance settings such as federal states, when
competition law is at a “superior” level to the regulation, the
regulated conduct defence may be based on some form of “state
action” doctrine and applies, in accordance with national law,
when the challenged conduct is imposed or at least actively
supervised by the regulator.

The regulated conduct defence may be based on an explicit
competition law exemption. Such immunity is often provided by the
competition law itself, but it may also be provided by a regulation
when adopted at the same level as the competition law. Such explicit
exemptions are strictly construed in OECD jurisdictions. Although
free-market competition is the fundamental U.S. economic policy and
hence the vast majority of the US economy is subject to the antitrust
laws, several statutory competition exemptions exist. Statutory
exemptions from antitrust law exist for example in the following
sectors: insurance, agricultural and fishing cooperatives, maritime
shipping, rail transportation, sports broadcasting, labour, and export
associations. Narrow statutory exemptions for specific categories of
conduct exist for example in trademarked soft drink licensing,
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international civil aviation alliances, healthcare, and education. In
Australia, the main sectors with exemptions are: postal, banking,
financial and insurance services, as well as customs. In Japan, there
are currently 21 exemption systems stipulated in 15 legislations. In
Hungary, exemptions are very rare, but exist for quantitative
restrictions in agriculture for instance.
A regulated conduct defence may also be based on antitrust immunity
which is only implicitly in the law and deduced by the courts. Such
cases may require a “plain repugnancy” between the competition law
and the regulatory provisions. In the US, there are several recent
Supreme Court cases (Trinko, Credit Suisse, linkLine) that some
commentators have interpreted to imply that antitrust rules should not
apply when there is no added value compared to regulation, a position
that may represent a shift of the belief in the relative efficiency of
regulation and competition rules to police market behaviour.
According to some authors, these decisions increase the scope of the
regulated conduct defence in the US and make it broader than in other
jurisdictions such as the EU. However, the interpretation of these
cases is controversial.
The application of the regulated conduct defence in multi-level
governance settings can be based on a form of “state action” doctrine.
The situation is more complex as different legal principles collide and
anti-competitive state regulation may in some circumstances be
displaced. In such settings, there is usually a legal principle of
hierarchy of norms whereby the norm adopted at the superior (e.g.,
federal) level prevails over the norm adopted at the inferior (e.g.,
state) level. According to this principle, federal competition law
prevails over state regulation and, in such circumstances, the regulated
conduct defence would not be accepted. However, according to
principles of state autonomy and of subsidiarity, courts in some
OECD jurisdictions allow regulation adopted at an inferior level to
include an exemption from competition law adopted at a superior
level. Moreover under the principles of legal certainty and legitimate
expectations (extensively relied on in some jurisdictions such as
Spain) which are crucial for the business community, courts have
decided that undertakings abiding by regulation that is contrary to a
superior competition law norm should not be sanctioned.
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In the U.S., the Supreme Court accepted a state action defence for
private actors when the challenged conduct met two conditions:
•

the conduct is clearly authorised, ensuring that the state has
affirmatively authorized departures from free-market
competition, and

•

the conduct is actively supervised by the state, ensuring that
state action immunity shelters only the particular
anticompetitive acts of private parties that, in the judgment of
the State, are deemed to further state regulatory policies.

The US antitrust agencies, seeking to limit possible anticompetitive
effects of regulation, have active advocacy programs at the sub-federal
level, and have advocated limits on the breadth of the state action
doctrine.
In the EU, the Court of Justice decided that Member States may not
adopt regulations that would deprive EU competition rules of their
effectiveness. The Treaty on the Functioning of the European Union
nonetheless does provide such exceptions in this matter, particularly
with regards to the provision of services of general economic interest.
Thus, Member States (legislative, executive, regulatory authorities)
may not adopt regulations that would encourage or force undertakings
to violate EU competition law and if they do, regulations should be
dis-applied. A regulatory authority, for instance, may not approve or
authorise any price fixing arrangements between companies or any
excessive price contrary to EU competition rules. However, if a
Member State does not fulfil its obligations under EU law and adopts
a regulation compelling undertakings to adopt anti-competitive
behaviours that cannot be justified to ensure the provision of a service
of general economic interest, a regulated conduct defence may be
allowed to preserve the principles of legal certainty and legitimate
expectations. This will, however, only be the case when the regulated
firm has no autonomy and if the national law has not yet been
declared contrary to EU law by a national authority or by the
European Commission. The regulated conduct defence is not
permitted when the regulation merely encourages or authorises the
undertakings to engage in autonomous anti-competitive conduct. In
such cases, the presence of a regulation is merely a mitigating factor
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when setting the sanction. The European Commission reduced the
fines by 10% when condemning Deutsche Telekom and when
condemning Telefonica for an abuse of a dominant position in the
presence of regulation. This is also the case in several EU Member
States (such as Germany, Bulgaria, Romania, Hungary) or in other
OECD jurisdictions such as Chile.
(3)

The regulated conduct defence is sometimes used as a defence in
merger cases on the basis that merged companies, even if they gained
market power, would not be able to harm others due to access or price
regulations, that constrain the ability to exercise market power.
Merger review may be based on different substantive standards. It
may be based on a competition law standard relating to efficiency (the
merger should be prohibited if it significantly lessens competition but
otherwise is should be allowed). It may also be based on a broader
regulatory “public interest” standard (the merger should be prohibited
if it goes against the public interest but otherwise it should be
permitted).
In the jurisdictions and sectors where a competition law merger
review standard is applicable, the merger review authority may decide
to take regulation into account when it pursues the same goals as
competition law and controls the possible anti-competitive behaviours
resulting from the merger. This is particularly the case in recently
liberalised sectors where regulation supports competition law in
steering the market towards effective competition.
In the EU for instance, the European Commission does not impose
competition law remedies in order to approve concentrations if the
sector regulation is deemed to be sufficient to prevent anti-competitive
behaviour or anti-competitive effects as a result of a merger. In Spain,
mergers in the gas and electricity sector have been cleared because the
access regulation was sufficient to prevent any abuse of dominant
position by the merging parties.
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(4)

Institutional settings can reduce potential inconsistencies between the
design and the enforcement of regulatory structures and competition
law, for example by:
•

Assessing competitive effects of regulations before their adoption.
If the assessment identifies significant potential for weakening
competition within the affected industry or related industries,
policymakers should consider the least anti-competitive
alternative that would achieve the same policy goal. Moreover,
the benefits and costs of such a regulatory approach should be
weighed against each other. Anti-competitive regulation is only
justified if its benefits exceed its costs.

•

Ensuring mutual co-operation between regulators and
competition authorities through both formal and informal
agreements.

•

Ensuring that competition authorities undertake an important
advocacy role which involves convincing other public authorities
to abstain from either designing or enforcing a regulation in an
unduly anticompetitive way.

Competition assessment, as for instance set out by the OECD
Competition Assessment Toolkit, is increasingly used in OECD
jurisdictions. This is for instance the case in a number of countries: the
US, the EU with the 2009 Impact assessment guidelines, Japan with
the 2010 Regulatory Impact Analysis, and Spain with the 2009 Guide
to Competition Assessment. The competition assessment should be
integrated at an early stage in the policy making process and
competition authorities should be involved.
When different authorities are in charge of the enforcement of
competition law and regulation, formal co-operation agreements could
be put into place in order to alleviate or reduce conflict between their
activities. Co-operation agreements may allow a division of tasks
between authorities. This is particularly important in jurisdictions
where competition and regulatory authorities have concurrent
jurisdiction, as is for instance the case in South Africa where a
Memorandum of Agreement between the competition and the
communications authorities exists. In Slovakia, the competition
authority will only intervene in a case already dealt with by the
regulatory body when it is efficient to do so.
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Co-operation agreements may also encourage closer cooperation
between both authorities with:
•

a right for the competition authority to make submissions or
provide industry regulators with comments or expert reports, as
well as to participate in regulatory hearings, and ask for optional
referrals;

•

joint proceedings in certain instances in order to make use of
complementary expertise;

•

mandatory agreements, consultations and referrals by the
competition authority to the regulator, or notification of
investigations that are within the jurisdiction of the other agency,
and mandatory consultation or referrals.
In Korea, regulatory authorities have to consult with or notify the
KFTC in advance when intending to propose potentially
anticompetitive legislation or revise laws that have anticompetitive
provisions. In most EU Member States, there is strong cooperation
between the telecom regulatory agency and the competition authority
for the market analysis. In general, the opinion of the competition
authority given to the regulatory authority is not binding and does not
prejudge any competition law case. In Romania, cooperation
mechanisms have been set by MoUs signed between the Romanian
Competition Council and the main regulators, covering mainly the
exchange of information between parties and the delineation of
attributions and coordination of market interventions. When
competition and regulatory agencies deal with the same case, they
shall consult each other in order to ensure the consistency of the
decisions and proportionality of the sanctions.
Competition and regulatory authorities may also rely on more
informal and soft techniques of co-operation including the
development of a shared culture.
Antitrust authorities in OECD countries rely very much on advocacy,
which should be strong, reliable and evidence-based. For instance, the
US antitrust agencies have recently engaged in competition advocacy
in the sectors of health care, legal services, and real estate
transactions. They benefit from the federal nature of the country
COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013

THE REGULATED CONDUCT DEFENCE – 61

where the natural experiments in the different states may be
benchmarked against each other.
In the specific context of deregulation, advocacy has been carried out
in three main ways:
•

the elaboration of sector-specific studies and sector enquiries that
take into account market structure and emphasise the benefits of
allowing access and of introducing competition;

•

the implementation of co-operation agreements between the sector
regulatory agencies and the competition authorities. These are
especially useful in helping regulators to detect anticompetitive
practices;

•

the drafting of guidelines and sector codes of conduct or
compliance with the competition law.
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PRO-ACTIVE POLICIES FOR GREEN GROWTH
AND THE MARKET ECONOMY *
-- October 2010 -Executive Summary by the Secretariat

Considering the discussion at the roundtable, the delegates’ written
submissions and the Secretariat’s background paper, several key points emerge:
(1)

Various forms of market-based environmental policies, including
taxes and fees, subsidies, and emissions trading, have been
implemented across OECD countries.
Examples of market-based environmental policy instruments that have
been or are currently in use in OECD countries include taxes and
charges (such as automobile tax differentiation, taxes on CO2 and
other emissions, fuel taxes, as well as targeted stationary and mobile
source fees), emissions trading programs (such as the European
Union’s Emission Trading Program (EU ETS) and the United States’
Acid Rain Program), subsidies (such as those for vehicle upgrades and
renewable energy production), performance standards, as well as a
range of other policies (e.g. public programs to increase the market
share of electric vehicles).

*

OECD (2010), Pro-active Policies for Green Growth and the Market
Economy, Series Roundtables on Competition Policy, No. 114, OECD, Paris.
The full set of materials from this roundtable discussion is available at
http://www.oecd.org/daf/competition/sectors/48316422.pdf
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(2)

There are a number of ways to define green growth, as well as a
broad range of tools that can be used to promote it.
Green growth is generally defined as economic growth under
environmental constraints, similar to what is commonly referred to as
sustainable growth. The range of motivations underlying green growth
includes environmental conservation, energy security, innovation,
green jobs, promotion of infant industrials and industrial policy,
among others. Naturally, such a diversity of motivations gives rise to
different priorities, as well as the desire for a range of policy
mechanisms. During the roundtable, the speakers and delegates
highlighted various policies that can be used to promote green growth,
including emissions taxes, fees, subsidies, and tradable performance
standards. The delegates offered real-world examples of these policy
instruments as well as less well known programs such as bi-lateral
debt-for-environment swap agreements. An important lesson was that
policy choices will (and should) reflect both the particular
circumstances facing a country and its specific goals underlying the
promotion of green growth.

(3)

A preference for market-based environmental policy instruments was
evident. A number of arguments, discussed in the Background Note
and underscored by comments from the delegates, support using
market-based approaches over command-and-control ones whenever
possible.
Many of the written submissions and delegate interventions expressed
a preference for achieving environmental goals with market-based
policies. At the same time, a few delegations indicated ongoing
support for non-market-based environmental policies in certain
circumstances. Nonetheless, the general preference was for marketbased approaches relative to many command-and-control alternatives.
The principal considerations in favor of market-based environmental
policy include enhanced compliance flexibility, cost-effectiveness,
and incentives for technological innovation.

(4)

Clear rationales should be given in cases where multiple policy
instruments are used to address a single environmental problem.
The roundtable included a discussion of the rationale for continued
subsidisation of renewables when a negative externality is already
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internalised, i.e. the marginal damages from CO2 emissions are
correctly priced. In particular, it was noted that if a binding cap-andtrade policy is in place, emission reductions cannot be the rationale for
additional environmental policy measures. However, there can be
other rationales that make additional policies attractive. In the context
of subsidies for renewable energy, examples of alternative
justifications include the fact that inventions and innovations are
public goods (i.e. investment in renewable energy will be less than
socially optimal), learning-by-doing has spillover effects, and that
energy security is a public good.
The important distinction between fixed-price policies, such as an
emissions tax, and endogenous-price policies, such as a cap and trade
system, was noted. The contribution of additional measures can be
seen in light of this distinction. For example, implementing additional
policy measures to reduce emissions will have no effect on emissions
under a fixed-price (endogenous-price) policy regime since the
allowance price will adjust to reflect (and ultimately offset) the
reductions that the additional policy was implemented to achieve.
(5)

Policymakers must understand
overlapping policies.

the

implications

of

multiple,

Part of the roundtable focused on the implications of multiple,
overlapping environmental policy instruments. Examples include
emissions taxes, generation tax exemptions for renewable energy,
emissions performance standards, tradable green tariffs, feed-intariffs, production subsidies, investment subsidies, and R&D
subsidies. The distinction between environmental policy instruments
that allow for price impacts when overlapping policies are
implemented and those that do not is important. Under a cap-and-trade
system, overlapping policies to further reduce emissions will be
ineffective, as they serve only to lower the emissions price, ultimately
raising emissions elsewhere in the economy. Such cases raise
concerns about the cost-effectiveness of the overall policy, as it
becomes more costly to achieve a given emission reduction goal. As a
result, promoting green growth requires a delicate balance of the
alternative policy tools and a clear understanding of the problem being
addressed in order to avoid redundancy and efficiency losses.
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(6)

Policymakers must evaluate a number of important considerations
when designing market-based environmental policies.
The Background Note and guest experts mentioned a range of
considerations for designing policies on emission taxes, fees, and
charges. These included defining the basis of the tax, determining the
tax/fee rate, entities responsible to pay, use of government revenues,
and the effect of market structure on outcomes. In the case of
subsidies, policymakers must evaluate which entities (as well as
activities) receive subsidies, the level and form of the subsidies, the
source of revenues used to pay for them, as well as whether market
structure affects the effectiveness or justification for the subsidies
themselves.

(7)

Market-based environmental policy considerations often have
competitive implications and vice versa. Given this reality, several
delegates proposed that competition authorities should have an
expanded role in the development of market-based environmental
policies.
An important theme of the roundtable was the interconnection of
environmental and competition policies, including the competitive
effects of product standards and the role of market structure in
determining environmental policy outcomes. Because environmental
policy has the ability to affect competitive outcomes, competition
authorities have an opportunity to ensure it does so in a constructive
way. Some delegates highlighted the role that competition agencies
could play in the development of market-based environmental
policies, including further ex ante assessments of the competitive
effects of a proposed change in policy. While these assessments may
be conducted by the agency sponsoring the policy change, competition
authorities can provide specific guidance on the competition issues. In
countries where such an assessment process is not in operation, an ad
hoc process could be adopted. Overall, it is anticipated that new
opportunities will emerge for competition authorities to participate as
new policies are implemented to foster green growth. In particular,
competition authorities can help to ensure that future market-based
environmental policies are based on sturdy competitive foundations.
There are a number of ways competition authorities can pursue the
goal, including both advocacy and enforcement.
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COMPETITION, PATENTS AND INNOVATION
-- June 2009 1 and October 2006 2-Executive Summaries by the Secretariat

The two following summaries take into account general discussions on two
roundtables on competition, patents and innovation held in June 2009 and
October 2006 in the Competition Committee.
1.

Roundtable held in June 2009

(1)

There has been a significant increase in the number and complexity of
patent applications filed in the world’s major patent agencies,
resulting in a greater backlog and substantially longer pendency
periods. More applications pending for longer periods have led to
greater uncertainty about which inventions are and will be protected
by patent rights.
The number of patents applied for and granted has grown sharply in
the past 20 years, with the backlog of unprocessed applications now
estimated to be 5 -10 million. This is in part due to globalisation and
the expansion of geographic markets requiring multiple country
filings, with the same invention frequently being examined by several
different patent offices. In addition, economies such as China and
Korea are advancing, creating patentable inventions of their own

1

OECD (2009), Competition, Patents and Innovation (II), Series
Roundtables on Competition Policy, No. 101, OECD, Paris. The full set of
materials
from
this
roundtable
discussion
is
available
at
http://www.oecd.org/daf/competition/45019987.pdf

2

OECD (2006), Competition, Patents and Innovation (I), Series
Roundtables on Competition Policy, No. 72, OECD, Paris. The full set of
materials
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roundtable
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is
available
at
http://www.oecd.org/daf/competition/39888509.pdf
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while becoming increasingly desirable places to hold patent rights.
Finally, many of the types of technology for which patents can be
granted are developing and becoming more complicated. All of these
factors have led to a much greater number of pending patents
remaining pending for longer than ever before.
(2)

A number of strategies that are potentially harmful to both
competition and innovation have been adopted to take advantage of
the uncertainty created by growing backlogs and longer pendency
periods, including strategic uses of divisionals.
There are several ways in which patent applicants may use pending
patents to their advantage. Most of those strategies can be enhanced or
enabled through the use of a procedural device known as a divisional
application in some jurisdictions and a continuation application in
others. Some of these “divisionals” are mandatory and others are filed
voluntarily, but they all derive from an earlier, related application and
they all take on a life of their own once they come into existence. This
means they are examined separately and have their own, separate
publication schedules. It is also possible to file divisionals repeatedly,
such that a whole series of them may spring from a single original
application. Among other things, divisionals make it possible for
companies to keep their patent applications pending longer than would
otherwise be the case. They also make it possible to keep those
pending patents hidden from public view for longer. That, in turn,
makes them potentially valuable tools for a company that wishes to
engage in anticompetitive conduct. This may include behaviour such
as (i) ambushing a standard-setting organisation (discussed below in
4), (ii) forcing a rival to cross licence its technology for free, or on
more favourable terms, by using the leverage obtained from a patent
flooding strategy (discussed below in 5), and (iii) keeping applications
pending and unpublished through divisionals, then modifying the
application in an additional filing so that it perfectly describes a rival’s
new product, thereby ensuring that the rival will be liable for
infringement.
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(3)

Standard setting organisations (SSOs) facilitate the design of
interoperable products by developing and issuing technical standards
and are generally regarded as pro-competitive.
SSOs issue technical standards, such as DVD, MP3 and GSM, that
help companies to design interoperable products. SSOs have procompetitive effects because they give consumers more choices (rather
than having to select one source for an entire product line), reduce the
costs of producing goods, and reassure customers that compatible
products will be available and supported in the future. Therefore,
competition authorities, while remaining alert to the risks associated
with collective actions by competitors who participate in SSOs,
generally perceive competitive benefits from standard setting.

(4)

SSOs can be ‘ambushed’ by a company that conceals relevant granted
or pending patents until a standard has been set and then sues for
infringement. Competition agencies can combat patent ambushes by
allowing and advocating certain ex ante measures by SSOs, such as
rules on disclosures, negotiations of licensing terms, and by taking
enforcement action against ambushers, when necessary.
Several competition agencies have noted the potential danger of patent
ambushes. A patent ambush occurs when a member company of an
SSO conceals granted or pending patents that are relevant to the
standard being developed. At the same time, that company may be
moulding the claims in its pending patent applications to fit the
emerging standard. Once the standard has been widely adopted and
implemented, switching to another standard tends to become very
costly. At that point, the company reveals its hidden IP and threatens
legal action for infringement. In this manner, companies might acquire
dominant positions that they would not otherwise have had and, as a
result, they may be able to collect royalties that are higher than they
would have otherwise been. The result can be a chilling effect on
further standard-setting, a resulting decline in interoperability of
products, higher prices for consumers, and delays, or even a complete
halt in further implementation of the ambushed standard.
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(5)

Cross-licensing agreements are not usually anticompetitive, but the
uncertainty associated with pending patents can be used strategically
in cross-licensing contexts in ways that harm competition.
Cross-licensing agreements give two parties the rights to use each
other’s patents. Sometimes the agreements also include rights to
pending patents. Furthermore, cross-licensing agreements may be
grouped together to form a licensing pool for the purpose of sharing
complementary technologies held by several parties. Cross-licensing
agreements and licensing pools are usually efficient and procompetitive. There are, however, a number of ways in which pending
patents could be used anti-competitively in these arrangements. These
include entry deterrence and patent flooding scenarios where a
dominant firm files a large number of poor quality patent applications
that are at the margins of the original company’s patent, with the aim
of either keeping a rival out of the market or forcing it to cross-license
its valuable technology, often on a royalty free basis. These strategies
depend on the fact that even weak pending patents can have powerful
effects on competition. The victim will probably not have the time or
resources to determine the validity of so many pending patents, and
there is a very good chance that at least some fraction of them will be
granted. Furthermore, the risk of infringing even a weak pending or
granted patent can be extremely high because if its validity is upheld,
the owner may obtain very substantial damages or injunctive relief.

(6)

Competition and patent agencies have complementary roles in
promoting innovation. Increased dialogue and a greater flow of
information between the two types of agencies could be beneficial.
Traditionally, the patent and competition law enforcement processes
have been viewed as distinct, and therefore carried out separately.
However, both processes share the goal of promoting innovation. Cooperation between competition agencies and patent offices has
improved in some jurisdictions over the last few years. This has
triggered increased dialogue and cross-agency activities aimed at
improving information exchange and understanding. Examples
include specific competition advocacy programs targeted at the IP
community, the issuing of joint agency reports, establishment of
monitoring networks, high level symposiums on the interface between
IP and competition and secondment of experienced patent office staff
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to competition agencies to assist in the preparation of sector specific
reports. Another potential harmonising strategy would be reciprocal
training programs carried out by officials from both agencies on the
basics of the respective disciplines. More concretely, statutory
changes could be sought to enable a greater flow of information
between the patent offices and competition authorities.
2.

Roundtable held in October 2006

(1)

The pressure of competition can spur innovation, and so can the
promise of exclusive intellectual property rights. But competition and
patent protection each may have mixed effects on innovation
incentives. These effects depend on circumstances and vary from one
industry to another. These complications make it difficult to draw
general conclusions.
Innovation is responsible for most of the increase in material standards
of living that has taken place since the industrial revolution. Some
experts who have found that intellectual property rights (“IPR”)
regimes are conducive to innovation conclude that patent rights should
be strengthened. Others disagree and contend that patents can
sometimes impede innovation, not improve it. Furthermore, while
some commentators hold that competition results in greater
innovation, others claim that innovation comes mostly from
companies that face little competition in contestable markets. In any
event, patent policy and competition policy share the same goal, to
improve consumer welfare, and should be considered complementary
instruments in the pursuit of that goal.

2.1

Competition and Innovation

(2)

Similarly, neither economic theories nor empirical studies have been
able to determine which degree of market concentration/market
contestability faced by which types of firms produces the most
innovation.
Claims about the relationship between levels of competition and levels
of innovation are complex and contradictory. One view holds that
innovation is stronger in highly concentrated markets because large,
dominant firms have more resources to pay for it and a greater
prospect of reaping the rewards from it. The opposing view holds that
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smaller firms in more competitive environments are more likely to
innovate because they have more to gain and less to lose from
innovation, and indeed they may face more pressure to innovate in
order to survive. And in between, there is the theory that moderate
levels of market competition produce the most innovation; that is, the
curve describing the relationship between concentration and
innovation looks like an inverted U. Empirical research has yielded
diverging results regarding the two extreme positions and it has not
definitively confirmed the inverted U theory, either.
Studies of this relationship must take care in assessing the strength of
competition. Although there is a tendency to identify competition with
concentration, whether concentration is a good proxy for competition
depends on the nature of the market in question. The number of
competitors is just one of several indicators. The geographical aspect
must also be taken into account, as national markets may reflect
specific characteristics or constraints.
A connection between competition and innovation appears when the
national regulatory environment is also considered. Empirical studies
done by the OECD have found a negative correlation across national
economies between the level of anti-competitive product market
regulation and innovation. Of the many policy levers studied,
reducing anti-competitive regulation was found to be the second most
powerful incentive to raise the level of business R&D spending.
Creating more competitive conditions in the market had a
substantially stronger effect than enhancing the protection of IPRs on
this measure of innovation.
(3)

Determining whether a merger will be likely to promote or prevent
innovation requires a complex, case-specific inquiry. A merger could
lead to efficiencies in research and development, yet reduced rivalry
and greater market power could slow the post-merger rate of
technological change.
The parties to a proposed merger often claim that their transaction will
yield savings in R&D costs and consequently spur greater investment
in innovation. Although some mergers do save costs by eliminating
duplicative R&D, protecting competition in R&D is also important
because R&D is inherently uncertain. Innovation may be more likely
if two companies remain separate and pursue different paths toward
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the same objective. It is also possible, though relatively rare, that a
competition agency will approve a merger that promotes efficiencies
in R&D even though it substantially increases concentration and
market power, as well. The influence of innovation considerations on
merger analysis is highly case-specific.
(4)

Investment in innovation requires a predictable legal system and, as a
result, antitrust policy should be formulated to ensure that incentives
to innovate are not unnecessarily weakened or destroyed.
The view has been expressed by many experts that a strong and
predictable intellectual property rights system is important to many
disruptive innovations that create dynamic competition and provide
consumers with major technological advances. Accordingly, IPR
protection in several OECD countries has been strengthened during
the past 20 years. Businesses generally have the freedom to determine
the circumstances and terms under which they would like to license,
and correspondingly refuse to license, their IP rights. When and
whether competition law should be used to restrict that freedom is a
controversial matter, but most agree that competition law should not
be used as a bludgeon against IPRs. Such use could easily have a
broad, negative effect on innovation incentives. Instead, compulsory
licensing as an antitrust remedy should be approached with caution
and ordered only after a careful review of the facts and in the face of a
clear anticompetitive use of substantial market power.
As for the question of how to assess restraints on innovation and
competition by dominant firms, there does not appear to be any
general consensus about the proper framework to balance static and
dynamic gains. As it is difficult to identify upfront whether conduct
restricts innovation and therefore competition, it has been suggested
by some commentators that ex post intervention, where the agencies
can identify competitive harm, is to be favoured over ex ante
intervention. On the other hand, others note that care has to be taken
as to the effectiveness of ex post interventions, especially in situations
where there is a risk that all effective competition will be eliminated.
Otherwise interventions could come too late and there would be a risk
of long lasting harm to consumers.
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2.2

Patents and Competition

(5)

Patents do not necessarily create monopolies or dominance; firms
apply for patents in the hopes of obtaining market power but only a
very few inventions constitute a true innovation leading to a new
product or process. Although dominance may occasionally be related
to one patent, another concern is agglomerations of patents that could
close off a field of technology.
The traditional view of patents is that they provide a positive incentive
for innovation but may grant some market power to firms. There is a
growing concern that patents could have a negative effect on
innovation, particularly where a product is dependent on many patents
and in industries based on standards where there is a substantial
network effect.
Patents may also have a positive effect on
competition. For instance, venture capitalists recognize that for
investment purposes, patents are the only important asset that many
high tech companies possess.

(6)

The relationship between patents and innovation is complex. The
effects of patents on innovation vary substantially from industry to
industry. It does not appear that innovation is always favoured by a
stronger patent system or one in which patents are easy to obtain,
particularly where there is much uncertainty as to outcomes with
many inventions being patented but relatively few being valuable.
Despite the lack of clear evidence that there is a positive relationship
between patents and innovation in general, a number of countries
began to strengthen their patent systems in the 1980s and have
continued to do so. During the past 10 years or so, there has been a
great surge in the number of patents issued. There are many other
potential explanations for this surge besides the strengthening of
patent rights, including an increase in the number of patentable
inventions in knowledge-based economies, the deregulation and
privatisation of national monopolies, and the impact of worldwide
markets which inflates the number of global patents.
Patent rights have expanded into new fields, including biotechnology
and genetic material. Software is patentable as are business methods
in the US and in Europe. Furthermore, the rights themselves have
been enhanced. In addition, some commentators take the position that
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patenting standards, notably the inventive step or the non-obviousness
criteria as it is sometimes called. have probably been lowered on the
whole over the last 10-20 years, making it easier to obtain patents.
Many empirical studies have been conducted to analyse the effects of
these changes in patent policies. Some of them have concluded that
while stronger patent rights contribute to a significant increase in the
number of patents granted, they have little effect on R&D
expenditures, which suggests that they are not boosting innovation
significantly. For the past several years, some commentators have
been raising concerns that too many patents are being issued now, that
their claims are too broad, and that the rights they confer on patent
holders are too strong. The result, the critics claim, is that innovation
is actually being discouraged because it is difficult and costly to
identify the patents that might be relevant to an invention and to pay
for any necessary licenses.
Another concern relates to the application by patent offices of the
same criteria for patentability across industries and technologies.
Many experts have also suggested that the non-obvious requirement
should be strengthened, which would reduce the number of patents
being issued. In fact, the US Supreme Court tightened the nonobvious criterion this year in KSR v. Teleflex.
(7)

There is a great heterogeneity among firms in terms of the means they
use to protect their investments in innovation.
Patents seem to be an important factor in motivating firms to invest in
R&D in only a handful of industries, such as the chemical and
pharmaceutical industries. Surveys have also found that patents are
important in the plastics and medical instruments sectors and
sometimes in all or parts of special machinery industries. Elsewhere,
patents are not considered to be very effective in protecting
innovations. Indeed, some studies show that most firms rely on
patents the least among various methods for protecting the returns
from their inventions, whereas secrecy, lead time (being first to
market) and customer sales and service are used most heavily.
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(8)

Competition authorities could collaborate with patent agencies to
improve the patent process.
There are a number of ways for competition authorities to assist IP
agencies in taking steps to improve the IP granting process. These
include holding interdisciplinary dialogues with patent agencies to
encourage greater mutual understanding of each other’s field,
commissioning expert reports that study a country’s patent system to
determine whether and how it is causing any harm to innovation, and
holding seminars or hearings in which academics, public and private
sector practitioners, and industry participants come together to discuss
problems and possible improvements to IP policies.
Competition authorities have a core competency in examining the
effects of restraints, market conduct, and rules on consumer welfare,
especially when this analysis is performed through empirical research
and the use of economists. Because competition authorities have
experience in an effects-based method of inquiry, they can play a
meaningful role in advising patent policy makers on the impact of
current laws and on recommended reforms. A view expressed by a
minority of the delegates is that there is little scope for a relationship
between competition authorities and patent agencies. However, in
some countries, such as Canada, the US, and Denmark, the
competition authorities have already conducted joint studies and
programs with the national patent and IP agencies.

COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013

DYNAMIC EFFICIENCIES IN MERGER ANALYSIS – 77

DYNAMIC EFFICIENCIES IN MERGER ANALYSIS *
-- June 2007 -Executive Summary by the Secretariat

Considering the discussion at the roundtable, the delegates’ submissions
and the background paper, several key points emerge:
(1)

The distinguishing feature of dynamic efficiencies is that they have
recurring effects. That characteristic considerably enhances their
potential impact on performance.
Mergers sometimes create positive effects called efficiencies.
Efficiencies may be static or dynamic.
In general, dynamic
efficiencies are synergies that enable firms to improve their
performance, whether in terms of cost, quality, service, or new
product development, on a potentially continuing basis. Efficiencies
that enhance the ability or incentive to innovate, for example, are
considered dynamic. Learning by doing, eliminating redundant
research and development expenditures, and achieving economies of
scale in R&D are all examples of dynamic efficiencies. Static
efficiencies, in contrast, enable improvements that occur only once.
Economies of scale in production, for instance, are a static efficiency.
Over time, the benefits of dynamic efficiencies may outweigh those of
static efficiencies even if the latter are initially larger.

(2)

Competition authorities and courts have a more favourable view of
efficiencies today than they did in the past. Incorporating static

*
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efficiencies into merger reviews in a rigorous way has proven to be
difficult, though. The difficulty is even greater with respect to
dynamic efficiencies.
There was a time when courts and competition enforcement agencies
tended to view merger efficiencies as either irrelevant or as a basis for
blocking transactions. It was believed that large combinations were
likely to be harmful regardless of any arguments that could be made
about their actual economic effects. A significant change in economic
thinking about efficiencies began in the 1970s and it has influenced
competition policy in more and more jurisdictions in recent years.
Competition authorities and courts have gone from ignoring
efficiencies or even being hostile toward them to appreciating their
value to society. Today, efficiencies are commonly viewed as factors
that favour allowing mergers rather than disallowing them.
In spite of the greater respect now given to efficiencies, instances in
which they play a substantial role in merger analysis remain
uncommon, particularly in court decisions. The problem is not so
much that courts still think efficiency-enhancing mergers are bad for
competition, but that it can be difficult to gauge the efficiencies
themselves. Making a prospective determination about whether a
merger will lead to static efficiencies and how such efficiencies
measure up against any anti-competitive effects that the merger is
expected to cause can be very challenging. Dynamic efficiencies pose
an even greater measurement problem than static efficiencies because
dynamic effects will occur – if at all – over several time periods and
may be more abstract in nature than static effects. Courts have shown
a tendency to avoid delving into such exercises whenever possible.
Several types of complications may arise when one tries to assess
dynamic efficiencies. For example, “apples-to-oranges” comparison
problems may come up under a standard that focuses on price effects.
A merger may cause price to rise soon after consummation but it may
also bring about dynamic efficiencies that have positive non-price
effects (e.g., benefits from new or improved products) in the longer
term. That puts investigators in the awkward position of needing to
compare different concepts from different time periods – and possibly
from two or more different markets with different sets of consumers.
This presents a complex quantification problem. How much quality
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enhancement or how many new products are necessary for some
customers to compensate for a given expected price increase affecting
other customers? It may be difficult or even impossible to answer
such questions. Other complicating factors include the uncertainty
inherent in innovative activity regarding its cost, timing, and the
likelihood and extent of its commercial success, difficulties in
measuring innovation itself, the problem of how to conceptually
transform innovation into some measure of welfare, and informational
asymmetry between the merging parties and the enforcement agencies.
(3)

Nevertheless, some commentators argue that agencies pay too much
attention to short-run price competition in their merger reviews and
not enough attention to dynamic efficiencies and non-price
competition.
That argument has been growing louder in recent years, showing up
most recently as a recommendation by the US Antitrust
Modernization Commission to give greater weight to efficiencies that
promote innovation. The argument is on solid ground in the sense that
it is clear that innovation is vital to economic growth and welfare.
The economist Joseph Brodley has stated that innovation efficiency
“provides the single most important factor in the growth of real output
in the industrial world.” The OECD has likewise concluded that
innovation is responsible for most of the increase in material standards
of living that has taken place since the industrial revolution. It seems
likely that dynamic efficiencies have a considerably greater potential
to benefit consumers than static efficiencies have. Therefore, it would
be desirable – in an ideal world – for dynamic efficiency
considerations to feature more frequently and more prominently in
merger decisions. The real-world problem is that no one has figured
out a robust way to do that yet, and rather than engage in speculation,
courts have tended to avoid dynamic efficiency analysis in cases
where it could have been relevant.
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(4)

When competition agencies assess efficiencies, they typically consider
several factors to determine how much weight to assign to them,
including whether the efficiencies are quantifiable. Due to their
complexity, it appears that dynamic efficiencies will rarely be
quantifiable.
Qualitative approaches may yield some helpful
information, though.
Virtually all OECD jurisdictions place responsibility for providing
evidence of the existence and adequacy of efficiencies on the merging
parties. The factors that competition agencies usually consider when
assessing efficiencies claims include merger-specificity (an efficiency
is merger-specific when there are no less anticompetitive but
reasonable alternatives that would be likely to achieve the efficiencies
other than the proposed merger), whether at least some of the benefits
of the efficiencies will be passed on to consumers, and whether the
efficiencies will lower fixed costs or variable costs (with a preference
for variable cost reductions). Other considerations include effects in
other markets and the degree to which the efficiencies are
quantifiable, substantial, and timely.
The “timely” factor is especially significant with respect to dynamic
efficiencies, which may take several years to bear fruit. The farther
out into the future the prediction of benefit is, though, the harder it
will be for parties to provide satisfactory evidence. Not only will a
discount factor be applied to the claimed future benefits, but in general
the farther out into the future they are expected to be, the more
speculative the claims will be deemed. That leads to another
consideration – verifiability. Agencies typically examine whether
there is sufficient information to verify by reasonable means the
claimed efficiencies’ likelihood and magnitude.
A pessimistic view appears to be warranted, at least with respect to
quantification. Qualitative approaches to dynamic efficiencies may
provide more useful results, however, so some agencies focus on
them. The Merger Enforcement Guidelines issued by Canada’s
Competition Bureau, for example, indicate that the Bureau generally
examines dynamic efficiencies from a qualitative perspective. Much
can be learned by studying how well the merging parties have
integrated with previous merger partners, how adept the companies
have been at turning R&D into successful innovations, and whether
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any of their innovations are attributable to synergies from past
mergers. Studying characteristics of the relevant industry –
particularly what encourages innovation and whether the merger will
help the combined firm to capitalise on those factors – can also be
helpful. Finally, whether the merger will combine substitute or
complementary technologies is a relevant factor because R&D
efficiencies tend to be stronger when complementary technological
assets are combined. Therefore, one way to promote the realisation of
those efficiencies is to take a lighter approach toward vertical and
conglomerate mergers.
(5)

In any event, giving more attention to dynamic efficiencies in merger
analysis may change the outcomes in only a small percentage of
cases.
For a variety of reasons, the fact that dynamic efficiencies have
historically been largely ignored by courts and agencies may have
affected relatively few mergers. One of those reasons is that merging
parties have tended to ignore dynamic efficiencies, too. A number of
competition agencies simply have never been confronted with a case
in which the parties attempted to make an argument based on dynamic
efficiencies. Several delegations expressed the view that even when
parties do present such arguments, alleged efficiency gains of any type
rarely have the magnitude and credibility necessary to overturn a
finding that competition would otherwise be substantially lessened.
Some delegations referred to empirical studies which have concluded
that it is actually unlikely that most mergers enhance efficiency.
Furthermore, others expressed the view that the vast majority of
mergers that are likely to produce significant dynamic efficiencies do
not raise substantial competitive concerns in the first place.
Specifically, the safe harbours (concentration thresholds) built into
most merger guidelines tend to spare mergers that combine firms with
complementary as opposed to overlapping assets. It has been argued,
therefore, that the number of cases in which dynamic efficiencies are
impeded by regulatory intervention is limited.
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INTELLECTUAL PROPERTY RIGHTS *
-- June 2004 -Executive Summary by the Secretariat

Considering the discussion at the roundtable, the delegate submissions and
the background paper, a number of key points emerge:
(1)

Competition policy and intellectual property (IP) policy are
interdependent and affect each other in important ways.
Overzealous enforcement of competition laws against IP owners can
damage the incentives to innovate that IP systems are designed to
foster. On the other hand, when IP is excessively easy to obtain, it
may lead to market power, to the detriment of competition and
consumers. Therefore, in an “easy patentability” environment, for
example, competition agencies and courts tend to compensate by
using competition laws to limit the negative effects of over-patenting.
Because competition law is a relatively blunt instrument for that
purpose, however, it would be preferable to fix the problems from
within the patent system rather than from outside it.
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(2)

Competition agencies should not become involved in the IP-granting
process itself, but nevertheless they can undertake a variety of
measures to promote a greater consideration of competition issues by
IP agencies during their IP approval procedures.
For several reasons, such as a lack of relevant technical expertise and
limited resources, it does not appear to be prudent for competition
authorities to assume responsibilities related to the initial review of IP
applications. Instead, delegates came up with a variety of ways for
competition authorities to try to improve IP agencies’ awareness of
competition issues so that the latter agencies can begin to take any
necessary steps to improve the IP approval process themselves.
Among the ideas that have already been successfully implemented in
some jurisdictions are opening interdisciplinary dialogs with patent
agencies to foster greater mutual understanding of each other’s fields,
commissioning expert reports that study a nation’s patenting system to
determine whether and how it is causing any undue competition
problems, and holding seminars or hearings in which academics,
public and private sector practitioners, and industry participants come
together to discuss the overlap between IP and competition policies.
Whatever IP-related initiatives competition agencies may take, they
should strive to limit the anticompetitive aspects of IPR while
respecting its necessity.

(3)

Competition agencies should consider publishing a set of guidelines
describing how they will analyse licensing agreements and other
conduct involving intellectual property.
Issuing guidelines will help businesses to structure their IP
arrangements so that they are consistent with competition laws. In
addition, competition agencies themselves will benefit from the
exercise of determining what their approach will be to various types of
licensing conduct and other uses of IP. For example, the European
Commission recently issued new guidelines on patents and licensing
that explain the Commission’s approach, create “safe harbours” in
which businesses can be assured that they are acting within the law,
and aim to create a good balance between protecting incentives to
innovate and protecting competition. Similarly, the Korean Fair Trade
Commission has enacted guidelines for reviewing the exercise of IP
rights that include a “black list” of behaviour that can harm
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competition, as well as a “white list” of exempted practices that may
be shown to have either a benign or a positive effect on competition.
(4)

When evaluating licensing arrangements, it is advisable for
competition authorities to determine whether the parties’
relationships are vertical or horizontal.
In other words, it is helpful to identify whether agreements are
between competitors or between non-competitors because that
information will inform the policy decision that needs to be made.
Obviously, agreements between competitors are more likely to cause
competitive problems and should therefore be subjected to greater
scrutiny. Authorities in some jurisdictions expressly distinguish
horizontal from vertical licensing agreements, as reflected in the
European Commission’s new guidelines, whereas other authorities,
such as the Japan Fair Trade Commission, take the structural nature of
the relationship into account as part of a broader rule of reason
approach.

(5)

When evaluating grant-back obligations, it is advisable for
competition authorities to distinguish between severable and nonseverable improvements.
A grant-back obligation is a provision in a licensing arrangement that
requires the licensee to grant a license on any improvements it patents
related to the original invention back to the licensor. Grant-backs may
encourage efficient licensing by serving as a form of financing for
cash-poor licensees who are willing to share some of the fruits of their
research with licensors in lieu of an up-front payment. Some grantback arrangements, however, are more likely to damage incentives to
innovate and/or cause competitive problems than others, depending on
whether they encompass severable improvements and whether they
are exclusive. Severable improvements can be used by licensees
without infringing the original invention, whereas non-severable
improvements cannot be used without infringing the original
invention. Because licensors already have a measure of authority over
non-severable improvements, even exclusive grant-backs of nonseverable innovations are relatively less likely to cause competition
concerns. In contrast, grant-backs of severable improvements may
damage incentives for follow-on innovation because they are not
otherwise legally dependent on the licensor. They may also serve as a
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means of prolonging the licensor’s market power by nullifying or
reducing the threat of what would otherwise become rival products.
Therefore, these types of grant-backs should be subjected to relatively
more scrutiny, particularly if they are exclusive.
(6)

Patent pools, like most licensing arrangements, are usually beneficial
to competition. They may, however, occasionally reduce or eliminate
it. When evaluating patent pools, it is advisable for competition
authorities to determine whether the pooled technologies are
complementary and essential.
The discussion reflected general agreement that patent pools have
strong pro-competitive potential, particularly in the biotechnology
industry. Patent pools are formed when two or more parties get
together and arrange to have their patents licensed as a package. They
make it easier to exploit technology by removing IP barriers, promote
the integration of complementary technologies, and reduce the
transaction costs of obtaining multiple licenses. They are also viewed
as a cheaper and faster way to resolve some disputes than litigation is.
Nevertheless, patent pools are uncommon in the biotechnology
industry so far and when they do arise, they also bring some
competition concerns with them. Patent pools that include only
complementary and essential patents are especially less likely to cause
competitive problems than other kinds of pools. If, on the other hand,
a pool includes patents that are substitutes for each other, then there is
a risk that the pool is actually a device for jointly selling what would
otherwise be competing technologies. Moreover, if a pool includes
patents that are not essential (i.e., patents that have substitutes outside
the pool), then it may foreclose third-party technologies because pool
licensees will have already been granted access to the technology
included in the pool.

(7)

An “anticommons” problem does not seem to be a problem at present
in the biotechnology industry, but the conditions that could cause one
to develop do exist.
An anticommons is a situation that is often mentioned in academic
literature as a cause for concern for IP and competition policymakers.
It arises when so many patents have been awarded that the difficulty
of identifying which licenses are needed, and of negotiating and
paying for those licenses, is so great that further innovation is
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discouraged or even halted. There is, however, little evidence to
suggest that the biotechnology industry currently has an anticommons
problem, according to several sources such as the 2002 hearings held
on competition and IP policy by the U.S. antitrust authorities and an
expert report by the Swiss Federal Institute of Intellectual Property on
research and patenting in biotechnology. Nevertheless, the biotech
industry does have several characteristics that make it fertile ground
for an anticommons, such as a proliferation of patents held by a large
number of market participants and an occasional tendency by
companies to accumulate IP for defensive purposes.
(8)

There is some disagreement about whether unilateral refusals to
license IP should ever be deemed anti-competitive and, if so, how to
remedy them.
In several jurisdictions, it is possible for a unilateral refusal to license
IP to violate competition laws, and there are procedures for using
compulsory licensing as a remedy in such cases. Typically, in those
jurisdictions, the competition agency performs a dominance test and if
it is met, then the agency examines whether that dominance is being
used via an IP right to create conditions that might reduce
competition. For example, a recent decision by the European Court of
Justice allows compulsory licensing remedies when unilateral refusals
to license IP prevent the emergence of a new product, are unjustified,
and exclude any competition in a secondary market. Compulsory
licensing can be a fast and effective means of forcing competition into
a market, but it has certain disadvantages and burdens that affect
innovation, competition agencies and courts. In contrast, there are
very few examples of liability stemming from unilateral refusals to
license IP in other countries such as the U.S., where the recent Trinko
decision suggests that there can be no antitrust liability for such conduct
and thus, no mandatory licensing, either. Of course, it is sometimes the
case that refusals to license IP simply do not harm competition. For
example, in its Punto-Flex case, the Mexican competition authority
found that a unilateral refusal to license had actually increased
competition, so no action was taken against the IP holder.
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(9)

Most OECD countries recognise some version of a generally accepted
principle that using a patented invention for purely experimental
purposes is not patent infringement.
The experimental use exemption is especially important in the
biotechnology industry because research tools, upon which other
inventions and potential inventions are dependent, make up a large
proportion of the patents awarded. Furthermore, the exemption may
ease the effects of any eventual anticommons by clearing a path
through patent thickets for at least some follow-on research. In
addition, the experimental use exemption can increase competition in
countries where it is interpreted liberally, as it can allow companies to
work with patented technologies to determine whether they might
have other useful applications, or to ensure that generic drugs are
available as soon as a patent expires. If applied too readily, however,
the exemption may discourage innovation by depriving inventors of
the full measure of reward from their inventions.

(10)

The nature of the biotechnology industry creates unusual challenges
for IP agencies, which have been criticised for issuing biotechnology
patents too freely. Too many patents, in turn, may lead to the
unnecessary creation of market power and a slowdown in innovation.
The biotechnology industry is characterised by rapid growth,
complexity, comparative youth, and a tendency for its participants to
attach a high degree of importance to IP. In combination, these
characteristics have created an industry that collectively submits a
large and quickly growing number of difficult, highly technical patent
applications, which makes it harder for patent examiners to pare down
broad claims and weed out all of the application that do not meet
statutory patentability criteria. Approving patent applications that
should have been limited or rejected could, in some cases, reduce
competition by providing patent protection to undeserving
technologies. It could also retard innovation by making it more
difficult for inventors to do their work without infringing or paying for
someone else’s technology.
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(11)

The nature of the biotechnology industry also presents competition
agencies with substantial challenges and implies that an extra
measure of caution may be warranted when contemplating
intervention.
The discussion revealed that a number of agencies consider
themselves under-equipped to analyse this technologically advanced
and quickly changing industry. While some agencies have begun to
take steps to recruit personnel with expertise geared toward IP and/or
biotechnology, others do not have sufficient funding to do so. In
either case, considering how few competition cases have been brought
in the biotechnology industry at this relatively early stage, participants
recognised that it is sensible for them to proceed carefully in this field,
so as to ensure that their actions do not have the unintended effect of
discouraging innovation. The industry’s rapid development has also
led to situations in which enforcement officials have found that by the
time they are ready to take action, the relevant companies have
changed their behaviour or their ownership.

COMPETITION POLICY AND KNOWLEDGE-BASED CAPITAL © OECD 2013

.

MERGER REVIEW IN HIGH INNOVATION MARKETS – 91

MERGER REVIEW IN HIGH INNOVATION MARKETS *
-- June 2002 -Executive Summary by the Secretariat

Considering the discussion at the roundtable, the written submissions and
the Secretariat’s issues paper, a number of key points emerge:
(1)

In many high innovation markets competition will tend to be more
“for the market” than “in the market”.
The Secretariat’s issue paper contained the following list of prominent
characteristics of innovation intensive markets:
•

high R&D intensity and dependence on intellectual property
rights (IPRs) coupled with a closely related heavy reliance on
human instead of physical capital;

•

a high degree of technical complexity;

•

rapid technological change and short product cycles;

•

increasing returns to scale;

•

important network effects (i.e. buyers are better off the more
buyers there are); and

•

significant compatibility and standards issues.

The stronger these features, especially the latter three, the more
competition may assume a “winner take all” character. High
*

OECD (2002), Merger Review in High Innovation Markets, Series
Roundtables on Competition Policy, No. 39, OECD, Paris. The full set of
materials
from
this
roundtable
discussion
is
available
at
http://www.oecd.org/daf/competition/mergers/2492253.pdf
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innovation markets will tend to have clear market leaders. At the
same time, however, the position of market leader could be highly
dependent on continued superiority in innovation, and “dominant”
firms may be unable over the long run to make much in the way of
supra-competitive profits.
(2)

A special analytical framework is neither necessary nor desirable for
merger review in innovation intensive markets.
The traditional merger review analytic, as described in various
countries’ merger guidelines can be used to assess the competitive
effects of any merger because it organises and considers all the
relevant factors and is flexible concerning the weight attached to each.
In any case, a special approach to mergers in high innovation markets
would require a formal definition of what constitutes such a market.
Since such a definition would be very difficult to clearly set out and
apply, the result could be a considerable increase in legal uncertainty.
Those promoting a special framework for merger review in high
innovation markets tend to argue that the standard paradigm overly
concentrates on market definition, market shares and derived
predictions about price changes, all the while neglecting to pay
sufficient attention to how a merger might affect innovation. While
that critique is worth bearing in mind, it is also true that the empirical
basis for a wholesale re-think is lacking.
Following Schumpeter’s work there has been a long and somewhat
inconclusive debate on the relationship between innovation and
market power. That debate indicates that some rather ill-defined level
of market power is good for innovation (because it increases the
chances that high development costs will eventually be recovered), but
outright monopoly or unassailable dominance probably is not. This
indicates that mergers to monopoly or mergers strongly increasing the
probability of anticompetitive exclusion should be blocked. It also
indicates the need for caution in assessing claims that the benefits of
expected innovation should override concerns over increased market
power. Less competition post-merger could translate into less
pressure to innovate.
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(3)

Although competition officials attending the roundtable shared a
consensus that the traditional merger review framework should be
applied to innovation intensive markets, they also emphasised that
doing so requires some customisation in approach.
The need for customisation was particularly noted as regards:
defining markets and assigning
market shares; assessing the
significance of changes in market structure; giving proper weight to
benefits consumers reap through innovation; assessing the ability of
merging parties to exclude or restrict competitors; and designing
appropriate remedies.

(4)

Market definition and assigning market shares are particularly
challenging tasks in rapidly changing sectors.
The data necessary to define markets based on substitutability may be
very scarce in markets featuring complex, rapidly changing products.
In addition, the traditional hypothetical monopolist approach to
framing the substitutability issue may require re-thinking in the case
of high innovation markets. That framework focuses on what
consumers would do in response to small but significant nontransitory increases in prices (i.e. the SSNIP test). Customers may,
however, be much more oriented towards comparing product
performance than prices in highly product differentiated, innovation
intensive markets. In addition, in an attempt to gain the whole market
and thereby benefit from significant economies of scale and/or
network effects, the merging parties may temporarily be engaging in
very low pricing. Under such conditions, there could be a kind of
inverse “cellophane fallacy” leading the SSNIP test to indicate an
unduly narrow instead of overly broad market.
When it comes to assigning market shares, the problems only get
worse. Competition authorities recognise that potential competition
must be accounted for in determining how a merger could change
market shares. But in the case of rapidly changing markets it is
especially difficult to identify potential competitors and to estimate
their ability to increase supply and thereby restrict supra-competitive
pricing.
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Related to the market definition and shares issue is what to do when
the “market” most affected appears to concern the research and
development lying behind new products. The US has sought to
address this issue with the “innovation market” concept. As described
in the 1995 United States Department of Justice and Federal Trade
Commission, Antitrust Guidelines for the Licensing of Intellectual
Property, an innovation market consists of the R&D directed to
particular new or improved goods or processes and the close
substitutes for that R&D. The US acknowledges that there appear to
be very few cases where innovation markets are truly pertinent, and
even in those instances a more traditional approach would probably
produce the same result. Nevertheless, the innovation market concept
is the closest competition authorities appear to have come to devising
a special approach to merger review in innovation intensive markets.
(5)

Even if they are accurately estimated, merger induced changes in
market shares are probably poorer predictors of changes in durable
market power in innovation intensive markets than they are in slower
changing markets. Moreover, as previously noted, the effect of
changes in market power on innovation are not well understood.
Competition authorities generally take a close look at merger induced
changes in market shares in order to form a preliminary view as to the
merger’s likely competitive effects. As already noted, however, in
many high innovation markets, there will be a clear market leader with
or without the merger under review. At the same time, however, the
identity of the market leader may be liable to quick changes as a result
of successful innovation by a rival. In addition, many of the products
in innovation intensive markets are, except for technological
obsolescence, durable and that can have a significant effect on
competition. A software supplier, for example, may have something
approaching the entire market, yet be effectively constrained from
raising price because potential buyers could opt instead to continue
using their older, somewhat less sophisticated versions of the product.
In short, in innovation intensive markets estimated changes in market
shares could have limited predictive value concerning the probability
of post-merger anticompetitive pricing. The same holds true when it
comes to making a link between market shares and innovation. As
noted above, even the relationship between market power, for which
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market share is an imperfect proxy, and innovation is somewhat
uncertain.
Although there may well be a need to replace market shares as an
initial screen for identifying potentially anticompetitive mergers, a
suitable substitute has yet to be found. In its place there may be a
growing tendency to adopt a “first principles” approach whereby
attention is focused from the outset on how a merger might assist the
parties to improve profitability in ways harming buyers. Attractive as
such an approach might seem, it leaves largely unanswered the
question of how to allocate a competition authority’s limited
enforcement resources.
Instead of jettisoning the traditional initial screen based on market
shares, it might be better to supplement it by considering other readily
ascertainable data. That could include things like the degree of recent
instability of market shares, the rate of growth of the market, and
estimates of the rate of technological change. The higher these
indicators, the greater the probability that the merger should be
cleared without an in-depth analysis.
(6)

Due to a high degree of product differentiation and the potential for
leapfrogging based on radically new technology, mergers in high
innovation markets may have little potential to produce
anticompetitive co-ordination. The same cannot be said concerning
their potential for anticompetitive unilateral effects especially as
regards mergers joining complements (including standard vertical
mergers). The ability and incentive to exclude or restrict rivals
deserves prime attention in reviewing mergers in high innovation
markets.
Significant economies of scale and network effects in high innovation
markets could translate into significant first mover advantages that can
be enhanced through mergers. Some of these are straightforward
efficiency advantages that normally benefit consumers. Others may
be linked to increased ability to exclude or restrict rivals. Sometimes
such ability may centre on the use of intellectual property rights and
standards. On other occasions it may be based on “gatekeeper” power
exercised through the terms on which competitors are granted access
to hard to duplicate networks such as those found in fixed line
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telephony. Finally the power to exclude or restrict rivals may be
created through tying or bundling of complementary goods.
In rapidly changing high innovation markets, it might be very difficult
to assess how a merger affects the power to exclude or restrain rivals.
It nonetheless remains of critical importance in estimating the
merger’s competitive effects, especially since the power to exclude or
restrict would likely affect both static and dynamic efficiency, i.e. the
flow of future innovations.
(7)

In dealing with anticompetitive mergers in high innovation markets,
there is good reason to question the traditional preference for a
structural as opposed to a behavioural remedy. Instead, a highly
customised use of behavioural remedies, sometimes accompanied with
a required divestment, may be the best way to address potential
competition problems in such markets.
Monitoring compliance with behavioural remedies is resource
intensive and problematic, leading to a general preference for
structural remedies in merger cases. But in high innovation markets,
the most important productive resources are often human capital and
IPRs. A transfer of such assets is inherently difficult and, at least in
the case of IPRs, may well require an ongoing relationship between
transferor and transferee. The same applies to remedies granting
access to hard to duplicate networks. An ongoing relationship
between transferor and transferee means the competition authority’s
remedy must include a monitoring and supervisory function. It would
be highly unwise to assume that the transferor would overlook its selfinterest and willingly continue to help strengthen a competitor.
However, monitoring and supervision of either a behavioural or
structural remedy might not be required for a long period of time.
Rapidly changing technology could readily cause the post-merger
market to evolve in an unexpected direction rendering the remedy
superfluous. Such reasoning lay behind the European Commission’s
remedy in the Vodafone case (i.e. mandated access to Vodafone’s
network was limited to three years), and the remedy applied in
Brazil’s Telesp/Nutec case (again a three year limit to mandated
access).
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In addition, the intent of a merger remedy is to undo the
anticompetitive effect of the transaction. That is not the same thing,
especially in rapidly changing markets, as ensuring that competition
will continue at pre-merger levels. Such an evolution was not
guaranteed in the pre-merger situation, and lies beyond what a merger
remedy should properly aim for. This too argues in favour of time
limited rather than indefinite behavioural remedies.
Behavioural remedies involving creative approaches to licensing and
access arrangements are not the only kind of customisation one can
imagine in dealing with potentially troublesome mergers in high
innovation markets. There is also the possibility of ordering joint
ownership by competitors of certain critical assets, or mandating
conditions making joint ownership attractive to the merging parties
(e.g. Spain’s Movilpago case). It may also be possible, at least in
some jurisdictions; to adjust for the high level of uncertainty involved
in high innovation markets by adopting contingent structural
remedies. Canada has apparently done this in a number of cases
where parties agreed to divest certain crown jewel assets should
competition problems develop within a certain period of time after a
merger.
(8)

Several delegates advocated reviewing merger decisions to see how
things actually worked out.
It was argued that such reviews would increase understanding of how
markets function and would help elucidate and spread best practice,
especially as regards remedial measures for anticompetitive mergers
in high innovation markets.

(9)

The complexity of mergers in high innovation sectors may require
rethinking the merger review process (i.e. strict time limits),
increasing sector specific expertise in competition authorities, and
taking pro-active steps to prepare for mergers in high innovation
markets.
These points were especially stressed by the Netherlands. As a
result of working with various regulatory bodies, the Netherlands
Competition Authority was much better prepared to expeditiously
review two high profile mergers in innovation intensive sectors.
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