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European Commission, Report on Competition Policy 2015 

 

 

 

 

 

 

 

Commissioner Vestager, speech titled: Competition: the mother of invention, 18 April 2016 

 

 

 

 

 

 

 

 

 

 

 

 

 

INNOVATION CONCERNS ARE INCREASINGLY EXPRESSED BY 
AUTHORITIES… 

“ Competitive pressure creates incentives for firms to invest, becoming more 
efficient, developing new technologies and creating better products. Enabling more 
effective competition helps stimulate investment by keeping markets open and 
ensuring that action is taken if a market leader abuses its position to prevent its 
competitors from growing and innovating.  

“ …protecting innovation is important in our merger policy. So important, in fact, that 
we’re considering whether to change our rules to do it more effectively. 
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…AND THIS IS CRYSTALLISED IN CONCERNS BEING RAISED IN 
MERGER REVIEWS…  

‘Hard drives are the backbone 
of the digital economy. The 
sector has already experienced 
significant consolidation and 
the proposed acquisitions will 
further reduce competition. 
The Commission will carefully 
examine if effective 
competition is preserved and 
innovation encouraged.’ 

‘The Commission is 
concerned that a reduction 
of the number of 
competitors could reduce 
the incentive to innovate, 
especially given that 
Halliburton and Baker 
Hughes currently compete 
fiercely with each other in 
developing new products.’ 
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…AND A POTENTIALLY NOVEL THEORY OF HARM 

‘The merger [between Dow and 
DuPont] would have reduced 
innovation. […] The transaction 
would have had a significant 
impact on innovation 
competition by […] removing 
the parties' incentives to 
develop and bring to market 
new pesticides.’ 
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The economics of competition 
and innovation 
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1. The ‘firms with small profits are innovators’ theory – also known as the Arrow view 

 

 

CONCENTRATION AND INNOVATION: EARLY THEORY 

Do not have large 
profits to erode 

Characteristics that are 
conducive to 
innovation: business 
model, less 
bureaucracy, etc 

Market power reduces 
the incentive to 

innovate so 
concentration should 

be a concern 

Less likely to be 
able to raise the 
capital required to 
innovate 

Kenneth Arrow (1962) “Economic 
Welfare and the Allocation of 
Resources to Invention” in The Rate 
and Direction of Inventive Activity: 
Economic and Social Factors, 
Princeton University Press. 
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2. The ‘firms with large profits are innovators’ theory – also known as the ‘Schumpeterian’ view 

 

 

CONCENTRATION AND INNOVATION: EARLY THEORY 

Temporary market 
power gives the 
incentive to innovate 

Can afford to suffer 
losses on some 
products in a portfolio 
of products 

Concentration will be 
fleeting, so don’t be 
concerned about it 

Innovator suffers 
profit erosion on 
existing products 

Joseph Schumpeter (1942) 
Capitalism, Socialism and 
Democracy. New York: Harper 
& Brothers. 
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3. The ‘inverted U-shape’ theory – Aghion et al. (2005) 

 In this model innovation is driven by the difference between pre-innovation profits and post-innovation profits 

 They find an “inverse U-shape” relationship between competition and innovation (using patent data for LSE-listed 
firms) – and construct a theoretical model which shows the same pattern 

 

 

 

 

 

 

 

 

 

 

TOWARDS A SYNTHESIS? 

Concentration is low; profits 
are low 

Concentration is high; profits 
are high 

Innovation rate 

Degree of concentration  
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 It is a common statement both in academia and by practitioners that competition has ambiguous effects on 
innovation 

 

 Shapiro has argued that such statements are not correct in the merger policy context – his view is that some of the 
models which appear inconsistent with one another are in fact compatible 

 

 Instead there should be a rebuttable presumption that a merger of two firms who are important, direct R&D rivals in 
a given industry is likely to reduce innovation when set against the counterfactual 

 

 Shapiro offers three principles to test whether a merger is likely to raise innovation concerns: 

 Contestability 

 Appropriability 

 Synergies 

 

SHAPIRO’S CRITIQUE 

Carl Shapiro (2011) “Competition and 
Innovation: Did Arrow Hit the Bull's 
Eye?” in The rate and direction of 
inventive activity revisited, University of 
Chicago Press. 
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CONTESTABILITY 

Product A 

New product 
‘C’ 

Product B 

Captures sales from Product B Cannibalises own sales of 
Product A 

Contestability asks the question: Does the innovation cannibalise sales from the other merger party? 
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APPROPRIABILITY 

Product A 

New product 
‘C’ 

Product B 

New Product 
‘D’ 

Appropriability asks the question: Does post-innovation competition significantly reduce post –innovation profits? 
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SYNERGIES 
 

Firm A Firm B 

New product 
A/B 

Synergies asks the question: Does the merger bring together complementary assets? 
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Shapiro’s paper has been influential in antitrust authorities 

 Shapiro convincingly argues against misapplications of a broad-brush statement 
about competition and innovation, such as in Genzyme/Novazyme (FTC) 

 

But, there is still no consensus in economics as to the relationship between 
competition and innovation 

 Other papers find ambiguous relationships between competition and innovation 

 Shapiro’s model is simple and static: 

– Possibly most suited to a simple pipeline overlap – e.g. in Genzyme/Novazyme transaction 

– No consideration of dynamics, continual innovation, or reaction to rivals’ R&D efforts 

 

 ….And the Commission is developing its own ideas 

A CONSENSUS? 
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The EC’s approach 
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The ‘inverted-u’ theory… 

 

 

 

 

 

 

 

…and the ‘Shapiro synthesis’ 

 

 

 

EU merger control and innovation, Competition Policy Brief, April 2016 

 

 

 

 

 

 

DG COMP’S EVOLVING THINKING 

“ In markets where innovation is an important competitive force, a merger may increase the 
firms' ability and incentive to bring new innovations to the market and, thereby, the 
competitive pressure on rivals to innovate in that market. Alternatively, effective 
competition may be significantly impeded by a merger between two important innovators, 
for instance between two companies with ‘pipeline’ products related to a specific product 
market. 

Guidelines on the assessment of horizontal mergers under the Council Regulation on the control of 
concentrations between undertakings  

“ The EU legal framework for merger control fits well with the economic principles of 
contestability, appropriability and synergies. 
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TWO TYPES OF CONCERNS 

Wider or more 
general concerns 
about innovation 

or R&D 

Pipeline products 
Commission’s framework is well-established and has been used in a 
number of cases 
For example: Novartis/GSK Oncology 

Commission has been much less systematic 
 “Add-on concern” (e.g. in Halliburton/Baker Hughes) or not 

developed beyond a hypothesis (e.g. in GSK/Novartis Vaccines & 
Consumer Health) 

 Internal documents and market test rather than data analysis 
 … but some consideration of cannibalisation and of Parties’ 

analyses (e.g. in Seagate/Samsung, DB/NYSE) 
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 The Commission found a “significant impact on innovation competition” both in pipeline 
products, and more widely in pesticides 

 The decision applies a framework consisting of four elements: 

 

 

 

 

 

 

 

 

 

 Evidence from patent analysis and internal documents 

 Remedies: divestment of a significant part of DuPont’s existing pesticide business, including its 
R&D organisation, to FMC 

DOW/DUPONT: SETTING A PRECEDENT? 

Innovation 
competition 

Lower incentive to introduce an innovation post-
transaction due to cannibalisation of own sales 

“Contestability” (including 
“cannibalisation”) 

Product 
market 

competition 

Lower incentive because of lower pre-innovation 
competition 
Greater incentive because of lower post-innovation 
competition 

“Contestability (“Arrow 
replacement effect” vs.  
“Schumpeter effect”) 

Appropriability Incentive depends on imitation/technological spillover “Appropriability” 

Efficiencies Greater incentive  “Synergies” 
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 Implications for: 

– Other industries in which R&D or innovation is important 

– Industries in which investments are important 

 

 Despite the clarification on the Commission’s stance offered by Dow/DuPont, the debate on 
the underlying economics and the appropriate threshold for intervention is set to continue 

 

IMPLICATIONS 
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