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Thank you for the opportunity to speak with you today. The health care industry 

represents a continuing challenge to antitrust enforcement. Dynamic changes are occurring: the 

rise of managed care programs, innovative cooperative provider arrangements, and the evolving 

relationship between third-party insurers and providers. The pharmaceutical industry is also 

evolving. Some believe the largest manufacturers will continu_e to consolidate and emphasize 

downstream integration, while research may move more and more to a boutique setting. All of 

these changes offer the opportunity to provide better health care to more Americans Evaluating 

mergers in such dynamic and innovative markets challenges traditional antitrust theory. 

Now, as to the two particular areas where the Commission tries to understand the nature 

of dynamic and innovative markets: "vertical mergers" and "innovation markets. "2 Some have 

questioned whether these concepts are sufficiently developed as a matter of antitrust theory 3 I 

am not here to debate theory. One point I hope to make today is that where the Federal Trade 

Commission has challenged vertical mergers or transactions in innovation markets, the antitrust 

analysis was driven by the factual evidence presented. My advice to those who would posit broad 

theoretical generalizations -- be they pro- or anti-enforcement -- is that they would do best to 

support their analysis with a healthy dose of marketplace reality. Antitrust analysis must always 

remain theory driven by facts, particularly in dynamic and innovative markets. 

2 Innovation market analysis involves analysis of research and development of innovation 
as separate and apart from a market for currently-existing goods or technology. ~ generally 
"U.S. Department of Justice Guidelines for Licensing and Acquisition of Intellectual 
Property," § 3.2.3 (Issued for public comment Aug. 8, 1994) (hereafter "Draft Intellectual 
Property Guidelines"). 

3 Se.e, ~.g., Scott A. Stempel, "Government Shows Increasing Concern with Vertical 
.Mergers," Antitmst 17 (Fall1994); Robert P. Taylor, "Pilkington, Microsoft, and S.C. 
Johnson Signal a Policy Shift at DOJ, • Antitrust 23, 27 (Fall 1994). 



) 
Vertical Merger Enforcement 

Vertical integrations are usually mergers of noncompeting companies where one's product 

is a necessary component of the other's. Such mergers can achieve procompetitive efficiency 

benefits. Vertical integration can lower transaction costs, lead to synergistic improvements in 

design, production and distribution of the final output produc~ and thus enhance competition. 

Consequently, many vertical arrangements raise few competitive concerns. 

However, as reflected in the 1984 Merger Guidelines, 4 some vertical acquisitions can be 

anticompetitive. The challenge for antitrust enforcement is to identify these anticompetitive 

transactions. 

Vertical mergers or integrations may be anticompetitive in several ways. First, an industr\' 

can become so highly vertically integrated that "two level" entry becomes necesc;ary -- that is, an 

entrant into either the downstream or upstream markets finds it necessary to enter Q.Q1h markets. 

If such two-level entry is more risky, difficult or time-consuming than entry into one of the 

4 U.S. Department of Justice, Mer~er Guidelines, 4 Trade Reg. Rep. (CCH) , 13,103 
(1984) (hereinafter 1984 Merger Guidelines). Although the 1992 Horizontal Merger 
Guidelines [U.S. Department of Justice and Federal Trade Commission, Horizontal Mer~er 
Guidelines 1992, reprinted jo 4 Trade Reg. Rep. (CCH) , 13, 104], jointly issued by the 
Commission and the Department of Justice, supersede the 1984 Merger Guidelines with 
respect to horizontal mergers, the provisions in the 1984 Merger Guidelines regarding non
horizontal mergers have not been superseded by the 1992 Guidelines. 
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markets alone, a merger that increases vertical integration could incre2se barriers to entry and 

thus be anti competitive.$ 

Second, the 1984 Merger Guidelines also recognize the possibility that a vertical merger 

could foreclose a competitor in the downstream market from purchasing needed supplies: that is, 

that the merged firm could use its position as a supplier to disadvantage unintegrated competitors 

and thereby cause competitive harm, either by restricting supplies or increasing prices. 6 

Third, a vertical merger can facilitate collusion in either the downstream or upstream 

market. Acquisition of a supplier by a purchaser may create opportunities to inappropriately 

monitor the upstream supplier's competition.7 Or a vertical merger may involve the purchase of a 

particularly disruptive downstream buyer. 1 By eliminating a buyer who played one upstream firm 

off of another, such a merger may facilitate collusion in the upstream market. 

Theorists have sought to refine the conditions under which a vertical merger may be 

anti competitive. Professors Riordan and Salop have developed theories of "raising rivals' costs," 

5 1984 Merger Guidelines § 4.21. One reason why two-level entry might be costlier is 
that the minimum efficient scale for two-level entry is different than for one-level entry, which 
may force the entrant to enter at a much larger scale than it would otherwise. Another is that 
potential entrants may be less efficient at one stage of production than another. 

6 1984 Merger Guidelines § 4.212 n.31. 

7 1984 Merger Guidelines § 4.221. 

8 1984 Merger Guidelines § 4.222. 
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where an integrated company may increase the costs of its rivals in either the upstream or 

downstream market.9 One concern about the "raisina riyals' costs" theory is that hann to 

competitors does not alwavs result in bann to competition itself that is it may not adverselv 

affect consumer welfare. However, the cornerstone of antitrust law is "the protection of 

competition, not competitors." 10 Thus even in a raising rival's. cost theory, a showing of likely 

consumer injury should be required before a vertical merger is challenged -- that is, a likely 

increase in quality-adjusted price or likely decrease in output. 11 

With some commentators questioning the validity of raising rivals' costs theories, 1: some 

antitrust enforcers believe it is premature to proceed with enforcement based on relatively novel 

theories. However, the statutes that we operate under do not allow us to take a "wait-and-see" 

approach. The heart of the Clayton Act is the statutory mandate to halt potentially 

anticompetitive practices and mergers in their incipiency. 13 Once a merger has occurred, it is 

difficult, if not impossible, to unscramble the eggs and undo the effects of the merger. The statute 

speaks of probabilities: it asks us to examine whether the acquisition's effect "may be substantially 

9 Michael H. Riordan and Steven C. Salop, "Evaluating Vertical Mergers: A Post-Chicago 
Approach," 63 Antitrust L.J. 513 (1995). ~ al.s.a Thomas G. Krattenmaker & Steven C. 
Salop, "Anticompetitive Exclusion: Raising Rivals' Costs to Achieve Power Over Price," 96 
Yale L.J. 209 (1986). 

10 Brown Shoe Co, v. United States, 370 U.S. 294, 320 (1962). 

11 Riordan & Salop, .5.llllia n.9, at 548-50. 

12 Timothy Brennan, "Understanding Raising Rivals' Costs," 33 Antitrust Bull. 95 (1988). 

13 Coca-Cola Co., D-9207, slip op. at 6, n.ll, & 7-8 (June 13, 1994), petition for revjew 
.fi..kd (D.C. Cir. Aug. 26, 1994). 
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