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I. Introduction  

The Canadian Competition Bureau (“Bureau”) has invited public comments on whether 
to revise the current Merger Enforcement Guidelines (“MEGs”) that were issued by the Bureau 
in September 2004.1  Specifically, the Bureau has requested comments as to whether the MEGs 
could be revised to more accurately reflect current merger review practices and to incorporate 
economic and legal developments since 2004.2   
 

In general, we believe the MEGs do a good job of providing guidance to businesses and 
antitrust practitioners on the Bureau’s analytical approach to merger analysis.  One area in which 
the MEGs could be clarified is with respect to dynamic competition, particularly industries 
characterized by innovation and technological change.  While the MEGs make reference to 
innovation and technology in numerous sections, the approach to merger analysis described in 
the MEGs and used by the Bureau in practice is largely a static framework for evaluating 
competition.  The nature of competition in industries characterized by innovation and 
technological change is often not well captured in a static analysis.  Clarifying how and when the 
Bureau evaluates the dynamics of an industry in its analytical approach to merger review will 
provide additional useful guidance to businesses and antitrust practitioners.   

 

                                                 
∗ The authors are economists and Vice Presidents at NERA Economic Consulting. The views expressed are the 

authors’ alone and do not necessarily reflect the views of others at NERA. 
1 The MEGs are available at http://www.competitionbureau.gc.ca/eic/site/cb-bc.nsf/eng/01245.html. 
2 The topics identified by the Bureau for discussion are available at http://www.competitionbureau.gc.ca/eic/site/cb-

bc.nsf/eng/03296.html (herein “MEG Discussion Topics”). 
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II. Dynamic Competition in Industries Characterized by Innovation 
and Technological Change 

A. Entry Is an Important Component of Industries Characterized by 
Innovation and Technological Change 

Entry is an important component of the competitive process.  For this reason, it makes 
sense for merger analysis to consider the potential for entry to maintain competitive conditions 
post-transaction.  For entry to be sufficient to discipline supra-competitive pricing post-merger, 
the entrant does not need to have the scale and strength of one of the merging firms.  Rather, 
from an economic perspective, entry is sufficient if the scale of entry would be such that prices 
would remain at pre-merger levels post-transaction.  Because entry is an important component of 
industries characterized by innovation and technological change, it would be helpful to clarify 
certain aspects of the MEGs. 

First, the MEGs suggest that actual historical patterns of entry are particularly 
informative as to the likelihood of entry.  As stated in the MEGs, a “history of entry into and exit 
from a particular market provides insight into the likelihood of entry occurring in a timely 
manner and on a sufficient scale to counteract an exercise of market power by a merged entity.”3  
In nascent industries, however, such a historical pattern of entry may not be available.  Often a 
number of technologies may be under development simultaneously, each having the potential to 
offer consumers new or improved substitutes for the products in the relevant market on a going-
forward basis.  In the absence of a demonstrable pattern of actual entry, in industries facing rapid 
developments in technology and product innovation, it would be helpful to clarify how the 
Bureau evaluates the likelihood of entry.   

Second, the Bureau currently employs a two-year time horizon, starting from the time in 
which market power could be exercised post-merger, for evaluating which factors, including 
entry, could have a constraining influence on post-merger prices.4  The MEGs also suggest that 
the Bureau evaluates the effectiveness of entry based, at least in part, on changes in an 
incumbent’s market share.5  It can be difficult to predict with accuracy the time horizon for 
innovations coming to fruition and/or commercialization.  Furthermore, in industries 
experiencing innovation and technological change, anticipated future entry may discipline 
current prices even in the absence of actual evidence of lost sales and/or market share.  For these 
reasons, it makes sense to eliminate the requirements that entry take place within a two-year time 
horizon and that the effectiveness of entry in disciplining prices post-merger be evaluated based 
on changes in market share.   

Third, the MEGs identify the Hypothetical Monopolist Test as the analytical approach 
employed to define the relevant market.6  The Hypothetical Monopolist Test asks whether a 
                                                 
3 See MEGs, supra note 1, at paragraph 6.5. 
4 See MEGs, supra note 1, at footnote 79. 
5 See MEGs, supra note 1, at paragraph 2.14 and 6.3. 
6 See MEGs, supra note 1, at paragraph 3.4 and 3.5. 
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hypothetical monopolist over a candidate set of products would be able to profitably impose a 
significant non-transitory increase in price.  If so, then the set of products satisfies the test and 
thus constitute a relevant market.  On the other hand, if a sufficient number of customers would 
switch to other products outside that candidate relevant market causing the price increase not to 
be profitable, then the group of products does not constitute a relevant market.  A key component 
of the Hypothetical Monopolist Test is whether the price increase would be profitable.  In 
industries characterized by innovation and technological change, it can be important to 
distinguish between short-run profits and long-run profits, particularly if current prices reflect a 
penetration pricing strategy.  By pricing below short-run profit maximizing levels, the firm 
expects to grow demand in future periods, thereby maximizing long-run profits.  In other words, 
the firm trades off lower profits in the current period for higher profits in the future.  The 
Hypothetical Monopolist Test is typically implemented from a static perspective, looking only at 
the effect on current profits not on long-run profits.  In situations in which there is a dynamic 
component to demand (e.g., quantity sold today affects quantity sold tomorrow), implementing 
the Hypothetical Monopolist Test from the perspective of current profits ignores the cost 
associated with raising prices, namely lost profits in the future.7  In industries for which there is a 
dynamic component to demand or supply, it would be helpful to clarify the importance of the 
trade-off between current profits and long-run profits when implementing the Hypothetical 
Monopolist Test.   

B. Market Shares and Concentration Statistics Based on Current and/or 
Historical Information Are Not Useful Metrics in Industries that Are 
Evolving Rapidly 

The MEGs identify market share and concentration thresholds for which the Bureau 
believes a merger is unlikely to have adverse competitive effects.8  As well, the MEGs indicate 
that the Bureau relies on market shares and concentration statistics to inform their competitive 
effects analysis.  Businesses and antitrust practitioners rely on these thresholds when providing 
advice related to a contemplated transaction. 

 
To provide better guidance to businesses and antitrust practitioners, it would be useful to 

clarify how the Bureau relies on shares and concentration statistics in industries involving 
innovation and technological change.  For example, in industries characterized by innovation and 
technological change, market shares and concentration statistics based on current and/or 
historical information are unlikely to be a useful predictor of market shares and concentration in 
the future or a useful predictor of competitive effects post-transaction.9   In these types of 
industries, new products enter causing other products (or firms) to decline in competitive 
significance, or even exit.  When such dynamism is present, high current shares may not be 
correlated with similarly high shares post-transaction.  For this reason, in industries characterized 

                                                 
7 Similarly, dynamic issues are important in industries in which learning by doing is prevalent because, in these 

settings, future costs depend on current output levels.  
8 See MEGs, supra note 1, at paragraph 4.12. 
9 Market shares and concentration statistics may not be a useful indicator of shares and concentration in the future in 

other types of industries as well (e.g., bidding markets). 
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by innovation and technological change, current and/or historical market shares and 
concentration statistics are likely to be poor proxies for future competitiveness.   

 
Relatedly, the MEGs state that “[m]arket shares are calculated for all sellers who have 

been identified as participants in the relevant market.”10  In some situations, including industries 
characterized by innovation and technological change, participants in the relevant market may 
include firms expected to bring new products to the market as well as those firms “that would 
begin selling relevant products if price rose by five per cent.”11  In these situations, at a snapshot 
in time, some participants in the relevant market may appear to have small existing shares, or 
even shares equal to zero, but nevertheless provide a significant competitive constraint on the 
parties to the proposed transaction going forward.   

Finally, to the extent that the MEGs continue to rely on current or historical market 
shares and concentration as predictors of market shares and concentration in the future, it makes 
sense to use an appropriate base over which to calculate shares.  The MEGs indicate the Bureau 
may rely on a variety of measures to calculate market shares.12  In industries characterized by 
innovation and technological change, it can be particularly important to identify the appropriate 
measure of sales. For example, when products are durable and technological change is taking 
place, new sales rather than the installed base may be a better measure of current and future 
competition.  At best, the installed base is a metric for historical competition and thus is unlikely 
to be a useful metric for competition on a going-forward basis.   

C. When Possible, Quantifiable Evidence of Dynamic Efficiencies, Not 
Just Qualitative Evidence, Should be Considered    

The MEGs, at section 8, describe the efficiency exception, including the trade-off made 
between the pro-competitive efficiencies resulting from a transaction and any anti-competitive 
effects resulting from the transaction.  Dynamic efficiencies are explicitly recognized as one of 
the “categories of efficiency that are relevant to the trade-off analysis in merger review.”13  The 
MEGs define dynamic efficiencies as “the optimal introduction of new products and production 
processes over time.”14  While the MEGs state that the benefits from productive efficiencies (e.g., 
variable and fixed cost savings) can be quantified, the MEGs state that any benefits from 
dynamic efficiencies are “generally considered from a qualitative perspective”15 due to 
difficulties in quantifying dynamic efficiencies.  

 
Although in certain situations it may be difficult to quantify the benefits associated with 

merger-specific dynamic efficiencies, considering dynamic efficiencies from a qualitative 
perspective is likely to result in less weight being given to such efficiencies.  Indeed, in some 
                                                 
10 See MEGs, supra note 1, at paragraph 4.5. 
11 See MEGs, supra note 1, at paragraph 4.1. 
12 See MEGs, supra note 1, at paragraph 4.6. 
13 See MEGs, supra note 1, at paragraph 8.3. 
14 Id. 
15 See MEGs, supra note 1, at paragraphs 8.12 and 8.15. 
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cases, it may in fact be possible to calculate the benefits associated with dynamic efficiencies, 
thus putting dynamic efficiencies on the same footing as quantifiable productive efficiencies.   

 
Although the economic literature provides much more guidance related to the 

implications of static efficiencies than dynamic efficiencies, recent advances in dynamic models 
of industry competition suggest that a quantitative analysis of dynamic efficiencies is likely to be 
possible in certain cases.  The results from such an analysis would provide an informative 
supplement to a review of normal course of business documents and strategic plans for evidence 
on the validity of dynamic efficiencies.  Indeed, in many cases, it will be critically important to 
understand how a merger affects incentives for investment, as well as for entry and exit.   

 
With respect to dynamic issues in general, and dynamic efficiencies in particular, 

economic theory shows that a merger can change a company’s incentives to invest in capacity or 
new technologies and products.  Recent developments in the analysis and computation of 
dynamic models provide methods for evaluating the dynamic implications of a merger.  While 
full-blown estimation of dynamic equilibrium models remains challenging, estimates of key 
economic parameters, such as demand elasticities and marginal costs, can be calculated based on 
static models and then used to simulate the dynamic effects of a proposed merger.  

 
The framework developed in work by Ericson and Pakes (1995) has been used by several 

researchers to develop algorithms to estimate key parameters of dynamic games and to compute 
the implications of oligopoly models. 16  This framework holds the potential for evaluating the 
impact of mergers on industry dynamics and consumer welfare.  For example, the Ericson and 
Pakes (1995) framework accommodates changes in firm-level efficiency as a function of 
investments in R&D and the outcome of investment decisions by rivals.  Thus, the Ericson and 
Pakes (1995) model provides a potential framework for evaluating dynamic efficiencies by 
analyzing how the proposed merger might affect optimal investment decisions.  

 
In addition, Bajari, Benkard, and Levin (2007) develop an algorithm for estimating 

dynamic models, including the model developed in Ericson and Pakes (1995).17  They show that 
the algorithm is relatively easy to implement and present Monte Carlo results that show that the 
algorithm performs well even on relatively small datasets.  More recently, Ryan (2010) uses the 
Bajari, Benkard, and Levin (2007) algorithm to evaluate the welfare impact of environmental 
regulation on the U.S. Portland cement industry.  Ryan (2010) shows that the dynamic model 
captures welfare effects that would have been missed in a simple static approach.18  This growing 
body of work on estimating and computing dynamic oligopoly models demonstrates the 
feasibility of evaluating quantitatively the dynamic implications of mergers generally and of 
dynamic efficiencies more specifically.  Moreover, the academic literature shows that taking 

                                                 
16  See Ericson, R. and A. Pakes (1995): “Markov Perfect Industry Dynamics: A Framework for Empirical Work,” 

Review of Economic Studies, 62(1), pp. 53-82. 
17  See Patrick Bajari, P., C. L. Benkard, and J. Levin: (2007), “Estimating Dynamic Models of Imperfect 

Competition,” Econometrica, 75(5), 1331–1370. 
18  See Ryan, S. (2010): “The Costs of Environmental Regulation in a Concentrated Industry,” MIT Working Paper, 

August 2010.  



 Bailey_Olley Comments on Potential Revisions 
to the Canadian MEGs, December 30, 2010 

 

 
 

 
 

6
 

account of changing incentives in a dynamic model can lead to different welfare implications 
than those implied by simple static models.   
 

Given the importance of efficiencies to the antitrust review process in Canada and the 
importance of dynamic efficiencies to transactions in industries with rapidly evolving 
technologies and products, it is important to provide clear guidance on the role of dynamic 
efficiencies in the MEGs.  

 

III. Conclusion 

We believe that revising the MEGs to more accurately reflect current merger review 
practices and to incorporate economic and legal developments since 2004 is a worthy endeavor.  
We appreciate the opportunity to provide comments to the Bureau on clarifications that would 
enhance the ability of the MEGs to provide clear guidance to businesses and antitrust 
practitioners on the Bureau’s analytical approach to merger analysis.   


