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Assessing Unfair Pricing Under China’s Anti-Monopoly Law for Innovation-Intensive Industries

BY DAVID S. EVANS, VANESSA YANHUA ZHANG, & XINZHU ZHANG1 

China, like a number of other antitrust jurisdictions, has a law concerning unfair pricing.  !is article 
develops an economic framework for applying the unfair pricing law in China. !e framework draws on the 
experience of courts and competition authorities in other jurisdictions and the writings of various commentators, 
particularly economists, on unfair pricing in those jurisdictions. It shows that virtually all jurisdictions have decided 
to consider unfair pricing claims only in exceptional circumstances, and rarely, if ever, in innovation-intensive 
industries. For those cases that pass this screen and receive consideration, the courts and competition authorities then, 
under the leading test, insist on substantial evidence that the price is signi"cantly higher than cost and is unfair 
given the value provided to the buyer.  !is article shows that the exceptional circumstances screen and the rigorous 
unfair pricing test are motivated by a recognition, supported by substantial empirical evidence, that successful "rms 
must have the assurance of receiving signi"cant rewards to induce them to invest time and capital in highly risky 
innovation that is the source of economic growth and welfare. It concludes by showing that this approach is consistent 
with modern Chinese economic policy.

I.  INTRODUCTION

Article 17(1) of China’s Anti-Monopoly Law (“AML”) prohibits dominant !rms from “selling commodities 
at unfairly high prices or buying commodities at unfairly low prices.”2 Many jurisdictions have similar laws. 
"e European Union, for example, prohibits dominant !rms from “imposing unfair purchase or selling 
prices.”3 As a result there is an extensive body of decisions by courts and regulatory authorities that the 

National Development and Reform Commission (“NDRC”) 
and courts in China can draw on in considering how to shape 
the application of Article 17 in China. In addition, the United 
States, Canada, Australia, and many other jurisdictions have 
chosen not to adopt unfair pricing laws. "eir reasons for not 
doing so are informative as well.

 Many jurisdictions have found that the thorniest issues concerning pricing by dominant !rms arise 
in industries in which innovation is a signi!cant driver of !rm success and competitive dynamics. "ey have 
recognized that they must consider the impact of excessive pricing prohibitions on innovation. Moreover, 
economists have also found that determining whether prices are “too high” is a very complex question in 
innovation-intensive industries.

 "is article describes economic evidence that the NDRC and courts, as well as the parties before them, 
could consider in evaluating whether prices are too high under the AML and, in the case of the NDRC, to 
pursue an unfair pricing investigation in the !rst place.4 We focus on situations in which innovation has 
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been or continues to be an important element of the dynamic competitive process. We take a broad view of 
innovation. It always begins with human ingenuity but often entails taking considerable personal and !nancial 
risk. Some innovative industries tend to rely on using intellectual property rights to protect their e"orts. 
Others do not and sometimes cannot.

 Our analysis synthesizes the learning of courts, competition authorities, and economists that have 
considered unfair pricing and its relationship to innovation. It concludes that innovators take large risks ex 
ante because of the possibility for earning large rewards ex post. Robust involvement by antitrust regulators 
in adjudicating “unfair” or “excessive” prices can distort—or even eliminate—the very incentives that drive 
innovation to begin with. #is provides sound economic justi!cation for antitrust regulators’ traditional 
hesitation to interfere with the determination by markets of what constitutes a “fair” price.

 We recognize that, as China develops its approach to excessive pricing cases under the AML, it will 
need to take into account the particular circumstances of China.5 #ose circumstances support the application 
of the principles discussed above.

 China has moved rapidly since the late 1970s towards relying on a decentralized market mechanism to 
drive the economy forward and improve the lives of consumers. 
Reforms in the last three decades have created a surge of 
entrepreneurship and innovation in various sectors in China. 
#is includes entrepreneurs starting businesses, state-owned 
and private enterprises initiating innovation (encouraged and 
sponsored by the government), and foreign companies entering 
China and bringing in additional technology and know-how. 

#is has resulted in part from policies that enable entrepreneurs to secure rewards for the risks they take by 
allowing them to charge what the market will bear for their product. As a result, China has been one of the 
most dynamic market economies in the world. Innovation by Chinese companies has grown signi!cantly, and 
the Chinese economy is increasingly innovation-driven.6 

 In this environment the authorities have powerful reasons not to impose price regulation on 
innovation-intensive industries, since that would eliminate or reduce the incentive to innovate. In fact, 
recognizing this, China has, as a matter of government policy, decided to rely mainly on the market to 
determine prices and has, under the leadership of the NDRC, gradually eliminated most price regulation 
during the process of reforms. #is policy is particularly critical for innovation-intensive industries for 
which price regulation would distort economic e$ciency and eliminate or reduce the incentives to innovate, 
incentives which have been responsible for rapid economic growth in the past thirty years. #erefore, the 
speci!c situation in China implies that it should act consistently with international norms in rarely, if ever, 
using unfair pricing laws to impose price caps on !rms in innovation-intensive industries.7 

 #e article is organized as follows:

THE SPECIFIC SITUATION IN CHINA 
IMPLIES THAT IT SHOULD ACT 
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NORMS IN RARELY, IF EVER, USING 
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INTENSIVE INDUSTRIES
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 Section II describes the role of unfair pricing in competition policy in jurisdictions around the world. 
It shows that antitrust authorities, including all major ones, rarely, if ever, initiate unfair pricing cases and that 
the courts impose very stringent tests for the few unfair pricing cases that reach them. One of the authorities’ 
primary concerns in adopting this approach is that regulating prices of dominant !rms discourages the 
innovation and risk taking that is the key to economic progress.

 Section III presents the economic rationales for competition authorities and courts taking this 
extremely cautious approach towards pricing by dominant !rms. It documents the critical role of new 
products and technologies in economic growth. It shows that most of the !rms which try to create new 
products and technologies fail and that limiting the rewards to the few entrepreneurs who succeed at 
innovation ex post reduces the number of entrepreneurs 
who make risky investments ex ante. Limiting the 
returns of the winners thereby depresses the "ow of 
new products and technologies and slows economic progress.

 Section IV summarizes the two-part test for unfair pricing that has been adopted by the European 
Union and other jurisdictions. #e !rst prong considers whether a price is high in the sense that it enables 
the seller to earn a supra-competitive pro!t. If it does, then the second prong considers whether a price is 
high relative to the value provided to the buyer. #e courts and competition authorities have recognized that 
developing evidence for both prongs of the test entails many di$culties. #is section shows that it is much 
more di$cult to assess unfair pricing in innovation-intensive industries, thereby providing another signi!cant 
reason for taking an extremely cautious approach towards claiming unfair pricing by dominant !rms in these 
industries.

 Section V presents an economic framework for assessing excessive pricing claims in innovation-
intensive industries in China. It suggests that the unfair pricing regulations8 already adopted by the NDRC 
encompass many pricing practices that are common in competitive markets and ultimately good for 
consumers, but that the NDRC should consider a more targeted approach similar to that used in other 
jurisdictions. As a special case it considers industries in which intellectual property rights are important. It 
argues that interventions in the context of excessive pricing concerning intellectual property should be limited 
to situations in which a dominant !rm uses intellectual property rights to eliminate or exclude competition, as 
required under Article 55 of the AML.

 Section VI presents brief conclusions.

II.  THE ROLE OF UNFAIR PRICING IN COMPETITION POLICY

We consider the European Union !rst. It has the most well-developed body of law on unfair pricing by dominant 
!rms. #e law itself is more than half a century old. #e European Court of Justice issued a seminal decision in 
1978 that has in"uenced the decisional practice and court cases at the European Commission and at national 

THE EUROPEAN UNION HAS DEVELOPED 
A NOTABLY CAUTIOUS APPROACH TO 
UNFAIR PRICING CLAIMS.
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competition authorities. We then turn to the United States that, at more than 120 years, has one of the longest 
histories of antitrust enforcement. We conclude with a summary of a survey of 24 jurisdictions that participated 
in the OECD Roundtable concerning excessive pricing laws in 2011.9  

A.  European Union

!e European Union has developed a notably cautious approach to unfair pricing claims. !e 1957 Treaty 
of Rome, which is the original constitutional basis for the European Union, prohibited dominant "rms from 
engaging in what are now termed “exclusionary abuses,” such as exclusive dealing, predatory pricing, and 
tying. It also prohibited them from engaging in “exploitative abuses,” such as unfair pricing and the imposition 
of unfair trading conditions.10 At the time, few countries outside of the United States, Australia, and Canada 
had antitrust laws.11  None of those countries prohibited unfair pricing and other exploitative abuses by 
dominant "rms.12 

 !e European Commission decided to use its powers to regulate unfair pricing sparingly. By the early 
1970s the European Commission had made it clear that “measures to halt the abuse of dominant position 
cannot be converted into systematic monitoring of prices.”13 !e Commission was more explicit in 1994. It 
indicated that:

!e existence of a dominant position is not itself against the rules of competition. 
Consumers can su#er from a dominant "rm exploiting this position, the most likely 
way being through prices higher than would be found if the market were subject 
to e#ective competition. However, the Commission in its decision-making practice 
does not normally control or condemn the high level of prices as such.14

  Instead, the Commission said it would focus on regulating practices against competitors or new 
entrants taken by the dominant "rm to preserve its position.15 !e Commission explained its reasoning in a 
2011 submission to the OECD:16

 
It is nonetheless important to recognise that high pro"ts may often be the result 
of superior innovation and risk taking, which should not be penalised as this 
would work as a disincentive to innovate and invest…. [T]his does not mean that 
intervention against exploitative conduct should necessarily be totally excluded 
but it indicates that it may be better to tilt the balance in favour of addressing 
exclusionary conduct.

 In the nearly 60 years since the adoption of a European competition law, the European Commission 
has held to this policy and brought few excessive pricing cases. 
It has reached only six formal decisions concerning excessive 
pricing between 1957 and 2013, barely one per decade.17 By 
way of comparison, the Commission had reached 50 decisions 
concerning abuse of dominance by 2004.18

THE EUROPEAN COURTS HAVE ALSO 
TAKEN A SKEPTICAL VIEW OF THE FEW 

UNFAIR PRICING CASES THAT THEY HAVE 
REVIEWED
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 !e European courts have also taken a skeptical view of the few unfair pricing cases that they have 
reviewed. According to Motta & de Streel (2007), the European courts had rendered opinions in about 15 
cases as of the mid-2000s.19 !ey note that most of these cases involved unfair prices that resulted in the 
exclusion of competitors and the remainder involved "rms, such as the post o#ce, which had legal monopolies 
or were dominant "rms in regulated industries such as energy.20 
!e only case in which the European courts rendered an 
opinion on an excessive pricing abuse that did not have an 
associated exclusionary abuse and in which the "rm did not 
have a legal or regulated monopoly was United Brands, in 
which the European Court of Justice found the Commission’s 
evidence lacking.21

 
 !is review shows that the European Commission has used its discretion in rarely reaching decisions 
that "nd the dominant "rms to have engaged in unfair pricing and that the European courts thus uphold 
unfair pricing decisions only in special situations.

B.  United States

Courts and antitrust authorities in the United States have gone even further than those of the European Union 
in seeking to protect market-driven innovation incentives from interference. !e antitrust laws of the United 
States do not have any provisions that would limit the prices which "rms with signi"cant market power could 
charge their customers. From their inception in the late 19th century, the U.S. antitrust laws have permitted 
"rms, including those with monopoly power, to charge prices that would enable them to earn signi"cant, 
including arguably supra-competitive, pro"ts.22 Writing in 1945 in U.S. v. Alcoa, Judge Learned Hand 
presented what has become the classic explanation for the U.S. approach.23 

[A] strong argument can be made that, although the result may expose the public 
to the evils of monopoly, the Act does not mean to condemn the resultant of those 
very forces which it is its prime object to foster: "nis opus coronat [the end crowns 
the work]. !e successful competitor, having been urged to compete, must not be 
turned upon when he wins.

 !e U.S. Supreme Court a#rmed this view in its decision in Verizon v. Trinko in 2004. Writing for the 
unanimous Court, Justice Scalia noted:24

 
!e opportunity to charge monopoly prices—at least for a short period—is what 
attracts “business acumen” in the "rst place; it induces risk taking that produces 
innovation and economic growth. To safeguard the incentive to innovate, the 
possession of monopoly power will not be found unlawful unless it is accompanied 
by an element of anticompetitive conduct.
 

 In summarizing the state of U.S. law on excessive pricing the U.S. Department of Justice in their 

LIMITING THE FREEDOM TO SET 
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HIGH-QUALITY, INNOVATIVE GOODS AT 
LOW PRICES
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submission to the OECD Roundtable noted:25 

U.S. antitrust law allows lawful monopolists, and a fortiori other market 
participants, to set their prices as high as they choose. !is central tenet of U.S. 
antitrust law is well supported by court decisions that have held, for example, that 
“[a] pristine monopolist…may charge as high a rate as the market will bear” and 
that “[a] natural monopolist that acquired and maintained its monopoly without 
excluding competitors by improper means is not guilty of ‘monopolizing’ in 
violation of the Sherman Act…and can therefore charge any price that it wants,…
for the antitrust laws are not a price-control statute or a public utility or common-
carrier rate-regulation statute.”

 According to the U.S. Department of Justice, “limiting the freedom to set prices may well con"ict with 
the underlying premise of antitrust policy, i.e. promoting a robust competitive process that produces high-
quality, innovative goods at low prices.” 26

C.  Other Jurisdictions

Other jurisdictions have adopted a similar skepticism towards excessive pricing theories. Twenty-three 
countries plus the supra-national European Union made submissions regarding their practices to the OECD 
in 2011.27 Four of those jurisdictions have competition laws that do not treat unfair pricing by dominant 
#rms as a possible abuse: Australia, Indonesia, Mexico, and the United States. Nineteen of those jurisdictions 
have competition laws that do treat unfair pricing by dominant #rms as a possible abuse. !ese include Brazil, 
Chile, India, Indonesia, Israel, Russia, South Korea, Switzerland, Chinese Taipei, and Turkey, as well as nine 
EU member states that apply EU law (Bulgaria, the Czech Republic, Denmark, Finland, Germany, Greece, 
Hungary, Lithuania, and the United Kingdom).

 All of the countries that have excessive pricing prohibitions appear to take an “exceptional 
circumstances” approach based on their submissions to the OECD. !ey bring few cases, and only in 

special circumstances.28 As the OECD notes, “In general, 
excessive price cases are conducted infrequently even within 
those jurisdictions that prohibit and enforce excessive price 
provisions.” Some, such as Brazil and India, have excessive 
pricing laws but have never brought a case.

III.  THE ECONOMIC BASIS FOR THE EXCEPTIONAL CIRCUMSTANCES SCREEN FOR 
UNFAIR PRICING

!ere is a consensus among jurisdictions around the world that competition laws should rarely, if ever, limit 
the prices that dominant #rms can charge their customers. Jurisdictions are reticent to use antitrust laws to 
impose price caps on dominant #rms, as we have seen from the quotes in the previous section, primarily 
because of the impact that this would have on the incentives for individuals and #rms to make the risky 
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investments of time and capital that are the source of innovation and, ultimately, economic growth. !ey are 
also hesitant because the determination of prices through market forces has empirically proved more e"cient 
than having the government set prices. All these concerns are heightened when it comes to innovation-
intensive industries and especially those involving intellectual property.

A.  Consumer Welfare; Static Competition Models Are Unreliable

Economists have developed a simpli#ed model to show how #rms would set their prices in a hypothetical 
perfectly competitive industry and ignoring any dynamic aspects of competition. !is model is sometimes 
cited as part of a justi#cation for regulating the prices of dominant #rms. It is therefore useful to explain 
this model and the assumptions behind it. As shown below, the model does not account for risk taking, 
innovation, and other dynamic behavior, which has rightly led competition authorities and courts to recognize 
that this elementary model does not provide a sound basis for the application of prohibitions on “excessive” or 
“unreasonably high” prices. 

 According to the basic textbook model, shown in Figure 1, consumers get the greatest welfare when 
#rms expand output to the point where price equals the marginal cost of production including a competitive 
rate of return. Welfare is measured by the large shaded triangle. In this basic model, competition generally 
drives #rms to produce and price at that level.
 

Figure 1

 
        

 
 Firms with signi#cant market power, however, can earn more pro#t by charging higher prices and 
producing less output. A monopoly, for example, would increase price and reduce output as shown in Figure 
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2. As a result consumers would pay more for a smaller amount of output (and therefore lose the area shown 
by C+D) and not get the QC-QM units of output that they valued by the amount shown by E. Under this 
simpli!ed model consumers lose the areas C+D+E.
 

Figure 2

 "is textbook model of competition provides an obvious, although highly simplistic, de!nition of an 
excessive price. It would imply that any price greater than marginal cost—the competitive level that maximizes 
consumer welfare—is excessive and unfair to consumers.29 If we could force dominant !rms to lower price to 
marginal cost then consumers would get more welfare in this simple static model—at least on the blackboard.

 Although this simpli!ed model is useful for teaching basic concepts, it is not properly applied to determine 
if prices are “excessive.” "at is because the emphasis on marginal cost fails to account for the critical reality that 
!rms assume costs and risks when jumping into the competitive fray. Pro!ts need to reward them for doing so 
and compensate for the !xed costs of setting up a business. As we document below, eliminating those pro!ts 
takes away the incentives that !rms have for participating in a battle that most will not survive. Market prices, 
moreover, are signals that other !rms consider when deciding 
whether to enter the market   —either because there is demand 
or because they can operate more e#ciently than existing !rms. 
Competition authorities have resisted employing a competition 
policy that would set prices through marginal-cost pricing for 
the same reasons that countries globally, including China, have 
moved from government to market-based price setting for 
virtually all goods and services.

COMPETITION AUTHORITIES HAVE 
RESISTED EMPLOYING A COMPETITION 
POLICY THAT WOULD SET PRICES 
THROUGH MARGINAL-COST PRICING 
FOR THE SAME REASONS THAT 
COUNTRIES GLOBALLY, INCLUDING 
CHINA, HAVE MOVED FROM 
GOVERNMENT TO MARKET-BASED PRICE 
SETTING FOR VIRTUALLY ALL GOODS 
AND SERVICES
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B.  Innovation, Rewards, and Economic Progress

!ere is considerable empirical economic support for this policy. First, there is substantial empirical evidence 
that economic progress and long-term social welfare are driven by innovation that leads to the creation of 
new products and services, new technologies that facilitate the introduction of new products and services, 
and the creation of more e"cient ways to produce goods and services.30 Second, there is substantial empirical 
evidence that this innovation results from dynamic competition in which most entrepreneurs, inventors, and 
#rms that try their hands at innovation fail to succeed.31 !ird, there is substantial empirical evidence that the 

process of innovation and dynamic competition that results in 
new products and technologies is driven by a reward structure 
in which the few that succeed get highly compensated and the 
preponderance that do not succeed get little, if anything.32

 
 !ese three empirical #ndings have an immediate implication for government policies towards prices 
in innovation-intensive industries.33 Interventions that reduce the prices innovators may charge for their new 
inventions have the e$ect of reducing the incentives to undertake risky investments in innovation. !ese 
interventions thereby slow economic progress and reduce long-term social welfare.

1.  New Products

!e most well-developed empirical work on the value of innovation concerns new products. We begin with 
the theory. Assume that a #rm creates a new product. Consider the extreme case in which the #rm has a 
monopoly over the new product. Figure 2, above, shows the standard monopoly pricing model in which, to 
maximize pro#t, the #rm produces out to the point where marginal revenue equals marginal cost and charges 
what the market will bear for this amount. Before the #rm introduced the new product, consumers obviously 
were not obtaining any consumer welfare from it. After the #rm introduces the new product, consumers 
obtain consumer surplus shown by the di$erence between what they are willing to pay and the price the 
monopoly charges. !at area is shaded in the diagram.

 Economists have done many studies of the value generated by new products. !ese studies take into 
account the fact that new products substitute in part for existing products. !ey calculate the net increase in 
consumer welfare after accounting for this substitution.

 !e classic study in this area examined the value created when General Mills, which had produced 
an oat-based cereal called Cheerios since 1941, introduced Apple Cinnamon Cheerios in 1988. As the name 
suggests, General Mills added apple and cinnamon %avoring to their basic cereal. Professor Jerry Hausman 
found through a careful econometric study that this “new product” generated $66.8 million per year of 
additional consumer value.34   Subsequent studies have found that other new products generate signi#cant 
consumer value.35

NEW TECHNOLOGIES ARE EXTREMELY 
VALUABLE BECAUSE THEY FACILITATE 
THE INTRODUCTION OF MANY NEW 

PRODUCTS
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 !ese empirical studies con"rm and quantify what is obvious from our experience with innovation 
in our daily lives. New products and services such as smart mobile phones, micro-blogging, e-commerce, and 
search engines have provided tremendous value. In China, these new products and services in information 
communications and technology industries have promoted industrial upgrading and transformation, helping 
China’s industrial structure change from labor-intensive to knowledge-intensive.36 

 New technologies are extremely valuable because they 
facilitate the introduction of many new products. Consider 
mobile communication technologies. !ese technologies have 
supported the creation of a vast array of projects ranging from 
the most basic mobile handset working on a 2G network to 
SMS communication methods, such as weibo, to mobile payments. Moreover, these technologies were the 
foundation of the hundreds of thousands of applications, many of which are themselves new products, that 
run on smart phones. China’s Ministry of Industry and Information Technology (“MIIT”) found that in the 
"rst three years of its introduction the 3G technology standard used for smart mobile phones in China created 
1.23 million new jobs and RMB 211 billion in direct GDP growth.37 Many other technologies, ranging from 
the internet in recent times to electricity long ago, have similarly provided the foundation for the creation of 
many valuable new products.

 Let us return, though, to the simple new product example. One could argue that the monopoly 
is short-changing consumers because it is not producing 
at marginal cost and therefore imposing the losses shown 
in Figure 2. !at argument is wrong for two reasons. First, 
the economically correct comparison is between the welfare 
consumers had before the introduction of the new product 
and afterwards. !eir welfare has improved by the shaded area. 
Second, taking away the reward for innovation would reduce 

the amount of investment and e#ort that go into innovation and thereby reduce future bene"ts consumers 
would receive from new products and technologies.

2.  Success and Failure Rates for Innovation

A number of studies done in the United States show that creating new products, technologies, and other 
innovations, is similar to a lottery in terms of the reward structure. Innovators, entrepreneurs, and "rms 
compete in races to create new categories of products and services for consumers. Almost all of the participants 
in the competitive process fail. !e few that survive often obtain signi"cant rewards—the crown described 
by Judge Hand—for their e#orts. Almost everyone else loses the capital they have invested as well as the 
opportunity cost of their time.

A NUMBER OF STUDIES DONE IN THE 
UNITED STATES SHOW THAT CREATING 
NEW PRODUCTS, TECHNOLOGIES, AND 

OTHER INNOVATIONS, IS SIMILAR TO 
A LOTTERY IN TERMS OF THE REWARD 

STRUCTURE

IT REFLECTS THE COMMON FINDING 
CONCERNING INNOVATION: RETURNS 
ARE HIGHLY SKEWED WITH MOST 
INNOVATIONS EARNING NOTHING AND 
A FEW EARNING A LARGE AMOUNT.
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 Gort & Klepper, for example, examined the development of industries for 46 new products in the 
United States.38 !ey found that dozens (or in a couple of cases, hundreds) of "rms entered these industries 
in the early years. Many of these "rms imitated early innovators. Over time many of these "rms exited the 
industries. !e competitive process revealed the "rms that could operate most e#ciently and provide the 
greatest bene"ts to consumers.

 Other studies have documented that most entrepreneurs that start businesses fail within four 
years. Recent studies for the United States have found that about half of all new businesses, weighted by 
employment, exit less than four to "ve years after entry.39 Studies for other countries have reached similar 
conclusions. A study of manufacturing startups in the Netherlands found that less than 70 percent had 
survived after three years.40 A study of startups in the western states of Germany found that less than 65 
percent survived after two years and that less than 50 percent had survived after "ve years.41 Another study 
of startups in the German state of Baden-Württemberg found that 20 percent failed after two years and 40 
percent had failed after "ve years.42

 
 Hall & Woodward, to take another example, studied the experience of entrepreneurs who received 
venture funding between 1987 and 2008 in the United States. Venture capital "rms invest in very few of the 
proposals that are presented to them.43 As a result, the entrepreneurs considered by these authors had already 
gone through a rigorous screening process. !ey found that over a third of these ventures exited with a value of 
zero within "ve years. About 75 percent of entrepreneurs that exited before the end of their data (and about 50 
percent of all entrepreneurs) received nothing from their e$orts.44 Figure 3 shows the distribution of exit values 
received by entrepreneurs. It re%ects the common "nding concerning innovation: Returns are highly skewed 
with most innovations earning nothing and a few earning a large amount.

 Some studies have examined the success of R&D e$orts by pharmaceutical companies. !ese 
companies are interesting because they invest in large numbers of discrete chemical compounds every year. 
It is therefore possible to track the success of these bets.45 In the United States, a chemical compound being 
investigated for possible medical use must undergo a series of tests before being approved.46 In Phase I, 
researchers test the compound in a small group of people for the "rst time to evaluate its safety, determine a 
safe dosage range, and identify side e$ects. 
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Figure 3 Distribution of Venture Exit Value

Source: Robert E. Hall & Susan E. Woodward, !e Burden of the Nondiversi"able Risk of Entrepreneurship, 199 
(3) AMER. ECON. REV., 1163-1194 (2010).

 In Phase II, the compound is given to a larger group of people to see if it is e!ective and to further 
evaluate its safety. In Phase III, the compound is given to large groups of people to con"rm its e!ectiveness, 
monitor side e!ects, compare it to commonly used treatments, and collect information that will allow it to be 
used safely. A drug can be rejected in any phase, and can only be approved for sale after passing Phase III.47 
One study tracking investigational compound success rates found only 71 percent of compounds that began 
Phase I testing advanced to Phase II testing, only 31.4 percent of those that began Phase I testing advanced 
to Phase III testing, and only 15.2 percent of those that began Phase I testing were approved for marketing.48 
Another study found an even lower rate, with only 11 percent of chemicals beginning Phase I receiving 
approval.49 Moreover, only a small fraction of new chemical compounds in which pharmaceutical companies 
invest research and development expenditures even make it to Phase I.

 Finally, beginning with the classic work by Ariel Pakes, 
economists have examined the economic value of patents.50 
Companies and individuals spend money on research and 
development to generate ideas that they patent. #ese studies 
"nd that few patents provide a signi"cant return. Pakes’ 1986 
study found that the median patent in France was valued at less 

INDIVIDUALS AND FIRMS WOULD 
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than U.S. $550 over its lifetime, and that the top !ve percent of patents accounted for more than 45 percent 
of total patent value. In the United Kingdom, the median patent was valued at just over U.S. $1,500 over its 
lifetime and the top !ve percent of patents accounted for more than 35 percent of total value. In Germany, the 
median patent was valued at just over U.S. $6,250 and the top !ve percent of patents accounted for over 30 
percent of patent value. "ese results show that the returns to patents are highly skewed.

 Individuals and !rms would not willingly assume the risks of investing in new products, services, or 
technologies (or less costly means of providing existing products or services) if they believed that the prices they 
could charge for successful innovations would be subjected to arti!cial caps.

Table 1: Percentiles and Lorenz Curve Coe!cients from the Distribution of Realized Patent Values

France United Kingdom Germany

Percentile Value 
(USD)

Cumulative 
Value Share

Value 
(USD)

Cumulative 
Value Share

Value (USD) Cumulative 
Value Share

25th 75.23 0.544% 355.55 0.544% 1,999.60 2.249%
50th 533.96 1.833% 1,516.84 3.247% 6,252.93 7.341%
75th 3,731.35 8.087% 7,947.55 16.369% 19,576.26 25.288%
85th 10,292.06 19.575% 15,357.09 31.721% 32,428.14 41.001%
90th 17,423.11 31.261% 22,206.21 44.257% 44,241.87 52.672%
95th 31,609.59 52.461% 34,740.07 62.960% 65,753.61 69.223%
97th 42,905.78 65.514% 43,889.95 73.640% 78,299.01 78.348%
98th 51,215.84 73.729% 51,277.22 80.072% 94,842.63 83.800%
99th 66,515.40 84.011% 65,075.08 87.858% 118,354.78 90.330%
Maximum 259,829.27 - 374,028.70 - 419,217.55 -
Mean 5,631.03 - 7,357.05 - 16,169.48 -

Source: Ariel Pakes, Patents as Options: Some Estimates of the Value of Holding European Patent Stocks, 54(4) 
ECONOMETRICA 755-784 (1986).

3.  "e Role of Rewards in Stimulating Investment and E#ort at Innovation

Investing time and e#ort in innovation is therefore a gamble. To be sure, those engaged in innovation are not 
literally playing a game of chance. "eir odds of success increase if, through their e#orts, they can come up 
with a clever idea that results in new technologies, products, 
or savings in deploying or making existing technologies or 
products. Nevertheless, the analogy to a lottery helps explain 
the relationship between risk and reward.

 Consider a lottery in which people pay one Yuan for an entry. Only one person wins. If the lottery sells 
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ten million tickets then, in order for a person to have fair odds when they purchase a ticket, the reward must 
be ten million Yuan.51 After the lottery selects a winner, 9,999,999 people will have spent one Yuan each with 
nothing in return. !ey have each lost one Yuan. One person wins ten million Yuan and makes a pro"t of 
9,999,999 Yuan after deducting the cost of the ticket.

 !is lottery example shows the impact of imposing ex post rules on ex ante investments. Suppose 
people were just willing to spend one Yuan per ticket for the lottery described above. If the lottery reduced the 
payout to 9,000,000 Yuan, economically rational and risk-neutral people would not buy a ticket. Likewise, 
if the government imposed a special “excessive lottery tax” of 50 percent on lottery earnings they would not 
buy tickets either. Any change in the amount of the reward has an impact on the willingness to participate in 

the lottery in the "rst place. Ex post regulation of the winners of 
the contest has a chilling e#ect on the ex ante incentives of those 
considering the next contest.

 Human nature is no di#erent in the case of investments in innovation. Entrepreneurs, venture 
capitalists, and companies all require the opportunity to earn an ex post reward su$cient to compensate them 
for the risk they bear ex ante. Consider, for example, the entrepreneurs in the Hall-Woodward study. On 
average these entrepreneurs probably did not recover the opportunity cost of their time. Slightly more than 
two percent of the entrepreneurs received more than $100 million upon exit. Suppose there was a special tax 
of 50 percent on earnings of $100 million or more from selling a startup. Ex post, that tax would have no 
e#ect since the entrepreneurs had already expended the e#ort. But if entrepreneurs expect that tax ex ante, 
then the overall returns to entrepreneurs would be reduced by approximately 43.5 percent since entrepreneurs 
with payouts of $100 million or more accounted for 87 percent of the overall returns.

4.  !e Innovation Process and Price Regulation

!e competitive process is built on rewards. !ose rewards induce a massive amount of innovative e#ort by 
inventors, entrepreneurs, and "rms. Investors often back those e#orts with risk capital. Most everyone fails. 
!ey are quickly forgotten. !eir e#orts and the money behind them is all for nothing. A few succeed. !ey 
get the prize in the form of pro"ts for their e#orts. !e public gets a prize, too, in the form of valuable new 
products and services that would not have existed but for these successful innovators.

 It is easy, after the fact, to question the wealth obtained by the successful innovator. Sometimes people 
argue that the innovator would still have made his contribution with a smaller reward. !at is like saying 
that a lottery winner would have bought the ticket for an even smaller reward. !e claim is obviously true if 
the lottery winner knew he would win. It ignores, however, the incentives needed to motivate participation 

in the lottery in the "rst place because of the highly uncertain 
outcome. No one knows when entering a lottery whether they 
will win. Similarly no one knows whether an innovation they 
are pursuing will succeed in the marketplace. In fact, 
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innovation is a large numbers game. Only by having many try will success emerge.
 
Competition authorities and courts throughout the world have avoided regulating the prices that emerge from 
the competitive process because doing so reduces the very rewards that induce the massive innovative e!ort 
that drives economic progress and thereby bene"ts consumers.

C.  Prices, Signals, and the Competitive Process

Modern economists and policymakers have come to recognize 
the critical role that prices play in guiding economies and 
promoting growth. #e dynamic competitive process is highly 
decentralized. Businesses, investors, and consumers make 
individual decisions. #ese decisions are coordinated largely through the price system. Prices help ration 
the use of scarce resources and the products made from these resources to those who value those resources 
and products most highly. Prices signal businesses and investors to enter or expand production in various 
industries. More generally, prices are the way in which knowledge about resource allocation issues gets di!used 
in society.52

 
 In principle it would be possible to collect information centrally and then make decisions on 
production and allocation based on that information. Many countries have attempted that approach to 
varying degrees at various points in their histories. #e problem with that policy is that it seldom works in 
practice. #e market relying on price signals has empirically proven to be capable of responding more nimbly 
and accurately to new information. Recognizing this, many market-oriented economies have reduced the 
role of price setting even further by virtually eliminating the small amount of price regulation that once 
existed. Most countries have dismantled large-scale price controls in the last two decades and have unleashed 
signi"cant competition as a result.

 Chinese policy makers realized that a broad regulation of pricing would not help improve citizens’ 
living standards. #ey therefore initiated a gradual price reform process starting in 1979. #e deregulation of 
prices accelerated following the adoption of the 1997 Price Law. By the end of 2005, less than "ve percent 
of the retail sales value of consumption goods was subject to price regulation.53 #is price liberalization has 
been a signi"cant driver of the rapid growth of China’s economy and success of China’s transition to a market-
oriented economy.54 #e Plenary Session of the Communist Party recently a$rmed this policy:55

 
Perfect a mechanism where prices are determined by the market. Any price that can 
be a!ected by the market must be left to the market. Push ahead with price reforms 
of water, oil and natural gas, electricity, transportation and telecommunication. 
Areas in which the government sets prices will be con"ned to public utilities, public 
service and areas that are naturally monopolized.56

 #e reluctance to regulate prices extends to competition authorities and courts. Summarizing the 
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reactions of competition authorities to pursuing excessive pricing cases, the OECD noted:57

 
More generally, the submissions for the Roundtable suggest that many competition 
authorities themselves harbour concerns with respect to aggressive competition 
law enforcement against excessive prices, premised on the belief that competition 
authorities are ill-equipped to function as price regulators: competition authorities 
seek to facilitate or preserve competition in the market, rather than dictate its terms.

 !e European Union, the United States, and most market-oriented countries have therefore adopted 
antitrust laws to make sure that "rms do not interfere in the competitive process by colluding to "x prices or 
to exclude rivals. !ey otherwise rely on the competitive process to determine prices and other terms of trade, 
except in rare cases. !ey have done so explicitly, as we showed in the previous section, because they recognize 
that this approach will result in the greatest long-run welfare.

D.  !e Exceptional Circumstances Screen

In light of the concerns over competition policy regulating prices, jurisdictions with antitrust laws that 
prohibit excessive pricing by dominant "rms have adopted various kinds of “exceptional circumstances” 
screens to narrow the situations in which they intervene to rare cases. No matter the details of these tests, 
the practical result in all jurisdictions has been to allow the market to set prices for products, services, and 
technologies and to limit the ability of dominant "rms to set their own prices only in rare and extreme cases.

1.  An Overview of Exceptional Circumstances Screens

According to the OECD’s review the “most prominent screen is the need for high and non-transitory 
barriers to entry” such as laws that establish monopoly industries like the post o#ce or public utilities 
in some countries.58 !is criterion is substantially di$erent than a "rm having dominance in a market. 
Competition authorities generally do not pursue excessive pricing cases against dominant "rms even though 
those "rms often earn considerable pro"ts. High and non-transitory barriers to entry involve circumstances in 
which one or a few entities are essentially immune from any competition. !at often entails the "rm having a 

legal or regulated monopoly over a national industry. In these 
cases high prices cannot provide signals to induce investments 
in entry and innovation.

 Several economists have also proposed speci"c 
“exceptional circumstances” screens for excessive pricing. Motta & de Streel proposed, as a starting point, a 
four-factor screen that was consistent with the European case law:59

 
1. high and non-transitory barriers to entry leading to a monopoly or near monopoly,

2. this (near) monopoly being due to current or past exclusive or special rights,
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3. no e!ective means to eliminate the entry barriers, and

4. no sector regulator being competent to regulate the excessive prices.

 "e authors then go on to limit intervention to cases in which competition authorities and courts are 
con#dent that the position was not the result of risky investment and innovation but was, instead, essentially 
bestowed on its holder by the government or happenstance. Moreover, the barriers contemplated by Motta 
& de Streel, and the degree of monopoly power bestowed by these barriers, go well beyond the ordinary 
notion of dominance. "ey must be close to super dominance, 
according to these authors.60 "ey envision situations in which 
it is virtually impossible for entry to erode this super-dominant 
position. "en, even in the case in which a #rm has close to a 
super-dominant position that was not the result of signi#cant 
e!orts on the part of the #rm, Motta & de Streel would look 
for interventions to encourage entry before considering price regulation through antitrust.
 
 Evans & Padilla advocate a more restrictive screen:61

 
1. "e #rm enjoys a (near) monopoly position in the market.

2. "e monopoly position is not the result of past investments or innovations.

3. "e monopoly position is protected by insurmountable legal barriers to entry.

4. "e prices charged by the #rm widely exceed its average total costs inclusive of a return for risky 
investment.

5. "ere is a risk that those prices may prevent the emergence of new goods and services in adjacent 
markets.

 "eir reasoning is that using competition policy to regulate prices imposes a signi#cant loss in dynamic 
e$ciency and that excessive pricing cases should therefore be pursued only when the bene#ts are clear and 
signi#cant. "e new product prong of the test—which is similar to the European Court of Justice’s exceptional 
circumstances test for refusal to supply intellectual property—is designed to limit #ndings of excessive pricing 
to situations in which the prices deter the creation of a new market that could be immensely valuable for 

society.62 

 "e details of the exceptional circumstances screen 
vary across jurisdictions, competition authorities, courts, and 
commentators. "ere appears to be a consensus, however, on 
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the part of competition authorities that cases should be brought rarely and only in extreme situations. !ere 
also appears to be a consensus among the courts that "rms should be found to have engaged in an abuse of 
dominance as a result of charging a high price only in very limited situations. !ere is considerable support 
for the view that antitrust law should not prevent "rms in innovation-intensive industries from pro"ting from 
their risky investments except in the most extreme circumstances, and perhaps never.

2.  Exceptional Circumstances Screen and Intellectual Property

!e above conclusion applies in particular to industries involving intellectual property such as patents and 
copyrights. !e marginal cost of selling or licensing intellectual property is often small and, in the case 
of electronic distribution, essentially negligible.63 Yet it costs something—perhaps quite a bit—to invent. 
Creating intellectual property to make money is a gamble. Out of all that are created, only a few books, songs, 
movies, video games, and patents are successful. !e top 20 percent of movies earn 80-85 percent of box-
o#ce revenue,64 and more than 70 percent of movies generate 
negative returns at the box o#ce.65 At online bookstores, the 
top "ve percent of titles account for more than 60 percent of 
sales, and the distribution is even more skewed at bricks-and-
mortar bookstores.  For music albums, the "rst year sales of an album at the 90th percentile is more than ten 
times the "rst year sales of the median album.67 !e top "ve percent of patents account for 30 to 47 percent of 
total patent value.68  !ese businesses therefore follow the economics of lotteries discussed earlier. Since most 
entries lose, the few that win must receive ample rewards.

 Competition authorities and courts have found excessive pricing involving holders of intellectual property 
rights very infrequently.69 Indeed, several commentators have concluded correctly that the concept of excessive 
pricing is antithetical to the purpose of intellectual property rights, which are granted expressly under the laws 
of many countries for the purpose of providing "rms and individuals with rewards for making risky investments 
in creativity. For example, Motta & de Streel conclude “any good or service protected by Intellectual Property 
Rights should in principle not be subject to an excessive prices action.”70 Likewise Fletcher & Jardin conclude 
“!ere should be no intervention under Article 82 against the high prices of an innovative product within its 
patent period.”71  Consistent with this view, as we discuss below, Article 55 of China’s AML exempts intellectual 
property rights from antitrust scrutiny except to the extent that they are abused in order “to eliminate or restrict 
market competition.”

 Quite unlike legal monopolies over industries there is signi"cant competition for creating patents and 
copyrights. Nothing prevents "rms from entering that race. !at situation is unlike state-owned enterprises, 

for which competition is barred, and previously state-owned 
companies that have been the bene"ciaries to prior entry 
barriers together with signi"cant network e$ects. Moreover, 
there is often competition among patents and copyrights. !ere 
are often numerous ways of creating products using alternative 
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patents. And consumers can substitute between di!erent music, books, videogames, and movies even though 
each is subject to a copyright.

 "at point is also true for Standard Essential Patents (“SEPs”). An SEP covers a technology that a 
Standard Setting Organization (“SSO”) has incorporated in a standard. One could argue whether competition 
authorities or courts should ever de#ne an antitrust market that consists of an SEP given the static and 
dynamic competition among standards. But regardless of market de#nition SEPs do not establish permanent 
barriers to entry into an industry like a postal monopoly would. At any point in time di!erent standards 
compete with each other. Over time innovation and entry displace standards. For example, in mobile 
communications technologies having an SEP on 2G does not protect the holder from competition from 3G; 
and having an SEP on 3G does not protect the holder from 4G competition. Further, standards are updated 
and modi#ed on a continuing basis. Owning an SEP on 3G today does not mean that a company will own 
a SEP on a future version of 3G since a newer, better, or less costly technology may replace the company’s 
technology. Firms compete to get their technologies incorporated into standards. "e fact that certain of their 
technologies have been adopted for one standard does not mean that any of their technologies will be adopted 
for subsequent standards.

 "ere is another reason for competition authorities and courts to abstain from regulating the prices 
for intellectual property. Economics provides some guidance for regulating industries in which there is a close 
relationship between prices and the cost of production. For example, regulators of basic telecommunications 
services can rely on elaborate models that show the prices that telecommunication providers need to receive to 
compensate them for costs and a competitive rate of return.

 "ere is no such guidance for intellectual property. On the one hand, it is a virtually impossible task for 
economists, or for competition authorities and courts, to determine how much reward innovators should receive 
to promote the right amount of innovation. "e competitive 
process, on the other hand, does this well. "e few successful 
innovators get rewards. "ose rewards induce more innovators 
to try and more entry to occur. "is reinforcing process of 
innovation and reward is the engine behind economic progress.

IV.  THE ECONOMIC FRAMEWORK FOR ASSESSING WHETHER AN UNFAIR PRICING 
ABUSE HAS OCCURRED

Competition authorities and courts have used the exceptional circumstances test to winnow the situations 
in which they consider whether a dominant #rm has committed an unfair pricing abuse. For the rare cases 
they do consider, competition authorities and courts must then assess whether the dominant #rm under 
consideration has, in fact, engaged in unfair pricing. "is section considers the economics of analyzing 
whether a dominant #rm has engaged in an excessive pricing abuse in the exceptional circumstances in which 
competition authorities and courts consider such abuses at all.
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 Competition authorities and courts around the world have largely rejected the simple static model 
in which any price that exceeds cost is deemed too high. !e European Court of Justice has put forward the 

most in"uential economic approach for assessing unfair pricing 
claims. Of course, this approach is widely used by competition 
authorities and national courts in the European Union. 
Courts and competition authorities in other countries such as 
Israel and Turkey have also adopted this approach, and other 
countries such as South Africa have been in"uenced by it.72

 
 !e European Court of Justice in United Brands developed a two-prong economic test for whether the 
prices charged by a dominant #rm are excessive:73

 
!e questions therefore to be determined are whether the di$erence between the 
costs actually incurred and the price actually charged is excessive, and, if the answer 
to this question is in the a%rmative, whether a price has been imposed which is 
either unfair in itself or when compared to competing products.

 !e #rst prong is based on a “price-cost” test that essentially determines whether the dominant #rm is 
marking its prices up over cost too much and thereby earning signi#cant pro#ts. !e second prong is based on 
the “value” of the product or service to buyers, as we will explain below.

 !e European Court of Justice and other courts 
have observed that this test faces signi#cant empirical and 
evidentiary challenges in practice. In fact, the European 
Court of Justice and national courts have often found that 
competition authorities have failed to meet their burden of 
proof that either prong is satis#ed. !ese di%culties are most 
severe in innovation-intensive industries.

A.  Price-Cost Test

!e price-cost prong of the Court’s test would be straightforward if markets worked like the textbook model 
that underlies Figure 1. Under perfect competition #rms should charge prices equal to marginal cost. Any price 
signi#cantly greater than marginal cost would therefore be “excessive.” Of course the textbook model is based 
on very special assumptions and applies in fact to few, if any, real-world markets. Moreover, if competition 
authorities and courts applied the textbook model they would #nd that prices exceed marginal cost for most 

#rms in most industries regardless of whether the #rms are 
dominant within the meaning of competition policy. Practical 
approaches try to introduce real-world considerations into the 
price-cost comparisons to make them more accurate. !e extent 
to which this can be done in practice varies across industries and 
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is most di!cult in innovation-intensive ones.

1.  Comparing Prices and Costs to Determine Excessive Pricing

"e #rst di!culty with a straightforward comparison of price to marginal cost is that most #rms incur #xed 
costs of operation. In the long run #rms must be able to recover these #xed costs to remain in business and 
they must expect to be able to recover these #xed costs to enter a business. A price equal to marginal cost 
will not enable #rms to recover these #xed costs. Consider a 
simple #rm that has annual #xed costs of 10 million Yuan and 
marginal costs of 10 Yuan a unit. If it only charged 10 Yuan a 
unit it would not make enough pro#t to cover the 10 million 
Yuan #xed cost. One way to address this issue in practice is to 
calculate the margin based on the di$erence between price and 
average total cost or to calculate the economic pro#ts (the di$erence between total revenue and total economic 
costs) instead of margins.

 "e second issue concerns measuring the competitive rate of return. To attract capital, #rms must 
secure at least a normal rate of return. In practice, most #rms face varying degrees of risk in entering industries 
and in competing against known and unknown rivals. "ese #rms and their investors need to be compensated 
for that risk. "e degree of risk varies widely across #rms and industries. Risk is greatest for inventing and 
then marketing completely new technologies and products. Risk is smallest for mature industries with routine 
production and well-developed business models. For example, a survey of the cost of capital for broad U.S. 
industries shows that the cost of capital for a relatively high-risk industry such as semi-conductor equipment 
was about 2.5 times the cost of capital for a low-risk industry such as electric utilities.74

 
 "e third and related issue is that a signi#cant portion of the economy consists of businesses that are 
based almost entirely on intellectual property such as software, music, and patent licensing. "e IP-based #rms 
have low marginal costs of production and high #xed costs. Accounting for #xed costs is therefore important 
for them. More importantly, #rms in IP-based industries encounter signi#cant risk since the preponderance of 
creative e$orts ultimately fail for all intents and purposes.

 "e fourth issue is that the price-cost relationship is not necessarily a meaningful indicator of excessive 
pricing for a considerable part of the economy. A large portion of modern economies consists of multi-sided 
platforms that serve multiple distinct groups of customers.75 Economists have shown as a matter of theory 
and empirical fact that to coordinate the demands on the multiple sides of the platforms these #rms may 
charge one customer group prices lower than marginal cost and other customers prices higher than marginal 
costs.76  Newspapers, for example, often charge readers less than the marginal cost of printing and distributing 
the newspaper and charge advertisers more than the marginal cost of inserting ads. Many internet platforms 
provide services free to individuals and make all of their money from advertising.77 For platforms, margin 
analysis must take into account the prices and costs for all customer groups related to the platform and should 
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not consider just one.

 In principle economics can address each of these issues by incorporating !xed costs, risk, and multi-
sided pricing into the analysis. In practice, data limitations make this di"cult. Courts have often rejected cases 

brought by competition authorities because of their failure to 
produce reliable evidence of price-cost di#erences. $at was the 
case, for example, with the United Brands case in the European 
Union, the Attheraces case in the United Kingdom, and the 
Mittal case in South Africa.78

 
 $e issues we have described are most severe in innovation-intensive industries. $ese industries typically 
involve signi!cant !xed-cost investments and high degrees of risk. $at is particularly true for industries in which 
intellectual property rights are important. Moreover, many modern innovation-intensive industries, particularly 
those involving information communications and technology, involve multi-sided platforms. 

2.  Risk Adjusted Pro!ts

$e price-cost comparison discussed above is a rudimentary 
attempt at assessing whether a !rm is charging more than the 
competitive level. A more sophisticated approach, though 
still problematic, involves examining whether a !rm is earning a supra-competitive pro!t on its investments 
after accounting for risk. For a company as a whole, a common approach for measuring the pro!tability of 
investments is to compare the return on capital to the cost of capital. A !rm makes an “above-normal” pro!t 
if the return on capital exceeds the cost of capital after adjusting for risk. However, this approach encounters 
several issues.

 First, in measuring the return on capital economists have found that the typical accounting approaches 
for doing this—while perfectly suitable for the usual accounting and corporate governance purposes for which 
they are used—do not provide accurate or consistent measures of the economic rate of return that could be 
used for comparing di#erent companies or against a competitive benchmark. A key issue is that accounting 
methods for depreciating research and development, advertising, and other investments with future payo#s 
can lead to signi!cant biases in the rate of return. Economists have proposed a number of methods for dealing 
with these problems.79 

 Second, in assessing whether the !rm is earning supra-competitive pro!ts it is in fact not correct, as a 
matter of economics, to compare the rate of return to the cost of capital for the reasons we discussed earlier. 
Ex post successful !rms will necessarily have rates of return on capital that exceed their risk-adjusted cost of 
capital. Unsuccessful !rms will necessarily have rates of return on capital that are below their risk-adjusted cost 
of capital and often will have no return on capital at all.
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 Consider a competition to develop a new technology for gene splicing. !ere are 100 "rms. Each 
invests one million Yuan a year over 10 years to develop the technology. Each "rm therefore invests 10 million 
Yuan. Together over 10 years they have invested one billion Yuan. Only one "rm succeeds. !us, there is a 99 
percent chance of failure and a one percent chance of success.

 Let us suppose that to bear the risk—that there is a 99 percent chance of losing 10 million Yuan and 
a one percent chance of winning—each "rm would need to expect at the beginning that they would earn 15 
million Yuan or a 50 percent rate of return. In other words they would need to believe that they have a one 
percent chance of winning 15 million Yuan. !e cost of capital is 50 percent since that is the minimum return 
that covers the risk. To participate in this technology contest, each "rm must believe that the winner will earn 

1.5 billion Yuan. !at is, in order to have a one percent chance 
of winning 15 million Yuan, the prize must be 100 times 15 
million or 1.5 billion Yuan. !at 1.5 billion Yuan is therefore 
the minimum prize necessary for inducing these 100 "rms to 
try.

 Now consider the winner. Suppose the winner has earnings of exactly 1.5 billion Yuan. It incurred 
investment costs of 10 million Yuan. Its return is 150 times its investment and its rate of return is 15,000 
percent. !at is much higher than its cost of capital of 50 percent. Yet this is the competitive outcome. 
!ere is no excessive pro"t since if the winner earned less than 1.5 billion Yuan, none of the "rms, if acting 
rationally, would have entered the race in the "rst place. Accordingly, if "rms knew in advance that authorities 
would apply excessive pricing laws to cap their pro"ts below that level, no technology would have been 
created. Moreover, even if "rms believed there was a possibility of such a ruling, that risk and uncertainty 
would discourage investment.80 

 !ere is some information available to assess whether very high pro"ts are truly greater than the returns 
necessary to attract risky e#ort and capital. Some venture capital lore indicates that VCs in the United States 
typically seek a 5-to-10 times return on their investment. !at is, when they consider making an investment, 
they examine whether, if it is successful, they will be able to increase their investment 5-to-10 times.81 !ey do 
not expect that each investment will return this amount. Rather, they insist on this upside to their investment 
because they recognize that most of their investments will return little if nothing.

 Some companies approve investments in new initiatives only if there is a business case that they will 
recoup their investment in 3-7 years.82 !at implies a signi"cant rate of return. !ey require this because they 
are accounting for the fact that many of the investments they make will not work out.

 In all these cases the “successful investments” appear to have high rates of return. For example, the 
compound annual rate of return on a $10 million VC investment in year one that yields a payout of $100 
million in year 10 is nearly 26 percent a year. !at is more than eight times higher than a risk free rate of 
return such as the 10-year U.S. Treasury note (currently with an annual yield around three percent), which is a 
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good proxy for the competitive rate of return for a perfectly competitive company that faces no risk. However, 
that 26 percent rate of return is not excessive because it was necessary in order to induce the venture capitalist 
to make investments in the many other ventures that failed.83

 
 To determine whether a !rm has a rate of return that exceeds the competitive level after accounting 
for risk involves two major steps. "e !rst step involves determining the rate of return that the !rm has 
obtained for investments in the product in question. "at involves collecting data on the time pattern of 

investments and returns and dealing with the economic biases 
resulting from the treatment of R&D, advertising, and other 
investments. If the !rm has a rate of return that is less than 
its risk-adjusted cost of capital (50 percent in the example 
above) then it is clear that its return on capital has not even 
compensated it for the risk it occurred.

 However, if a !rm has a rate of return on capital that exceeds its cost of capital that does not imply 
that its returns are excessive for the reasons we have just discussed. In the context of an innovation race, the 
second step needs to determine whether the winners of the race have earned more than the minimum prize 
that the participants in the race required to enter the race in the !rst place.

 As a practical matter, completing the second step of this analysis, and possibly even the !rst step, is 
likely to be quite di#cult. "at is the main reason that assessing excessive pricing in innovation-intensive 
industries is very di#cult to conduct with any degree of reliability.

B.  Economic Value and Unfair Prices

"e second prong of the United Brands test is whether the price is “unfair.” A number of courts, authorities, and 
commentators have concluded that the Court intended the second prong of the test to account for the value 
of the product to the buyer.84 "e European Court of Justice stated that a !rm in a dominant position would 
commit an excessive pricing abuse if the price it charged bore 
“no reasonable relation to the economic value of the product.” 
One way to assess economic value is the cost of producing the 
product. "at forms the !rst prong of the test. "e other way to 
assess economic value is related to the value for the buyer. "at, 
according to the European Commission in Scandlines and the 
U.K. Court of Appeal in Attheraces, is the purpose of the second 
prong.

 Scandlines complained that the Port of Helsingborg was charging an excessive price. "e Commission 
concluded that:

WHILE THE SIGNIFICANT VALUE SCREEN 
IS USEFUL FOR IDENTIFYING CASES IN 
WHICH THE PRICE IS NOT EXCESSIVE 
WITHIN THE MEANING OF THE UNFAIR 
PRICING LAW, IT IS NOT NECESSARILY 
USEFUL FOR IDENTIFYING CASES IN 
WHICH THE PRICE IS UNFAIR
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MAINSTREAM OF ANTITRUST 
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even if it were to be assumed that there is a positive di!erence between the price 
and the production costs exceeding what Scandlines claims as being a reasonable 
margin (whatever that may be), the conclusion should not necessarily be drawn that 
the price is unfair, provided that this price has a reasonable relation to the economic 
value of the product/service supplied. "e assessment of the reasonable relation 
between the price and the economic value of the product/service must also take into 
account the relative weight of non-cost related factors.

 Attheraces complained that the British Horseracing Board (“BHB”) charged it excessive prices for 
certain horse racing information. BHB argued the “economic value of a product … re#ects the ‘revenue-
earning potential to the person who acquires it’.” "e Court insisted that the price would have to be 
su$ciently high to interfere with the ability of Attheraces to compete:85

 
We appreciate that this theoretical answer leaves the possibility of a monopoly 
supplier not quite killing the goose that lays the golden eggs, but coming close 
to throttling her. We do not exclude the possibility that this could be held to 
be abuse, not least because of its potential impact on the consumer. But Article 
82 … is not a general provision for the regulation of prices. It seeks to prevent 
the abuse of dominant market positions with the object of protecting and 
promoting competition. "e evidence and %ndings here do not show [Attheraces’s] 
competitiveness to have been, or to be at risk of being, materially compromised….

 "e Court found that, even if BHB took 50 percent of the pro%t that Attheraces earned from using 
BHB’s information in the downstream market, BHB’s price would not necessarily be unfair. "e Court 
insisted that it would want further evidence that the price distorted competition in the downstream market.

 "ese approaches do not lead to a bright-line economic test for the second prong. "ey do, however, 
suggest three screens for assessing excessive pricing claims that courts and competition authorities could use. 
"ese screens can be used to identify situations in which there is little reason to believe that prices are unfair 
and therefore help competition authorities and courts eliminate cases at an earlier stage, before having to reach 
the much more di$cult inquiry concerning whether the situation involves one of the rare circumstances in 
which a price should be regulated under the antitrust law.

1.  Signi!cant Value Screen

"e %rst screen is whether the buyer is obtaining a signi%cant value from purchasing the product. In economic 
terms the surplus for the buyer is the di!erence between the most the buyer is willing to pay for a product 
(the buyer’s willingness to pay) and the price the buyer actually does pay for a product. If a buyer were willing 
to pay 1000 Yuan for a product but only had to pay 700 Yuan, then the buyer has surplus of 300. "ere is no 

objective measure of “signi%cant value” but one could argue 
that the price becomes less fair when it leaves little surplus for 
the buyer. "e advantage of the signi%cant value screen is that it 
ensures that the seller captures a signi%cant portion of the 
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surplus of the product as pro!t thereby providing an incentive for making risky investments while leaving 
something left over for the buyer. "e court or competition authority would !nd unfair pricing only if the 
buyer was not receiving some meaningful value after paying for the product.

 Several sources of empirical evidence can help assess 
whether the buyer is receiving signi!cant value over and above 
the price it is paying. In the case of consumers it is possible 
to estimate their demand schedule, which incorporates their 
willingness to pay, from consumer surveys or from econometric 
estimates based on observed data over time or across geographic markets. In the case of businesses, it may 
be possible to assess the additional pro!t that the buyer earns from the input. "e !nal type of evidence is 
the comparative evidence, discussed below, which can be used to determine how willing buyers and sellers 
ordinarily split the gains from trade. "e fact that other buyers have paid the price sought by the seller also 
con!rms the value of the product.

 One drawback of the signi!cant value screen involves situations in which the buyer and seller cannot 
reach terms. In all markets, including highly competitive ones, some consumers decide they do not want to 
pay for a product. In a business-to-business market a business buyer may decide that an input costs too much 
because it cannot make enough pro!t at that cost. "at may be because the buyer is not as e#cient as other 
producers or for many other reasons. "erefore, while the signi!cant value screen is useful for identifying cases 

in which the price is not excessive within the meaning of the 
unfair pricing law, it is not necessarily useful for identifying cases 
in which the price is unfair.

2.  !e Harm to Competition Screen

"e second screen is whether the seller’s price results in harm to competition in the same or a downstream 
market as a result of excluding rivals and thereby raising prices. "ere are some situations, for example, in 
which upstream !rms may have incentives to extend their market power from an upstream market to a 
downstream market.86 In these cases excessive prices could be part of an exploitative strategy, such as a margin 
squeeze87 or a constructive refusal to deal,88 designed to eliminate downstream competition. "ere could also 
be some situations in which an upstream !rm may have an incentive to limit the emergence of downstream 
competitors because they could evolve into upstream competitors. Of course, these anticompetitive e$ects are 
only possibilities. Upstream !rms have strong incentives to encourage competition in the downstream market. 
By encouraging lower overall prices and sales they can increase the size of the market for the input they supply.

 "e advantage of this second screen is that it limits excessive pricing cases to those in which there 
is a potentially signi!cant economic bene!t from limiting behavior that harms competition and destroys 
signi!cant value for consumers. For example, excessive prices could be used to prevent the emergence of a new 
product which, as Evans & Padilla argue, could be one of the exceptional circumstances that could warrant 
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intervention over excessive prices.89 

 Without this screen, excessive pricing cases may merely result in the transfer of wealth between a 
buyer and a seller. Scandlines and Attheraces were simply looking for better prices for themselves. Ruling for 
them would have mainly increased their pro!ts at the expense of their sellers without necessarily increasing 
consumer welfare.

 "ere are well-developed methods in competition policy for examining whether these possible 
anticompetitive e#ects are likely to occur and outweigh any pro-competitive bene!ts.90 Applying this screen 
brings excessive pricing into the mainstream of antitrust by focusing on those well-understood cases in which 
business practices have the potential of harming the competitive process.

3.  !e Normal Price Screen

"e “normal price screen” considers whether the seller is charging the buyer a price that is similar to the price 
that it is charging other buyers, or prices that similar companies 
are charging other buyers for similar goods or services.91 If 
many businesses are able to compete at the price being charged 
by the !rm that is the subject of the unfair pricing inquiry for 
its input, then that suggests the input price is not interfering 
with competition and re$ects the value of the product. "ese 
price comparisons are therefore useful for identifying situations in which a !rm’s price is not unfair under the 
second prong of the tests.

 "e similarity requirement is critical. In the real world, companies sell products that are di#erentiated 
from each other. "ey try to do so in part to appeal to particular groups of customers that might prefer that 
particular combination. Consequently, the fact that a seller charges a higher price to one buyer than another is 
not su%cient evidence of unfair pricing. As a practical matter, it is di%cult to compare prices across producers 
because there are many di#erences that need to be considered, including di#erences in the products and, even 
when the products are similar, di#erences in the buyers. "ese di%culties are compounded when considering 
the price for a technology in an innovation-intensive industry where alternative technologies may provide 
fewer bene!ts to the consumer, require higher costs of implementation by the manufacturer, or involve higher 
transactions costs in negotiating.

 "e courts that have suggested the possible use of price comparisons have themselves recognized 
the di%culty in applying them in practice. "ose courts generally have not found excessive pricing based 
on simple price comparisons. For example, in United Brands the European Court of Justice did not !nd it 
persuasive by itself that United Brands charged less for bananas in Ireland than elsewhere.92 It is also important 
to note that it is routine business practice in a competitive market for commercial terms that a company 
negotiates with customers to di#er signi!cantly across customers for legitimate pro-competitive reasons.93
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C.  !e Error Cost Framework and Excessive Prices

Courts and competition authorities have taken an extremely cautious approach towards pursuing excessive 
pricing cases. !e error cost framework helps explain why.94 Suppose that courts and competition authorities 
could calculate exactly the bene"ts of lower prices today and the costs of discouraging risky investment in 
innovation over time from reducing rewards. !en it would increase economic welfare if the net bene"ts of 
pursuing excessive pricing cases exceeded the administrative costs of doing so.

 As we have seen in this section, however, the courts and competition authorities have struggled to 
develop a sound de"nition of excessive pricing. !ey have also recognized that the various measures that 
could be considered for determining whether prices are excessive are quite di#cult to implement accurately in 
practice. At the same time it is di#cult to forecast the impact of forcing successful "rms to charge lower prices 
on the incentives to make risky investments and, therefore, on the pace of innovation and economic progress.

 In any particular case, courts and competition authorities could make two kinds of mistakes. !ey 
could "nd that a price is excessive even though the harm 
to long-run innovation outweighs the long-run bene"ts of 
lowering it. !at is known as a “false positive” test result. 
Alternatively, they could "nd that a price is not excessive even 

though the bene"ts of lowering it would exceed the harm to long-run innovation. !at is known as a “false 
negative” test result.

 !ese mistakes are unlikely to balance out. !e cost of 
a false positive can be quite signi"cant. !e reduced incentives 
to innovation could reduce the $ow of new innovative 
technologies, new products, and cost-savings innovations. As 
we saw earlier, those innovations generate signi"cant value. !e 
cost of a false negative is twofold. It causes some deadweight loss as a result of the dominant "rm restricting 
output. And it causes a transfer of surplus from consumers to the dominant "rm. In business-to-business 
transactions that transfer is from one producer to other producers.

 !e cost to society of false positives is almost certainly far greater than the cost to society of false 
negatives in innovation-intensive industries. False positives can prevent the emergence of new products and 
new technologies that support many new products. As we explained earlier, the value of these new products and 
technology to society is vast. False negatives result in some deadweight losses from underproduction; but such 
losses are much smaller than the losses from the suppression of new products and technologies, as we discussed 
earlier. 

 It is di#cult as a practical matter to put numbers on the magnitude of the costs imposed by these false 
positives and false negatives and the likelihood of their occurring under various alternative implementations 
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of the excessive pricing test. However, courts and competition authorities that have considered this issue have 
generally reached two conclusions. !e "rst is that they should "nd excessive pricing rarely because of the 
possible harm to innovation and economic progress. !eir decision to seldom pursue excessive pricing cases 
is consistent with their having concluded that the cost of false positives is much higher than the cost of false 
negatives. !e second is that they should be especially cautious because it is hard to identify excessive prices in 
practice. !e likelihood of making mistakes is high because of the lack of a sound de"nition and the di#culty 
of developing accurate empirical information. !ey have also determined that the administrative cost of 
regulating the prices of dominant "rms is very high.
  
V.  IMPLEMENTING THE UNFAIR PRICING PROVISIONS OF THE AML FOR 
INNOVATION-INTENSIVE INDUSTRIES

In devising the AML, China looked around the world at the competition laws, policies, and institutions 
adopted by other countries, including the United States and the European Union. Since then, Chinese judges 
and o#cials have made great e$orts to study international best practices for competition policy. Of course, 
the Chinese competition authorities and courts are also making sure to develop antitrust policy that "ts with 
the speci"c circumstances of China, which are unique in a number of dimensions. !is section considers how 

to adapt what we have learned about the approaches towards 
excessive pricing to the unique circumstances of innovation-
intensive industries in China. 

A.  Best Practices for Assessing Excessive Pricing in Innovation-Intensive Industries

In the previous sections we have described the standard international best practices concerning excessive 
pricing in innovation-intensive industries and have shown that, at a general level, these practices are consistent 
with sound economic analysis designed to promote economic growth and welfare. !ese best practices can be 
divided into two categories: (1) the circumstances under which investigation of unfair pricing claims should be 
considered for innovation-intensive industries and (2) evaluating whether an unfair pricing abuse has occurred 
for those cases that are considered. It is useful to provide a brief summary before we consider whether, and to 
what extent, China should adopt these international practices.

1.  !e Exceptional Circumstances Screen

Based on standard international best practices, unfair pricing cases should be brought rarely, if ever, against 
"rms in innovation-intensive industries. !e cost associated with chilling the creation of new technologies and 
products vastly outweighs the bene"ts of lowering short-run prices.

 Moreover, holders of intellectual property rights should never be subject to an unfair pricing charge if 
that is the only claim of abuse. Any claims concerning pricing abuse should be related to an exclusionary abuse 
under which the intellectual property rights (“IPRs”) holder has excluded competitors from being able to 
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participate in the market and thereby harmed competition. It is contrary to the purpose of intellectual property 
right grants to limit the reward that successful creators can receive. Moreover, it is also more di!cult than in 
other cases—and practically impossible—to assess whether the prices charged by an IPR holder are excessive.

 In considering both of these principles, it is important to recall that competition authorities and courts 
generally consider unfair pricing cases only in exceptional circumstances. "e point above is that, relative to 
those exceptional circumstances, unfair pricing cases should hardly ever be brought in innovation-intensive 
industries and never as a pure unfair pricing claim against #rms that hold intellectual property rights.

2.  Identifying an Unfair Pricing Abuse

"e second issue concerns how competition authorities and courts should evaluate whether a dominant #rm 
has committed an unfair pricing abuse in an innovation-intensive industry in those rare circumstances in 
which they consider these cases.

 "e standard test, together with the economic analysis 
of the rewards for innovation, show that there needs to be 
a determination that the price is excessive relative to the 
award that successful #rms would need to receive in order to 
make socially desirable risky investments in innovation. In 
other words, the assessment of whether a price is excessive must take into account the many failures in such 
innovation-intensive industries and ensure that there are adequate rewards available for the few #rms that are 
successful to motivate the many to try. "is is a necessary condition for determining whether prices are unfair.

 "ere then needs to be a further determination that the price is not consistent with the value received 
by the buyer. For innovation-intensive industries assessing this value requires considering the role of new 
technologies and products. In these cases, the buyer would not have been able to obtain any value in the 
absence of the innovation. "e new technology or product would not even have existed. "is context makes 
“unfair” pricing claims particularly treacherous and farfetched.

B.  Applying Best Practices to the Speci!c Circumstances of China

China has already made a policy decision to deregulate prices and let most prices be determined by the market. 
Historically, China had a centrally planned economy in which prices were set by the central government. In 
1992, at the 14th National Congress of the Communist Party of China, China o!cially set a market-oriented 
economy as the target of its economic reform.95 As part of this process it gradually removed government 
control over most prices in favor of letting market forces determine prices.

 "e NDRC under the Price Law has used its discretion primarily to regulate the prices of certain 
commodities and services that are deemed essential to consumers. Table 2 lists the leading products and 

WITHOUT REQUIRING AN 
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services subject to NDRC price regulation, which was published in the NDRC Public Notice No.11.96 
Notably, the table shows that the NDRC normally regulates the prices of products and services only in areas 
where market mechanisms cannot achieve e!ective results. "e NDRC has rarely regulated the prices of a 
product or service provided by what we would characterize as an innovation-intensive industry.97

 
 Having come to the policy conclusion that China should primarily rely on the market to determine 
prices it would be contradictory, and inconsistent with China’s overall path towards economic growth, to use 
the AML to regulate prices except in unusual cases. "erefore, as a general matter China’s economic history and 
policies reinforce the case for applying the unfair pricing law only in exceptional circumstances. Furthermore, the 
decision by Chinese policymakers to encourage innovation and permit entrepreneurs to earn signi#cant rewards 
for their creations is consistent with not applying the unfair pricing law to innovation-intensive industries. 
"ere are no sound policy reasons for using antitrust to return to an intrusive, regulatory approach to pricing in 
industries where China has removed those controls.

 China has no special situation that would suggest that it should apply the unfair pricing law to 
industries for which intellectual property rights are signi#cant. As we have argued, the costs of reducing 

the ex-ante incentives to create intellectual property through 
ex post regulation are high—the result of reduced bene#ts 
to consumers and slower economic growth. China in 
particular has bene#ted enormously from technologies 
based on intellectual property rights, ranging from mobile 

communications to internet, pharmaceutical, and biotechnology that have generated many new products that 
have produced massive social value.

Table 2: Products and services subject to NDRC price regulation

Products and services
1. Important central reserve materials
2. State monopoly tobacco
3. Salt and industrial blasting equipment
4. Certain chemical fertilizers
5. Certain important medicines
6. Natural gas
7. Important specialized services including #nancial settlement 

and #nancial transaction services, engineering investigation and 
design services and certain intermediary services

8. Electricity
9. Military supplies
10. Important transportation services
11. Basic telecommunication service
12. Basic postal service
13. Water supply from state-run or interprovincial water projects

RELIABLE PRICE COMPARISONS 
MUST COMPARE LIKE-TO-LIKE AND 

THEREFORE ACCOUNT FOR AT LEAST 
THREE SOURCES OF DIFFERENCES
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          Source: NDRC (2001)

 In theory, one could argue that, as a matter of economic policy, China could apply excessive pricing 
regulation to intellectual property rights because non-Chinese !rms hold most of these rights. "e argument 
would be that Chinese businesses and consumers could bene!t from lower prices in the near term, while 
China would feel only a portion of the e#ects of reduced innovation since it provides only a partial source of 
the rewards. Such a policy would be short sighted. Chinese !rms are rapidly becoming stronger in IP and may 
become world leaders in some industries.

 Indigenous innovation is one of the main policy goals in the Twelfth Five-Year Plan.98 Many Chinese 
companies have spent and will continue to spend heavily on R&D. Tremendous investment in R&D has 
fueled the rapid growth of China’s technology industry. R&D spending in China is expected to reach U.S. 
$284 billion in 2014, up 22 percent from 2012. Compared with China, the growth forecast in the United 
States is just four percent to $465 billion for the same period. China is expected to surpass Europe in R&D 
spending by 2018 and the United States by 2022. Imposing caps, particularly low ones, on what innovators 
may charge for their intellectual property would not only slow economic progress, but would also discourage 
Chinese innovators from participating in just this sort of research and development.

 Moreover, as the size of China in world markets increases, Chinese policies that reduce the rewards 
from innovation will have a larger impact on China itself. China now accounts for 40 percent of the 
global smartphone market in 2013, and enjoys the highest shipment growth rate in the world.99 China’s 
pharmaceutical market is expected to continue to grow at a pace of more than 20 percent annually.100 "e 
biotech sector is expected to grow at an average annual rate of more than 20 percent from 2013 to 2015 as 

planned by the State Council.101 If the rewards from innovation 
were to be discounted, the momentum of those R&D-intensive 
industries would signi!cantly decrease. "at would ultimately 
have a negative impact on the nation’s employment rate and 
consumer welfare.

 "e drafters of the AML appear to have anticipated that the unfair pricing law—without more ado—
would not apply to intellectual property rights. Article 55 of the AML says that:

"is Law does not govern the conduct of business operators to exercise their 
intellectual property rights under laws and relevant administrative regulations on 
intellectual property rights; however, business operators’ conduct to eliminate or 
restrict market competition by abusing their intellectual property rights shall be 
governed by this Law. (Emphasis added.).

 "at is, the unfair pricing law applies to intellectual property only if the unfair pricing has an 
anticompetitive e#ect as a result of excluding competition and harming the competitive process.

THE NDRC’S REGULATIONS “PROVE 
TOO MUCH” IN THE SENSE THAT THEY 
WOULD FIND VERY COMMON MARKET 

PRICING PRACTICES UNFAIR
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 In fact, the European Union has tended to limit the 
application of the unfair pricing law to situations in which there 
is just such an exclusionary e!ect. We believe NDRC and the 
courts should adopt that policy not just for intellectual property 
but also for all innovation-intensive industries. As a matter of 
economic policy there are several reasons for restricting unfair 
pricing claims to cases where the unfair pricing is part of a strategy that includes abusive exclusionary behavior that 
would distort the competitive process and harm consumers. First, preventing the distortion of the competitive 
process is more likely to create bene"ts that would outweigh the adverse e!ect on innovation than shifting pro"t 
from seller to buyer. Second, without requiring an anticompetitive e!ect, it is possible that unfair pricing claims 
could be mainly employed by buyers to shift pro"ts from sellers. #at could result in rent-seeking behavior by 
businesses that would invest in trying to persuade courts and the NDRC to give them a better deal.102

C.  !e NDRC’s Unfair Pricing Test

#e NDRC has adopted guidelines for assessing unfair pricing that appear to di!er from the standard test 
based on United Brands that is used in other jurisdictions. According to Article 11 of the Anti-Price Monopoly 
Regulations that the NDRC issued on December 29, 2010 and that took e!ect in February 2011:103

 
in determining if prices are unfairly high or low, the enforcement agency must 
consider: (i) whether the sales price or purchase price is markedly higher or lower 
than the price at which other business operators sell or purchase the same type of 
commodities; (ii) where costs are essentially stable, whether the sales price was raised 
or the purchase price lowered beyond the normal range; (iii) whether the level of the 
price increase for the sale of commodities is markedly higher than the cost increase 
range, or whether the range of the price reduction for the purchase of commodities 
is markedly greater than the transaction counterparty’s cost reduction range; and (iv) 
other related factors.

 #e "rst factor considered by NDRC focuses on price comparisons. As we discussed earlier, such 
price comparisons can be helpful for assessing whether the price charged is signi"cantly greater than cost and 
whether it re$ects economic value provided by the seller. However, it is common in competitive markets for 
prices to di!er between "rms for pro-competitive reasons.104 #at is particularly true in business-to-business 
markets for intermediate goods in which the parties engage in private negotiation and prices are not public. 

Such price di!erences are common in China.105 Reliable price 
comparisons must compare like-to-like and therefore account 
for at least three sources of di!erences: (1) Price comparisons 

must consider di!erences between the products and services o!ered by di!erent sellers. (2) Price comparisons 
must account for di!erences between buyers including size and bargaining power. (3) Price comparisons must 
account for di!erences in the terms of trade and contract details between di!erent buyers, since some buyers 
may pay higher prices but either get greater value from the seller or impose more costs on the seller than other 
buyers.

THE INTERDIGITAL MATTER IS THE 
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 In competitive markets, bargaining between buyers and sellers results in some buyers securing lower 
prices than other buyers. An antitrust policy that required the seller to extend the discount it is o!ering one 
"rm to all other "rms could prevent the seller from o!ering or agreeing to this discount for anyone. #at 
could harm consumers. Suppose, for example, that a large buyer insists on a discount for the higher volume 
and the greater revenue certainty it brings the seller. An antitrust policy that required the seller to extend 
the same discount to the larger "rm that it o!ers to other "rms could prevent the seller from o!ering this 
discount, resulting in less production and higher consumer prices than is otherwise necessary. It could also give 
the seller additional negotiating power by arguing that government policy prevents it from o!ering a discount.

 #e second two factors focus on the relationship between price and cost. As we noted earlier, in 
many markets there is not a close correspondence between prices and costs, especially marginal costs. #at is 
particularly true in innovation-intensive industries, those based on intellectual property, and those based on 
multi-sided platforms including many internet-based companies. In those situations there are no competitive 
reasons why prices and costs should strictly follow each other.

 #e second two factors also do not consider the possibility that prices may change because of demand 
and the value that buyers place on the product. #ey therefore ignore two important aspects of the price 
system. First, prices help allocate scarce resources to their highest valued use. When demand increases without 
a corresponding increase in supply, prices rise so that the buyers who value the product most highly obtain the 
limited supply. Without the price increase there would be the queues and rationing that arose under certain 
centralized price settings. Second, prices provide signals for entry and innovation. Prices signal "rms to enter 
and for innovators to consider substitute products and cost-saving innovations. If prices were not allowed to 
adjust, this signaling function of the price system would be lost.

 #e NDRC’s regulations “prove too much” in the sense that they would "nd very common market 
pricing practices unfair. #e NDRC has so far followed international practice in bringing few unfair pricing 
claims under the AML and has maintained the long-standing policy of letting markets decide prices. #e 
NDRC’s regulations could be improved, and made consistent with its overall reliance on markets, by explicitly 
incorporating the economic value prong of the United Brands test, acknowledging the importance of the 
demand side of the market in determining prices, and recognizing that the price comparisons must compare 
like-to-like (and therefore account for di!erences). #e NDRC may intend to consider these issues, as well 
as the speci"c complications associated with innovation-intensive industries and the presence or absence of 
exclusionary conduct, under the "nal provision in the regulations addressing “other relevant factors.”106 

D.  Excessive Pricing Enforcement Under the AML

#us far unfair pricing under the AML has made just two limited appearances on the antitrust stage in China. 
#e decisions in both cases depart from the best practices followed in most leading antitrust jurisdictions.

 #e Guangdong Price Bureau, following the NDRC regulations and guided by them "ned two 
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companies that were under common ownership for charging unfairly high prices for “river sand.”107 River 
sand is a type of sand from riverbeds that is used for construction material such as plaster and mortar. !e 
Guangdong Price Bureau compared the prices charged by these two companies with companies in other river 
sand markets and found that their prices were higher. It also found that they had increased their prices by 
almost three times their increases in costs (54.4 percent versus 20 percent).

 We do not have access to the Guangdong Price Bureau’s decision or knowledge of its reasoning. Based 
on what is in the public record it does not appear that the “circumstances” identi"ed by the Guangdong Price 
Bureau are “exceptional.” It is common for dominant "rms to charge more than other dominant "rms in 
other markets. Dominant "rms raise their prices more than increases in costs for a variety of reasons, including 
increases in demand. It would not seem that there are permanent barriers to entry into the business because 
of legal or regulatory reasons. !e Guangdong Price Bureau may have focused on the river sand industry for 
general economic policy reasons and added the AML claim for emphasis or it may have had other reasons that 
we do not know about.

 For our analysis of innovation-intensive industries Huawei vs. InterDigital is the more relevant 
matter.108  InterDigital develops wireless technologies and licenses its patents on these technologies. !e 
Shenzhen Intermediate Court heard two separate cases. !ere was an antitrust case in which Huawei claimed 
that InterDigital was o#ering a license to its SEPs at rates that were discriminatory and excessive, imposed 
unfair trading conditions, and engaged in tying and refusal to deal. !ere was also a contract case in which 
Huawei claimed that InterDigital breached its obligation to provide a fair reasonable and non-discriminatory 
(“FRAND”) license under its agreement with the relevant SSO.

 !e Shenzen Intermediate Court ruled against InterDigital in both cases. !e court did not publish its 
decisions because of con"dential information but the judges who decided the case have published two articles 
that brie$y summarize their analysis and "ndings. In the antitrust case the court found, among other things, 
that InterDigital had o#ered its patents at excessive prices to Huawei in violation of Article 17(1) and at 
discriminatory prices in violation of Article 17(6) of the AML.109 In the FRAND case the court found that the 
appropriate FRAND rate was a small fraction of what InterDigital had asked Huawei to pay.110 !e antitrust 
and FRAND decisions were both upheld by the Guangdong High People’s Court.111 !e parties settled the 
matter and there were no further appeals.112

 
 !e InterDigital matter is the only Chinese court case to our knowledge that has involved an application 
of the unfair pricing law to an innovation-intensive industry. It is di%cult to conclude much about the direction 
that the Chinese courts will take on the application of Article 17(1) to IPR given that: the unfair pricing claim 
was just one of several antitrust claims, much of the analysis of prices themselves occurred in the FRAND 
contract case, the decisions themselves have not been published, and the decisions have not been heard by the 
Supreme People’s Court. Moreover, InterDigital does not seem to have submitted su%cient evidence about its 
licensing agreements to permit the court to make a fully informed analysis.
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 Subject to these caveats, one interesting aspect of the decision is that it does not appear to have 
expressly addressed Article 55 of the AML, which exempts the exercise of IPRs from antitrust scrutiny unless 
those rights are used to eliminate or restrict market competition. It may be that the court concluded that the 
extreme disparities it found in rates charged to di!erent licensees had such an anticompetitive e!ect, but that 
is not clear from the information about the case that is publicly available.113 If the court did not make such a 
"nding, it would be hard to reconcile the decision with Article 55. In that case, the court’s approach would 
also be inconsistent with the approach in most other jurisdictions of limiting excessive pricing cases regarding 
IPRs to situations in which a "rm pursued an exclusionary strategy.114

 
 Nevertheless, the judges for the Shenzhen Intermediate Court made a conscientious e!ort to address 
a set of di#cult issues concerning negotiating FRAND royalty rates for SEPs. $is Chinese court is not 
the "rst to "nd this topic challenging. We are therefore optimistic that the Chinese courts will "nd the 
approach towards unfair pricing followed in other jurisdictions, and in particular towards innovative-intensive 
industries, helpful in shaping the case law on the application of Article 17(1). 

VI.  CONCLUSIONS

China is at the very beginning of developing the best way to apply its new antitrust laws to its economy. 
Chinese courts and regulators should certainly not simply parrot the practice of other countries, but China 
can learn from the many decades of experience and numerous cases considered by courts and competition 
authorities, particularly the large ones in the European Union and the United States. China carefully modeled 
its laws from elements of these jurisdictions, and the courts and competition authorities are looking at 
international practice. It therefore makes sense, in the case of unfair pricing, to consider how competition 
case law and policy has evolved in other jurisdictions. Both the practice of other jurisdictions and sound 
economic analysis recommend that China should rarely if ever apply the unfair pricing law to innovation-
intensive industries unless the unfair pricing is related to an exclusionary practice that has an anticompetitive 
e!ect. For the same reasons, and as apparently required under Article 55 of the AML, the experience of other 
jurisdictions and sound economic analysis strongly suggests that the unfair pricing law should not apply to 
intellectual property except when the unfair price is part of an exclusionary abuse.
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