ANTITRUST — VERTICAL MERGERS — NORTHERN DISTRICT
OF CALIFORNIA REITERATES STANDARD FOR SUBSTANTIALLY
LESSENED COMPETITION. — FTC v. Microsoft Corp., No. 23-cv-
02880, 2023 WL 4443412 (N.D. Cal. July 10, 2023).

Despite the dramatic uptick in merger volume over the last forty
years,! antitrust enforcement has been in decline.? In 2018, the
Department of Justice (DOJ) challenged a vertical merger between
AT&T and Time Warner Cable and lost.® In 2020, the Federal Trade
Commission (FTC) and DOJ issued new vertical merger guidelines,* po-
tentially indicating a stronger stance on vertical merger enforcement,
but the FTC withdrew them in 2021 due to discrepancies between the
guidelines and “market realities.” The FTC’s new assertiveness con-
tinued when it challenged the largest merger in tech history, between
Microsoft and Activision Blizzard, Inc., a video game publishing com-
pany.® Recently, in FTC v. Microsoft Corp.,” the U.S. District Court for
the Northern District of California rejected the FTC’s request to enjoin
the merger and observed severe deficiencies in the FTC’s allegations.®
These deficiencies raise concerns about the FTC’s translation of infor-
mation about markets it intends to regulate into robust legal claims.

In January of 2022, Microsoft announced its intent to acquire
Activision for $68.7 billion.° Activision produces games including Call
of Duty, Candy Crush, Overwatch, and World of Warcraft.'®© It is
especially known for producing “AAA” games (such as Call of Duty),
which are “high-budget, high-profile games that are typically produced
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and distributed by large, well-known publishers” and “rank as ‘block-
busters’ due to their extreme popularity.”!

The FTC immediately began investigating the merger'? and filed an
administrative complaint to block it in December of 2022.'* In June of
2023, the FTC filed a complaint in the Northern District of California
seeking a temporary restraining order and a preliminary injunction
pending the administrative trial scheduled just before the deal was to
close.’* The complaint alleged that the merger violated section 7 of the
Clayton Act'S and section 5 of the FTC Act'® because Microsoft would
prevent Activision’s content from being played on rival devices and ser-
vices, hurting consumers and markets.!” The court granted the tempo-
rary restraining order pending its preliminary injunction hearing.!®

The court then denied the FTC’s motion for a preliminary injunc-
tion, dissolved the restraining order, and dismissed the case.!® The court
“1) determine[d] the likelihood that the Commission [would] ultimately
succeed on the merits and 2) balance[d] the equities”?° to decide whether
to grant the preliminary injunction. The court ultimately did not need
to reach the question of equities for its decision but found the equities
favored denying the injunction.?!

The court first defined the relevant market. It agreed with the FTC
that high-performance consoles — namely Microsoft’s Xbox and Sony’s
PlayStation consoles — were a relevant product market?? because of
those consoles’ comparable prices, hardware, and ability to run AAA
games.?® The FTC also argued that multigame content libraries (which
include Microsoft’s Game Pass) and cloud gaming services were relevant
product markets because of the acquisition’s potential to affect subscrip-
tion prices and availability of games.?* The court assumed without de-
ciding that library subscription services and cloud gaming markets were

11 What Are AAA Games?, ARM, https://www.arm.com/glossary/aaa-games [https://perma.cc/
67WT-49HX].

12 David McLaughlin, Microsoft Deal for Activision to Be Reviewed by FTC in U.S.,
BLOOMBERG (Feb. 1, 2022, 10:52 AM), https://www.bloomberg.com/news/articles/2022-02-01/
microsoft-deal-for-activision-to-be-reviewed-by-ftc-in-u-s [https://perma.cc/24FV-6M37].

13 Microsoft Corp., ET.C. No. 9412 (Dec. 8, 2022) (complaint).

14 Complaint for a Temporary Restraining Order and Preliminary Injunction Pursuant to
Section 13(b) of the FTC Act | 17-18, Microsoft, No. 23-cv-02880 [hereinafter Complaint].

15 15 US.C. § 18.

16 1d. § 45.

17 Complaint, supra note 14, 1.

18 Order re: Temporary Restraining Order and Preliminary Injunction, Microsoft, No. 23-cv-
02880.

19 Microsoft, 2023 WL 4443412, at *22.

20 [d. at *8 (citing FTC v. Warner Commc’ns Inc., 742 F.2d 1156, 1160 (9th Cir. 1984)).

21 Id. at *21-22.

22 Relevant product markets in relation to section 7 of the Clayton Act are used to assess the
area of effective competition in the product market and geographic market. Brown Shoe Co. v.
United States, 370 U.S. 294, 324 (1962).

23 Micvosoft, 2023 WL 4443412, at *10-11.

24 Id. at *11.



1012 HARVARD LAW REVIEW [Vol. 137:1010

each their own product market.?5 As to the relevant geographic market,
the court agreed that it was limited to the United States.2°

Next, the court assessed the merger’s effect on competition. The
FTC emphasized that Activision is a leader in publishing AAA games,
which are especially difficult to develop but also important inputs?? for
consoles and gaming subscription services.?® It argued that the merger
would deprive Sony of a fair opportunity to compete by foreclosing Call
of Duty games from Sony?° and that these anticompetitive effects could
be demonstrated through (1) a showing that the merged Microsoft-
Activision would be incentivized to foreclose° Call of Duty games from
rivals or (2) the factors from Brown Shoe Co. v. United States.3' As for
Microsoft’s incentive to foreclose, the FTC argued that since Microsoft
owns its own console, the Xbox, it would stand to gain by making Call
of Duty unavailable on rival consoles like Sony’s PlayStation — thereby
inducing gamers to switch to the Xbox.?? The complaint also alleged
that Microsoft would likely withhold Activision content from rivals
because Microsoft had promised not to withhold content made by
ZeniMax (a video game holding company) when it acquired the latter in
2021 but reneged on its promise after the acquisition was complete.33

The court agreed that the merged firm would have the ability to
foreclose Call of Duty games because it would own the series, but it did
not find that the firm would have the incentive to foreclose.** The court
reached this conclusion by examining Microsoft’s commitments to its
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board of directors,*> and competitors,*® and its internal communica-
tions,3” all of which indicated no intention of making Call of Duty ex-
clusive to the Xbox.?®8 The court also considered how Call of Duty’s
success depends on cross-platform play,*® Microsoft’s risk of reputa-
tional harm from foreclosing the series, and the FTC’s failure to identify
an instance where a game like Call of Duty was made exclusive after a
merger.*® As to the merits of the Brown Shoe theory, the court found
that the FTC did not make any additional arguments and extended its
analysis of the foreclosure theory.#!

The court then rejected the FTC’s expert testimony that Microsoft
would find it profitable to withhold Call of Duty.*?> The court took issue
with the expert’s failure to account for Microsoft’s offer to keep Call
of Duty available on Sony products for the next ten years, as well as
Microsoft’s economic interest in avoiding the reputational harm it would
suffer if it withheld Call of Duty from rival consoles.*> The court also
rejected the FTC’s argument that Microsoft’s foreclosure of two games
after acquiring ZeniMax demonstrated an incentive for making Call of
Duty exclusive, explaining that the ZeniMax games were distinct from
Call of Duty.** The court therefore did not find enough evidence for the
FTC’s assertions that the merger would decrease innovation or cause a
partial foreclosure by making Call of Duty a worse game on non-Xbox
consoles or delaying future Call of Duty releases for rival consoles.*’

Turning to the library subscription services and cloud streaming
markets, the court did not find that the proposed merger was likely to
substantially lessen competition.#¢ The court agreed that the merged
firm would be incentivized to include Call of Duty on Microsoft’s own
Game Pass without expanding to other libraries; however, the court was
not convinced that such exclusivity would substantially lessen competi-
tion in light of the procompetitive effect of lowering the cost of playing
Call of Duty.#” The court then applied a similar line of reasoning to
cloud streaming, citing Microsoft’s agreements with five cloud streaming
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providers to conclude that the merger will be procompetitive for this
market.*®

The FTC moved for an injunction pending appeal on July 13, 2023.4°
The following day, the Ninth Circuit denied the motion.’°¢ On July 16,
Microsoft and Sony signed a ten-year deal to keep Call of Duty on
PlayStation consoles.’! The FTC withdrew its administrative challenge
on July 2052 but returned the matter to adjudication on September 26.53

In ruling that the FTC failed to make a showing of the merger’s
anticompetitive effects, the court revealed the FTC’s defective transla-
tion of facts into legal liability. The facts of the case dictated its failure
under the foreclosure theory, but key relationships between console
manufacturers and game developers could have composed a different,
stronger case. Microsoft therefore raises concerns for how the FTC can
identify anticompetitive behavior and use such facts to bring the most
effective actions in the future — especially in light of its new proposed
merger guidelines, which reflect the kinds of behavior that the govern-
ment deems anticompetitive.

It is tempting to look at Microsoft’s acquisition of Activision as
simply an acquisition of Call of Duty — one of the most commercially
successful game series ever.>* This interpretation naturally lends itself
to a foreclosure theory. In the heyday of merger enforcement, courts
considered foreclosure to be an anticompetitive effect under section 7 of
the Clayton Act,’ which is a compelling motivation for the FTC to
bring its case under this theory. But Call of Duty was notably under-
stated in Microsoft’s press release announcing the acquisition. Instead,
the press release focused on mobile gaming and Microsoft Game Pass,5°
which is consistent with the growth of mobile gamess” and Activision’s
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footprint in this market.’® The court accordingly recognized that
Microsoft’s “keen interest in Activision’s mobile content suggests the
combined firm is not incentivized to withhold Call of Duty.”s°

The FTC’s foreclosure theory also ignored trends in the gaming mar-
ket. One of the FTC’s key points was that when Microsoft acquired
ZeniMax in 2021, it withheld certain ZeniMax titles despite its promise
to refrain from such behavior.®®© Putting aside the evidence that
Microsoft made no such promise,®' this piecemeal analogy revealed
more deficiencies in the FTC’s case. The court itself distinguished the
withheld games from Call of Duty due to their fundamental differ-
ences,®? and Fallout and Elder Scrolls — ZeniMax’s AAA titles similar
to Call of Duty in popularity and longevity®> — remain available on
other consoles.®* Instead of recognizing the status of AAA games, the
FTC zeroed in on Call of Duty’s success and constructed an entirely
speculative case premised on Microsoft’s potential to make the title
exclusive.%’

Looking beyond foreclosure, an alternative theory the FTC could
have explored was contemplated in its withdrawn Vertical Merger
Guidelines of 2020.°° The guidelines’ discussion of unilateral effects®’
contained a short paragraph describing a vertical merger’s ability to
“give the combined firm access to and control of sensitive business in-
formation about its upstream or downstream rivals that was unavailable
to it before the merger.”®® This proposition is particularly relevant to
Microsoft’s acquisition of Activision because programming, testing, and
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software development kits®® play large roles in game development.”® As
a result, console makers like Sony must provide game developers like
Activision with unreleased technology that corresponds to their business
and product lineup years into the future. However, this would endow
Microsoft with the competitive advantage of responding to Sony’s ma-
neuvers. Indeed, Sony Interactive Entertainment CEO Jim Ryan stated
that Sony could no longer share information about in-development con-
soles with Activision if it were acquired by Microsoft,”! which is con-
sistent with Sony’s attitude toward Microsoft-owned studios.”?

Under this alternative theory, Sony could withhold its technology,
but game developers would be severely restricted in their ability to op-
timize their software’s performance, as this requires detailed knowledge
of hardware specifications. The development process of AAA games
can total over $300 million,”® and yet these games are still subject to
hardware-based limitations. For example, Cyberpunk 207, cost over
$300 million to develop, and though it performed well on the newest
generation of computing hardware, it struggled to run at all on Xbox
and PlayStation consoles.” Microsoft Gaming CEO Phil Spencer ex-
plained that “Xbox Game Studios and ZeniMax[] understand that the
games they’re going to build will be shipping on Xbox and PC,” and
other platforms would be decided later.”s Thus, it is even more critical
for console makers to share their technology with developers when their
consoles are not among the first to be built around, as Sony’s will
be after Activision is acquired. Sony must share its technology with
Activision, but this will result in significant costs after the merger.

It is possible that the FTC recognized but misattributed this nuance.
In the hearing on June 28, 2023, the FTC correctly indicated that games
can provide different experiences across devices, and Activision’s
studios would prioritize Microsoft devices for future development.’®
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73 COMPETITION & MKTS. AUTH., supra note 70, at 309.
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However, the FTC’s attorney asked Activision CEO Bobby Kotick if he
was aware of developers intentionally developing a subpar game for one
platform versus another, to which the answer was no.”” This question
was relevant to the court in rejecting the FTC’s partial foreclosure the-
ory.”8 But it could have been employed more effectively had the FTC
focused instead on the long history of games degrading across devices
wrrespective of developer intentions and the imperfect remedy of sharing
sensitive technology with a direct competitor.

Despite the abundant evidence of hardware limitations in consoles,”®
Microsoft’s difficulties porting®® its games to any console,3' and the
performance issues of console-to-personal-computer ports,8? the FTC
neglected to tell the story of nonexclusive Activision games performing
suboptimally if console makers refuse to share sensitive information.
After the merger is consummated, console makers will be forced to
choose between (1) sharing their sensitive technology with Microsoft,
thereby allowing it to respond to their competitive maneuvers, and (2)
risking losing players to Xbox consoles due to the poor performance of
Activision games on their consoles. Consumers will shoulder these costs.

Microsoft is not the first time that a federal agency has lost a vertical
enforcement action due to its misaligned facts and allegations.?? It will
also not be the last unless the FTC improves its translation of market
information into theories of antitrust liability. This is not to say that the
outcome of Microsoft would have changed under a different theory, es-
pecially since Activision has a history of working with more experienced
parties to launch games on new platforms.* However, if the FTC in-
tends to tighten its reins, as the new draft merger guidelines indicate,35
the agency will first need to precisely identify anticompetitive behavior
and convert relevant facts into legal liability. The draft guidelines’ ex-
panded discussion of how a combined firm’s access to competitively sen-
sitive information can be anticompetitive®® is a promising indication.
But the agency has yet to show that it can effectively bring this theory,
along with the other newly identified mechanisms, to bloom.
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