Stock Prices Aren't Enough For
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The complexities of the rule of reason analysis articulated in the U.S. Supreme Court’s 2013
decision in FTC v. Actavis have left many practitioners searching for evidence to demon-
strate the presence or absence of anti-competitive effects!. A recent publication on the use
of stock market evidence to evaluate “reverse payment” settlements states that “a jump in
the patent holder’s stock market price in response to a reverse payment settlement should
suffice to show anti-competitive effects?.” In this article, we explain why stock market evi-
dence should not shortcut the rule of reason analysis required for these settlements in a
post-Actavis world, and is far from the “smoking gun” proclaimed by some advocates.

The “stock price approach” stems from the well-established theory in financial eco-
nomics that the value of a stock at any point in time reflects the present value of expected
future cash flows3. If the patent holder’s stock price increases after a “reverse payment”
settlement is announced, it reflects the market’s belief that under the settlement, the
expected future discounted flow of profits to the patent holder are higher than the mar-
ket expected prior to the settlement. While stock price and expected profits are typically
related, it is incorrect to interpret a stock price increase as evidence that the settlement
entry date is anti-competitive or inconsistent with the actual strength of the patent*.
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To illustrate this, consider a Hatch-Waxman lawsuit between the manufacturer of a
brand drug with 10 years of remaining market exclusivity and a potential generic entrant
that has asserted the brand’s patent as invalid.

The firms agree to settle the case under terms that allow the generic to enter in six
years and also include business transactions unrelated to the drug at issue (for example,
an agreement for the brand manufacturer to pay the generic firm to undertake devel-
opment of a potential new therapy). Upon announcement of the settlement, the brand
manufacturer’s stock price rises 5 percent®.

The logic chain that interprets the jump in the stock price as indicating that the stock
market expected an earlier entry date and associated lower future cash flows based on
patent merits contains a subtle, but important flaw. Specifically, it fails to account for
investors’ tolerance for risk and, instead, associates the price jump with an unexpected
windfall in patent monopoly profits. The increase in present value of expected future
cash flows (which was the basis for the incremental 5 percent increase in the stock price),
depends on both the magnitude of the expected future cash flows and how those cash
flows are discounted. All else equal, riskier cash flows may be less valuable to investors
than more certain cash flows®. In this particular scenario, the stock price increase may
have been driven by a decrease in investors’ perceived riskiness of the firm's expected
future cash flows holding the amount and timing of those cash flows unchanged. For
example, as the patent litigation was unfolding, investors may have viewed the brand
manufacturer’s future profits and associated future research and development spending
as relatively risky because of the uncertainty of the litigation process and of the strength
of the patent. Upon settlement, investors gained certainty regarding future cash flow.
The 5 percent jump in the stock price is consistent with a higher valuation due to reduced
risk.

Determining whether an agreement is anti-competitive using a stock-price approach
requires, at a minimum, a rigorous evaluation of the underlying determinants of the
stock price change. Is it driven solely by a change in the timing of generic entry and cor-
responding future cash flows, or a change in underlying risk? In certain cases, it may
be possible, with a careful case-specific analysis of the facts, to make such a determi-
nation. Alternatively, one could compare stock movements for companies that reached
a settlement absent reverse payment and companies that reached a settlement with a
reverse payment holding all else equal. However, this method still requires distinguish-
ing between the effect of an earlier than expected entry date and the effects of reduced
uncertainty. Further, this analysis is complicated because agreements with reverse
payments or contemporaneous business transactions are likely to differ from other
agreements along multiple dimensions such as the prominence and other characteristics
of the drug, its role within the drug development program of the company, the asym-
metry of information between the brand and the generic, the companies involved, the
relevant market characteristics and the transactions’.

In sum, while the analysis of stock price movements in response to settlement an-
nouncements may be informative in certain situations, it offers no “smoking gun” evidence



and therefore cannot be a shortcut to the traditional rule of reason analysis of “reverse pay-
ment” settlements required by the Supreme Court’s Actavis decision.
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