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PROCEEDI NGS

| NTRODUCTI ON

MR. SCHM DT: Good norning. | think we are
going to try to start the program Wl cone to the FTC s
Wor kshop on Unilateral Effects. | amJeff Schmdt, the
Director of the Bureau of Conpetition, and we are very
glad to have you here today. W are really excited
about this program As sone of you may know, this
wor kshop is the brainchild of Chairman Majoras, and it
represents the best of the FTC in trying to better
under stand sone of the inportant conpetition policy
i ssues that we face.

| have the chore of doing a couple housekeeping
tasks here, so if you wll indulge me as |I go through
this to make sure that | have covered the requirenents.
| think the -- let's see, the first thing is | have been
asked to rem nd you that the agenda today is a full one,
so that if you can try to be back in your seats by the
time lunch is over with and breaks are over with, we can
hopeful |y stay on schedul e.

And | have al so been asked to ask you to use the
side doors instead of the center doors, for reasons that

are not particularly clear to ne.
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Secondly, if you will turn off the ringers on
your cell phones, Bl ackBerries, pagers, and the |iKke,
and I wll do Iikew se when | get down from here.

And third, the restroons are out the gl ass
doors, past the security desk, and then behind the
el evator bank to the left. Both the nen's and wonen's
restroons are |ocated there.

And then fourth, if you do | eave the building
during the day, unfortunately, for those of you who are
not FTC enpl oyees, you will need to go through security
again. So, if you can be sure to give yourselves a
couple extra mnutes to do that.

And then finally, as a federal governnent
agency, we do practice certain safety neasures.

Probably the nost inportant thing for you to knowis --
obvi ously you know the one exit that you cane in through
-- 1f you need to |l eave the building in the event of an
energency. There is also an exit imedi ately behind us.
There wll be FTC people who will al so be obviously here
and are on site in the event that we have any probl ens,
but, of course, we are not anticipating that.

So, with that, I'd like to wel cone the Chairnan
of the Federal Trade Conm ssion, Deborah Platt Mjoras,

to open our wor kshop.

(Appl ause.)
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OPENI NG REMARKS

CHAI RVAN MAJORAS: Wel |, thank you very nuch,
everyone. It is always good to see a robust crowd in
the norning in Washi ngton, especially on election day.

| welconme you to this workshop at the FTC. As
many of you know, the FTC has found that when we are
wor ki ng through particular policy issues, we often find
it very valuable to bring in experts fromthe outside
who can then, in a public forum comrunicate their views
and help us think through the issue. Qur public
di scussi ons can take whatever formor length is required
for the issue

Just | ast week, for exanple, we held a one-day
round table with DQJ to explore our Joint Technical
Assi stance Programin the international arena. Just
about a year ago this week, we had a two-day forum on
t he broadband access issue, which has been dubbed Net
Neutrality. And then, as many of you know, over the
past 18 nonths, we and DQJ have hosted 29 sessions of
experts discussing the appropriate application of
Section 2 of the Sherman Act to busi ness conduct.

So, today, you have been good enough to join us

as we gather to discuss unilateral effects analysis in
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merger review and in the litigation context, and | am

pl eased to say that we have gathered really a highly
know edgeabl e and t houghtful group of panelists, and |
amvery grateful to all of you for agreeing to | end your
Vi ews.

Back in February of 2004, the FTC and DQJ held a
nmer ger enforcenent workshop, which focused on whet her
the anal ytical framework set forth in the 1992
Gui del i nes, which, of course, had its roots in the 1982
Gui del i nes, was adequately serving the dual purposes of
| eading to the correct decisions in horizontal nerger
review and providing reasonably clear guidance to
busi nesses and their counselors.

The wor kshop participants generally agreed that,
in fact, the Quidelines franework was serving those
pur poses. So, borne out of that workshop, then, was not
a reworking of the Cuidelines, but rather, the agencies'
commentary on the Horizontal Merger Quidelines, through
whi ch we expl ained, by reference to specific cases,

i ncludi ng cases where we had cl osed the investigation,
how we have applied the Quidelines to actual nergers.

I f you reviewed the section on unilateral
effects, it shows a | arge nunber of enforcenent actions,
nost of which resulted in consent decrees. There can be

little doubt, I think, anong antitrust practitioners
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that unilateral effects is recognized as a central
antitrust concern, and that the Governnment has a record
of success in obtaining relief in these cases.

O course, the record is not perfect. 1In
litigated matters, both the FTC and DQJ have suffered
sonme losses in differentiated products cases under a
uni lateral effects theory. Mst recently, for the FTC,
in the Wwole Foods case, the district court did not
grant the prelimnary injunction that the FTC sought,
and before that, DQJ |ost the SunGard and O acle
chal | enges. Even when the Governnent has prevailed in
cases in which a unilateral effects theory of harm has
been all eged, as in Staples, Swedish Match, and Li bbey,
the courts' decisions have really not expressly
di scussed the application of unilateral effects theory.

Now, there may, of course, be no neani ngf ul
pattern in these losses. |If we are doing our jobs, we
likely will | ose sone cases over tine, as only the
t oughest cases result in litigation; and try as we do,
we cannot determ ne with absolute precision on which
side of the line a close case will fall according to a
court. Still, we cannot shy away fromthe tough cases
if we believe that we have the evidence to support our
position that a nmerger is likely to be anticonpetitive.

Clearly, though, if you | ook at the cases and
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particularly the | osses, they do show, | think, what we
experience, which is that there are challenges in
proving a relevant market in which we allege that the
likely harmw Il arise out of the | oss of conpetition
bet ween two conpetitors that have served as next - best
substitutes to one another for a significant nunber of
cust oners.

Recal |l that, for exanple, in the Oracle case,
the Justice Departnent sought to bar Oracle's
acqui sition of PeopleSoft. These were two of the three
i ncunbent manufacturers in a market defined as
enterprise resource planning system software that
handl es human resources nmanagenent and fi nanci al
managenent systens for custoners that nade m ni mum
pur chases of $500,000. By conparison, the defendants,
of course, argued for a nmuch broader market that
i ncl uded not just those prograns, but also other forns
of ERP prograns, as well as non-ERP software sol utions,
and woul d not have limted the market by size of
custoner sales. So, not surprisingly, defendants'
proposed mar ket expanded the nunber of market
participants.

| am obviously sinmplifying in the interest of
time here, but there, the court found that DQJ failed to

prove its alleged product market, at |east in part
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because it was not consistent with business delineations
recogni zed within the industry. The Governnent had
presented testinony from nunerous custoners that they

m ght prefer defendants' products over sone of the
alternatives, but, said the court, none testified about
how t hey woul d respond in actual purchases to a
post-nmerger SSNIP. Lack of hard, quantitative data |ed
the Governnment to rely principally on qualitative
materials |i ke market research reports and decl arations
from custoners and i ndustry consul tants.

The defendants countered with exanpl es of users
that had inplenmented alternatives to the defendants
products. Utimtely, the court found that the
Governnment had failed to define the alleged, narrow,
rel evant market, which neant that the shares that you
then cal culate to show concentration |evels weren't
correct and that ultimtely, the Governnent's estinates
of conpetitive effects, based on that nmarket definition,
al so had to be disregarded.

Then you go to the SunGard case. The district
court there rejected DQJ's market definition in refusing
to bar SunGard fromacquiring the assets of Condi sco.
These conpanies, as well as IBM were in the business of
provi di ng shared hot-site services which are backup

conputer centers that you use in the event of a
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di saster. The Governnent alleged a nmarket that was
shared hot-site services for custonmers wi th mai nfrane
and m drange conputer processing centers. Defendants
contended that there were a |l ot of alternatives to these
that customers could and did turn to to safeguard

t hensel ves in the event of disasters.

Both sides offered custoner testinony to support
their contentions, but there the court rejected the
custoner testinony, finding that both sides were
engagi ng in cherry-picking sanpling and that neither
side's witnesses were representative of all existing and
future custonmers. Utinmately, the court found a
rel evant market that was neither the narrow market that
DQJ had al |l eged or the broader market that the
defendants had alleged. In fact, the court found a
mar ket sonmewhere i n between.

And finally, if you |look at the Comm ssion's
chal |l enge to Whol e Foods' acquisition of Wld QGats, the
court there rejected the contention that the rel evant
mar ket was the prem um natural and organi c super market .
There, the Governnent presented not only economc
evi dence but evidence that was taken fromthe parties
t hensel ves that, in fact, showed that the two were
uni quely cl ose conpetitors. There was no doubt that

Whol e Foods and Wl d Qats conpeted at a certain |evel
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wi th other supermarkets, and we never denied that, but
staff presented evidence that the conpani es believed
that the other was a uniquely cl ose conpetitor, and
t hus, made decisions on that basis; and as the Wole
Foods CEO told his board in justifying the transaction
that the acquisition would elimnate Wld Cats as a
platformfor conventional supermarkets to get into the
organi ¢ market segnment, and the entry through that
avenue would be only a threat to his market position.
And in addition, after paying a premumfor stores,
Whol e Foods nmade clear it had the intention to close
dozens of stores and to scrap plans to build new stores.

O course, the district court did not see the
evi dence there as we did and concl uded that we were
wrong about what constituted the relevant narket, and
that case is now on appeal

Don't get nme wong. The courts play an
absolutely critical role in U S. nerger enforcenent.
| ndeed, al nost uniquely so if you | ook at our courts
role in conparison with many courts around the world.
And after every litigated case, it is very inportant
that we carefully evaluate the courts' decisions, our
own anal ysis, and our evidentiary presentations.

You know, the fact that litigated cases happen

so infrequently -- indeed, the three cases litigated by
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the FTC over the past year were virtually unprecedented
over the past couple of decades. The agencies just
haven't |itigated so many cases in a year. So, that
maekes it all the nore inportant that we | earn fromeach
and every court deci sion.

I n addi tion, because nost nerger decisions are
not litigated, we have a great responsibility to ensure
that we are basing those decisions, nost of which result
i n consent decrees, on solid analysis which would be
supportable in the courts if litigation were necessary.
And if we lose, it is essential that we take a critical
| ook at our |egal analysis and presentation to
determne, to the extent we can, how and why we were
unabl e to convince the court of our position.

In this regard, | amvery proud of the
debriefing efforts that are being undertaken and have
been for the last six nonths within our agency anong the
econom sts and the |l awers to think these things
t hrough, and today's workshop is another step in our
process. W can identify ways to inprove internally,
but given the human limtations on objectivity, we nmay
be so close to a case or an approach or a set of
strategies that our own introspective evaluation is just
sinply not enough.

The wor kshop conbines a | ot of our thinking,
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covering many of the areas that we and ot hers outside
have identified as worthy of discussion. For exanple,
has mar ket definition, which has been such an inportant
tool in analysis, beconme an end in unilateral effects
cases rather than a neans to determne if the merged
entity will have the ability to exercise power? |If so,
is it because, as Professors Farrell and Shapiro argue
and probably will talk about today in a prelimnary
draft paper, the CGuidelines have shoehorned unil ateral
effects analysis into the traditional market definition
concentration framework that has its roots in

coordi nated effects anal ysis?

W will define markets in unilateral effects
cases in problematical ways in litigation, because given
the nature of the analysis of closeness of substitution,
t hey appear to judges to have been gerrymandered and not
al ways consistent with our views as consuners; and, of
course, we are all consuners, including judges. Are we
ready to touch the third rail and di scuss whet her narket
definition is necessary in a case in which we can
present direct evidence of conpetitive effects? In that
regard, are we just getting tripped up over our own
term nol ogy and our step-by-step analysis, and should we
do a better job of explaining, as | tried in the

Evanston opinion, that in differentiated product
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uni l ateral effects cases, market definition and
conpetitive effects are sinply two sides of the sane
coin no matter how we label? O should we, as sone

m ght argue, stick to traditional market definition and
concentration cal cul ati ons because, while sonetines

i nperfect, they provide inportant disciplines on |egal
anal ysi s? Shoul d our thoughts on this be influenced by
the fact that a huge percentage of nergers we review
have to be anal yzed within only 30 days or |ess,
necessitating that we have to have sone tools to be able
to find the right answer quickly? Wat about our

evi dence and how we present it? W have had judges

rej ect custoner declarations, custoner testinony,
parties' unvarni shed statenments about conpetition and
mergers in favor of litigation declarations and econom c
evidence at different tinmes, all of which, sone of us
believe, at |east at sone points, to be very inportant
evi dence in these cases.

Are we noving toward a system where fancy
econonetrics will win the day, nuch |i ke we hear about
jurors who have seen so nuch CSI and Law & Order on TV
that they insist on fancy DNA or fingerprint evidence in
order to find guilt in a case? Wat types of
noneconom ¢ and econom c evidence are nost probative in

t hese cases, and how does our answer vary by factual
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condi tions, where we have dynam c versus static markets;
if we have industrial products cases versus retai
cases, direct to consuner?

How do we handl e new econom c | earni ng when we
go into court? This is very inportant, because ours is
not a static discipline, and we want to |learn as the
econom cs develop. So, how do we handle that froma
[itigation standpoint? How inportant are industry
experts? And how can we best tell the story to a judge,
especially if the market definition -- and you heard
sonme of the ones that | nentioned in sone of these
cases -- are just sinply not intuitive to us as
consuners?

Now, later today, | amvery excited that we are
going to have a nock closing argunent over a
hypot hetical ice creamnmerger, and as you will see from
the facts there, the Governnment in that hypothetical
case alleged that superpremumice creamis a separate
mar ket from other types, with the defense taking the
position that ice creamis ice cream As we wll see,

t he econom cs and facts are not necessarily conpletely
in alignment with what our intuition mght be. So, this
panel will provide us with really an excepti onal
opportunity to hear how two experienced judges go about

wei ghi ng the often conpl ex and contradi ctory testinony
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in economcs, which is typically presented in an
antitrust nerger case.

So, with that, | would like to thank you all for
being here to discuss with us this inportant topic, and,
again, many thanks to our panelists who have agreed to
be here with us. | wll stop now, and | would like to
introduce to you, to begin the first panel, David Wl es,

who's the Deputy Director of the Bureau of Conpetition.

(Appl ause.)
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PANEL 1:
FOUNDATI ONS OF UNI LATERAL EFFECTS THECRI ES:
CORE FEATURES, ECONOM C BASES,
AND POTENTI AL GROUNDS FOR ATTACK

MR. WALES: Geat. Thanks a |ot, Debbie.

W are, to reiterate, very excited today about
our various panels, and | personally amvery excited
about this panel. | think we have sone great
participants and hopefully we will have sone great
di al ogue.

The way we would like to kick it off is just to
tal k about sone of the foundations of unil ateral
effects, sonme of its core features, econom c bases, and
potential grounds for attack, and other general topics
to set up sone of the additional discussions that we
wi |l have.

The format is going to work this way: Each of
the three -- nowthree -- panelists will have brief
presentations to tal k about some of the issues they
think are inportant, that they want to convey, and then
what we would like to do is open it up to discussion,
hopefully get an active discussion as to sone of these
issues and drill down a bit further on sone of the key

poi nts.
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So, with that | amgoing to go ahead and give a
brief introduction of the panelists, and then I am goi ng
to ask themto go ahead and start their presentations.

First off, we have, all the way down at the end,
Andrew Gavil. Professor Gavil teaches |aw at Howard
Uni versity School of Law. He has been a nmenber of the
Howard faculty since 1989. Prior to joining the
faculty, he practiced antitrust |aw and comerci al
l[itigation with law firnms in Chicago and Denver. He is
the | ead author of Antitrust Law in Perspective: Cases,
Concepts and Problens in Conpetition Policy, and is
currently at work with the co-author, Professor Harry
First, on Mcrosoft and the A obalization of Conpetition
Policy: A Study in Antitrust Institutions. |In 2004, he
received the Warren Rosmarin Award for Excellence in
Teachi ng and Service at the Law School and serves as a
faculty advisor to the Howard Law Journal

Next up we have Robert WIlig. Professor WIllig
t eaches econom cs at Princeton University. He's a
former supervisor of econom cs research at Bel
Laboratories. He is the co-author of Wl fare Analysis
of Policies Affecting Prices and Products, and
Cont est abl e Markets and the Theory of Industry
Structure, and co-editor of The Handbook of I|ndustri al

Organi zation and Can Privatization Deliver?

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

21

Infrastructure for Latin Anerica, and nunerous articles.
A fellow of the Econonetric Society, he has served on
the editorial boards of the American Econom c Review and
t he Journal of Industrial Economcs. He served in the
Antitrust Division in the U S. Departnent of Justice as
Deputy Assistant Attorney General for Econom cs.

Finally we have Jan McDavid. She is a partner
at Hogan & Hartson here in D.C. She focuses primarily
on antitrust and trade regulation litigation and
counseling. She has served in nultiple positions of the
Antitrust Section of the Anerican Bar Associ ation,
including Chair. She also is a nenber of the Antitrust
Council of the U S. Chanber of Commerce, and has served
on antitrust task forces with the U S. Departnent of
Defense. She is the author or co-author of many books
and articles involving antitrust, including the
Antitrust Evidence Handbook, Mergers & Acquisitions, and
Antitrust & Trade Associations Practice Cuide.
Ms. McDavid's recognition includes The Best of the Best
Conpetition and Antitrust Section; Legal Tinmes of
Washi ngton Top Antitrust Lawyers; The International
Who' s Who of Business Lawyers; and Guide to the Wrld's
Leadi ng Conpetition Lawyers.

W are thrilled to have each of you here today.

Wth that | think what we would like to do is
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start off, Professor Gavil, with your presentation. So,
take it away.

PROFESSOR GAVI L: The slides?

MR. WALES: VYes.

PROFESSOR GAVI L: Good norning, everyone. | am
delighted to be here, and | thank Chairman Mjoras and
Andrew for inviting ne to join you.

To start off our first panel, | was asked to see
if in about five or seven mnutes | could sumup the
history of unilateral effects. So, | will try and do
t hat .

| thought that in just a few slides | would talk
alittle bit about the roots of unilateral effects
doctrine, both legal and economic, and how it fits into
the larger picture of nerger analysis. That got ne
t hi nki ng about vari ous phases we have gone through in
ternms of merger enforcenent anal ysis.

| start with a hypothesis, and it was really
|ate last night when | typed this, so maybe it shoul d
have a question mark at the end. | amnot sure this is
nmy hypothesis, so |l wll pose it nore so as a
guestion -- a possible hypot hesi s.

In a sense, unilateral effects is both the
ol dest and the newest theory of anticonpetitive harmfor

mergers. The underlying |l egal and economic theories are
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nei t her novel, nor new \What is newer? Well, the
theory has certainly been refined; it has been
el aborated. There are new enpirical techniques, and we
will talk alittle bit about that, which have clearly
been ai ded by technology and there is increased access
to data, which also, aided by technol ogy, has been very
significant. But the question, of course, on everyone's
m nd, and as Chairman Majoras already put it for us, is
why has the contenporary theory of unilateral effects
proven to be such a difficult sell in the courts?

The basic larger idea of nerger to nonopoly, of
course, is original to the Sherman Act. Here is a
guotation fromHans B. Thorelli, Federal Antitrust

Pol i cy:

That " Sherman" -- tal king here about John
Sherman -- "wanted the bill to cover the great
industrial trusts proper as well as nergers and ot her
tight conbi nati ons when of a nonopolistic nature there
can be no doubt."

So the idea that we should prohibit nergers to
monopoly is a very old idea in antitrust. It was
supposed to be covered by the Sherman Act. In many of
the early nmerger cases that cane out of the great nerger

wave, Northern Securities, U S. Steel, although of

varying success in terns of enforcenent, the basic

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

24

theory was nerger to nonopoly, and the trusts thensel ves
were conbi nes. They were viewed as nergers to nonopoly.

The 1950 anendnents ushered in the non-
nmonopol i stic nmerger period, sonewhat in response to the
Col unbi a Steel case of 1948, although there are other
factors as well. The Governnent was | osing a nunber of
t hese nerger challenges fromthe twenties to the
forties. Congress decided to step in. They clearly had
a different set of concerns. They broadened out and
altered the focus froma focus on nerger to nonopoly to
what we m ght call nonnonopolistic mergers.

We m ght also call these the w | derness years,
as the anchor, even in early thinking about nerger to
monopoly, was a little bit nore clear than what happened
in this period. There was an evolution from enphasis on
"trend towards concentration,” a concept which is
typified by cases |ike Brown Shoe, Von's, and Pabst, and
whi ch we now teach agai nst in casebooks, toward the
structural approach, and the general concerns it raised
about market shares that were obviously elevating. Here
was the idea of nmaking predictions frommarket structure
that took formin the Phil adel phia National Bank
presunption, and, of course, was reflected in the first
Merger Cuidelines in 1968.

From 1968 to 1992, there was an effort to better
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define what the true anticonpetitive theory was, and in
a sense this period led to a conmngling and a fusion of
two conpeting traditions. One was the oligol opy
tradition going back to the 19th Century in econom cs,
and the other was the structural presunption, which had
devel oped in sone of the witings on industrial
organi zati on economcs in the 1950s.

| f you go back, as | did, |looking at Stigler and
Posner and Bork and contrast themw th Kaysen and Turner
(1959), you really see these two very different sets of
i deas conpeting for influence in terns of nerger policy.
Their first offspring was the coordinated effects theory
in the 1982 Cuidelines and the way the CQuidelines are
structured. This is a point that Joe Farrell and Carl
Shapiro explore in their paper, I wll nention that a
little later on. The attenpt to structure Cuidelines
t hat conbi ne pieces of different theories | think is one
of the issues that is going to energe today as
inmportant. W have different intellectual thoughts that
are reflected in different pieces of the Cuidelines, and
like a puzzle where the Iines between the pieces are
still very defined, they do not always quite fit
together very well, and sonetinmes they can even work at
Cr 0SS- pur poses.

Fromthe m d-1980s to the present, there was
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sonething of a reintegration of the pre-1950 and
post - 1950 nodel s. Monopolistic and nonnonopolistic
mergers are reintegrated in the Quidelines. Coordinated
and unil ateral effects are both introduced. Both, of
course, have roots in oligopoly theory, but both are
still tethered to the structural concepts in the

Qui del i nes.

For nore sources on this history of unilateral
effects and its roots, | just cited a few of the
articles here on the slides, all of the authors being in
the room Baker, WIlig, and Denis, all go through sonme
of these issues of the intellectual roots of nodern
uni l ateral theory.

Vell, where do we go fromhere and what is the
di scussi on about today? | think one issue that | wanted
to put out is, how do we rel ate devel opnents in
unil ateral effects to the larger context of nodern
antitrust? And this | amnot quite sure | believe, but
| wanted to put the idea out there. Coordinated versus
uni l ateral effects parallels, in a sense, the tension
that now exists in Section 1 between actual effects and
t he qui ck-1o00k doctrine on the one hand and
circunstantial effects under the Shernman Act.

Coordi nated cases tend still to be structural in sone

sense, econom c, and nore sophisticated in others. But
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to the degree they are relying on creating a
circunstantial, predictive case for coordinated effects,
they are nore like the circunstantial approach to nerger
anal ysi s.

| tried to give a newnane -- | don't know if it
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will work or stick -- but unilateral effects is nore
akin to "predicting actual effects"” based on enpirical
evidence, and in that sense, it really can be located in
the circle with cases |ike NCAA and | ndi ana Federation
and California Dental and Pol ygram cases that try to,
as the Chairman was tal king about earlier, try to | ook
at actual effects and market definition, market power,
as flip sides of an issue.

As the court said in NCAA and again in Indiana
Federation, traditional market power analysis involved
defining a rel evant market, cal cul ati ng nmarket shares,
and predicting market power and consequence
anticonpetitive effects fromlarge and durabl e shares.
The Court has held, however, that doing so was just a
surrogate for actual anticonpetitive effects. Wen you
have the actual anticonpetitive effects, you shouldn't
need to do those things.

The tension about that has arisen with respect
to such actual effects cases is simlar to the tension

that exists now around unil ateral effects. Concerns
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about the reliability of actual effects evidence have

al so caused sonme push-back in non-nerger areas. So, one
productive step we could take would be to get nerger

anal ysis, instead of in its own pigeonhole, relocated in
the larger picture of what is happening in antitrust.

The irony of precision -- |ast slide here -- why
are unilateral effects cases a tough sell in court? For
econom sts, there is the appeal of enpiricism They are
very appealing. They -- based on data -- | pulled this
gquot ati on out of one of Jon Baker's articles:

"[1]f the facts support a unilateral theory, it
is clear as a matter of econom c |ogic why the
particular nmerger would likely lead to higher prices."

This reminded ne a little bit of the | anguage in
Pol ygram where the FTC tal ked about anticonpetitive
effects being "intuitively obvious" based on economc
anal ysis. But what is the challenge for
deci si on- nakers? Wy the resistance?

Vell, in a sense, the nodels can be nore conpl ex
than the traditional PNB presunption. This is sonewhat
ironic since the nodels were designed to yield a greater
degree of precision, a greater degree of understanding,
yet the nodel s thensel ves are nore conplex. The PNB
presunption was by conparison easy, |ike per se rules,

i ke other burden-shifting devices. It did not require
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a lot of understanding to say: "40 plus 20 is 60. Qoh,
that's a lot!"

Enpirical evidence al so may be confusi ng when
conbined with traditional structural evidence. 1t can
appear highly dependent on assunptions, and, therefore,
subject to manipulation if the assunptions change. It
can be a little bit nore rigorous in theory than
practice. Sonetines the data do not match the theory.
And | think there is a larger issue, one that David
Meyer tal ked about in a speech last fall. W are,
whether we like it or not, at sonething of a historical
nmonment in antitrust, where courts are proving very
skeptical about antitrust cases, and unilateral effects
has run into that skepticismas it tries to devel op and
evolve in the courts.

Those are ny opening comments, and | will turn
it back over to the panel.

MR. WALES: Geat. Thanks, Professor Gavil.

Next we have Professor WIlig with sone brief
remar ks.

PROFESSOR WLLIG Brief?

| face an interesting challenge. | was asked to
cover the Merger Quidelines, a short overview to be
sure, unilateral effects therein, the history of

antitrust, and the economcs of unilateral effects, and
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| wasn't given five to seven; | was given three to five.
MR. WALES: | i ed.
PROFESSOR WLLIG Wth another cup of coffee,
can talk really fast. So, who's got the coffee for nme?
El ements of the Guidelines in an historical
context: First and forenost, relevant market. Wat is
a relevant market? | know we tal k about all the
al gorithms, those of us who | ove that kind of thing, but
the idea of a relevant market is so sinple that | think
we shoul d renenber its basic concept all day |ong
t hroughout the discussions. A relevant market is a
collection of the principal sources of conpetitive
di sci pline on the products of the nerging firns,
especially the overl appi ng products of the nerging
firms.
I f you collect all the sources of conpetitive
di sci pline and you put themall under a single source of
control, then you should be seeing sone el evation of
nmonopol y power, and hence, the hypothetical nonopoly
test as the way to nmake sure that you have got all of
t he principal sources of conpetitive discipline
identified and collected in the relevant market. The
idea of it is sinple. The hypothetical nonopoly test is
just the way to nake sure that you have actual ly got

mar ket power there collected in these various sources of
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conpetitive discipline.

This was the idea of the 1982 Cuidelines, along
with a way of counting concentration within a rel evant
mar ket. The concentration question, again, taking it

away fromthe technocratics, the Herfindahls and the

like -- remenber when that was a bizarre thing?
remenber that. | nmean, | hate to be an historian and
feel like it was yesterday and | was already old when

t hese things happened. That is sort of a dangerous
dream of mne. Never mnd how Jon | ooks. He | ooks
great, exactly the way he | ooked -- God knows when. No
i nprovenent, but no change.

(Laughter.)

PROFESSOR WLLIG So, why do we count
concentration and change in concentration? Wll, a
rel evant market is a place where a hypotheti cal
nmonopol i st could or woul d exerci se nonopoly power. The
change in concentration and the | evel asks, well, what
does the nerger do to bring us to the status of that
hypot heti cal nmonopolist? How close will the nerger
actually bring us to that hypothetical nonopoly? It
goes hand in glove with the idea of the rel evant narket.
The Herfindahl is a very clever way to neasure
concentration. It is nothing but an arithnmetic way to

col |l ect share data and see how concentrated they are.
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Now, everybody keeps saying today -- and | have
heard this before as well -- that the 1982 Cuidelines
are all about collusion, coordinated effects, as we
would call it today. Hey, | was there; Larry Wiite was
there. It turns out that the Herfindahl Index, by 1982,
was bei ng published as comng right out of a Cournot
nodel. You all remenber this, econom sts Cowing and
Waterson, and, in fact, Odover and | were asked to
wite a review of those '82 CGuidelines. | had done sone
consulting on the D vision on them when they were being
witten with Larry Wite, and in '83, Ordover and |
wrote, "Why do they keep using the word collusion in the
Qui del i nes? They are actually tal ki ng about oligopoly
nodel s |li ke Cournot with what we would call today
unilateral effects.” | think it was nore a m sl abel i ng,
a lack of language, than a distortion of the ideas. W
obviously did better a decade later by looking it in the
face, but to say that the '82 CGuidelines were really
about collusion | think is a grave intellectual error if
we are doing history, and that was ny assignnent.

Now we nove on to the current Cuidelines --
hopefully still current -- and we have coordi nat ed
effects, which we are not tal king about today, and we
have unilateral effects, and I1'd like to highlight three

different cases of unilateral effects that are squarely
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in the Guidelines, and here, too, | amworried that we
are losing track about which one it is that we are
speaki ng of .

First of all, unilateral effects apply in the
CQuidelines to the case of "honobgeneous products, "
commodities in the comon parlance. The Cuidelines cal
this a market in which firnms are distinguished by their
capacities rather than by the characteristics of their
products, because they are all basically the saneg;
hence, honogeneous products. Unilateral effects make
totally good sense in a market of honobgeneous products.
The economics of it are very sinple.

The idea is that if a firmgets bigger in a
space of honbgeneous products, then it has got a bigger
base of capacity on which to enjoy a price rise, and so
a big nerger tends to enhance the incentives of the
newly nmerged firmto cut back on output so as to push
the price up, because now, it has got nore capacity on
which to enjoy the positive profit effects of that price
rise.

Not el aborate, not fancy, not about nerger
si mul ati on nodel s, although we have lots of analytics to
handle that if we want to, but it is not what we are
usual Iy tal king about on a day |like today, but it is

still unilateral effects. So, | think we need to
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shar pen our | anguage away fromjust unilateral effects
to unilateral effects in markets where the products are
inportantly differentiated to separate out the case of
the comodities.

Second of all, within the category of
differentiated products, there is a nmain case really in
the Quidelines where the differentiated products are --
| amcalling it today generally differentiated. Jon
Baker and | and Paul Denis debated this stuff for nuch
of two years together. GCenerally differentiated
products are ones that conpete with others in the
rel evant market, but kind of generally, wthout any
speci fic product-to-product rel ati onshi ps.

Thi nk about cold renedies. | nean, does anybody
real ly know what the subcategories are of cold renedies?
Everybody's got their favorites, and yet each cold
remedy basically conpetes with all the other ones.

Maybe a pharnmacol ogi st woul d know the difference, but we
consuners sure don't. O mdsize cars, you know, they
are all kind of nushed together in one big pot, no
specific conpetitive rel ationships.

Wll, in a market like that, it makes sense to
think that the share of a product is indicative of its
conpetitive significance as an alternative to whatever

your favorite product is; that shares really connote
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conpetitive significance, because the conpetitive

rel ati onshi ps are general throughout the marketpl ace.
That is the | ead case of differentiated products under
the Quidelines, and there, relevant nmarket makes just as
good sense as it does for a honogeneous product industry
that collects all these products that interact
inportantly; concentration makes sense as a neasure of
significance, and off we go.

There is a ot of economics |lying behind this.
The Logit nodel of demand handles this. W all grew up
on the CES Uility nodel of nonopolistic conpetition,
and in markets like that, this is exactly the kind of
interaction anong the products. This is really classic
differentiated products stuff.

VWhat we are all getting confused about is the
third case where the conpetition anong differentiated
products is not general; instead, it is |ocal, and where
differentiation is local, market share is not indicative
of conpetitive significance as a matter of substitution
for any other product. Sone products yes; other
products, no.

Thi nk about Toyota Canrys. They are very
successful cars, and yet they are in no way interesting
substitutes for the BMVdrivers in the crowd. |[Instead,

maybe an Audi with a | ow market share is a nuch cl oser
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source of substitution for the BMVNthan woul d be the
best-selling Canmry. So, here, product characteristics
are discernible; they are different; people recognize
t hem as such; and they drive the inportance of different
substitution relationships. So, three different Kkinds
of unilateral effects. Today, we are really only
tal king about the third one, and | think it would really
help to clarify that in our discussions.

When we have | ocalized effects, we are going to
have small, narrow rel evant markets. You know,
Bi nmer-oriented rel evant markets instead of all cars or
all mdsize cars, and what we are hearing is all judges
who | guess do not drive Bimrers find it alittle bit

harder to under st and.

A proposal | would nake today -- and | am not
going to wait for the question, | just want to slip it
in -- the proposal is that we accept the idea that

mar kets can be narrow where conpetition is localized --
bite that bullet -- and accept the idea that sonetines

t he best evidence for what constitutes the true, narrow
rel evant market is not our normal kind of intuition
about, "Oh, a car is a car; a grocery store is a grocery
store; a stationery story is a stationery store,"” but we
al | ow oursel ves, where appropriate and where the

evidence is there, to deduce market definition from
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evi dence about conpetitive effects; that after we | ook
at the Staples/ O fice Depot evidence, that where there
are only two superstores instead of three, prices are
hi gher, that teaches us that the office superstores are
not in the sanme rel evant nmarket as your corner
drugstore, which | would have thought intuitively, but
t he evidence proves that is not true. The evidence
proves that, indeed, the relevant market is office
superstores. | wouldn't have known that through other
sources of evidence, but the statistics that show that
are our best evidence for market definition.

Why shoul dn't we all ow markets to be defined
usi ng best evidence? And in cases where we have those
ki nds of data, that would be our best evidence. It is
not that markets are irrelevant. It is just that we
should be willing to test themand to prove them
sonetimes using the sane kind of information that we use
for conpetitive effects, where we have such solid
evi dence.

It is not wong in Wiole Foods for the judge to
be debating what the relevant narket is -- al
supermarkets or just organically oriented ones. That is
very much the right question, and | think the judge was
on the right beamin trying to figure out what the best

source of persuasive evidence was. | don't know what
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the right answer is either. So, if |I were the judge,

woul d have been all over the lot just |like the judge

was. | don't knowif it was a wong process. It is a
hard question. Maybe the FTC knows better. | am not
aware of those data, but, | mean, maybe you are right.

But | think the judge was grappling with the right
guestion, and why not allow conpetitive effects and
natural experinents to be part of the evidence that does
drive a determ nation of the relevant market, along with
conpetitive effects? | think there is nothing wong
with that.

| think there is a danger in elimnating the
idea of a relevant market, because not forcing ourselves
to actually enunerate, out |loud, all the sources of
i nportant conpetitive discipline creates the danger that

i n our weaker nonents, when we are not absolutely on our

game -- and | know nostly we are in this room but
sonetimes we are off our gane -- when you are on the
other side of nme, for exanple -- that under those

ci rcunst ances, you should be inpelled by the process to
enunerate all of what you think are the inportant
sources of conpetitive discipline, and the process of
rel evant market is the force that nakes us do that.

Just saying, "Ch, it is obvious that these two products

are the closest substitutes, end of story," is a
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dangerous way to | ead our process as far as the lawis
concer ned.

Thank you.

MR. WALES: Thank you, Professor.

We are now going to turn to Jan MDavid with her
openi ng st at enent.

Jan?

M5. McDAVI D:  Thanks, Davi d.

In recent years, as we have been tal ki ng about,
t he agenci es have increasingly relied on unil ateral
effects theories. Oher panelists, and especially the
econom sts in the room can tell us whether the
t echni ques underlying these theories are appropriate and
debate which theory is appropriate in a particul ar case.
| am not an econom st; | don't play one on television.
| hire people |like Bobby for that.

Instead, 1'd Iike to discuss these issues from
t he perspective of an antitrust practitioner who has to
explain themto business people who are maki ng deci si ons
about potential transactions and who interact with the
staff of the agency about particul ar transactions.

Now, it has always seened logical to ne to
consi der whether a nerger that elimnates direct
conpetition between the nerging parties substantially

reduces overall conpetition within the nmeani ng of

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

40

Section 7. Unilateral effects analysis is based on the
very common sense notion that a nerger is likely to have
nore a harnful conpetitive effect if the nmerging parties
are particularly close conpetitors.

The nost obvi ous exanple, of course, is a nerger
to nonopoly in which there is no conpetition remaining
followng a transaction. But it also seens |ogical that
transactions in which sonme rivals remain could produce
t hose conpetitive effects. |In other circunstances, they
won't. The question before us, before the agencies and
before the courts, is how do you distingui sh between al
of these different formulations?

| have al ways found that the easiest way to
expl ain these concepts to business people is the next
best substitutes fornulation, and so that is basically
what | have done.

Now, as a Col orado skier, | often use the Vai
case as the paradigmthat | walk ny clients through in
trying to have them understand conpetitive effects.
About ten years ago, Vail resorts, which operates both
Vail and Beaver Creek, proposed to acquire the Ral ston
resort ski properties in Colorado. Those of you who
t hought Ral ston only nmade dog food will be surprised to
know that they actually operated Breckinridge, Arapahoe

Basi n, and Keystone, and did not do so especially well.
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The Division concluded that there were two ki nds
of skiers: There were destination skiers, |like nme, who
get on an airplane and fly somewhere to ski, and if
prices go up for us, we could go sonewhere el se.
could get on an airplane to Salt Lake rather than to
Denver if | wanted to go skiing. And then there were
what they called the front-range skiers, the fol ks who
get in their cars sonmewhere in the Denver netropolitan
area and drive about two-and-a-half hours to a ski area,
and they concluded that that was the market in which
t hey needed to anal yze the effects of the proposed
Vai | - Ral ston transacti on.

The conpetitive inpact statenent nade it clear
that the Division was applying a unilateral effects
theory to the case. Before the nerger, Vail was
deterred fromincreasing its prices at Vail and Beaver
Creek by the fact that skiers could go to Keystone
instead, if prices were to be increased at Vail and
Beaver Creek, or Breckinridge or Arapahoe Basin. But if
Vai|l al so owned Keystone, Breckinridge, and A-Basin,
they would al so pick up the revenues on the sal es of
those tickets, and therefore, a price increase m ght
becone profitable.

Based on an econonetric analysis, using largely

survey data -- and that is a point | really do want to
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conme back to -- and data on margins, the Division
concluded that a price increase of a dollar per ticket
was likely in the event that Vail owned Vail, Beaver
Creek, and Keystone, because Keystone was the next best
substitute. They al so concluded that divesting A-Basin
woul d fix this problem

Now, the antitrust agencies' ability to engage
in the type of analysis that they used in the Vail case
or in the other cases we have been tal ki ng about has
been made possible by the kinds of rich data sources
that are available, as well as conputers. |In cases
i nvol vi ng branded food products, for exanple, IR and
Ni el sen data permt very el aborate econonetric nodels in
whi ch we can actually use transaction data to test these
propositions. But the retail scanner data that we have
i n branded food products are not avail able nost of the
time, and even in branded food product transactions,
they actually focus on conpetition at the wong |evel,
because they are focusing on the prices set by
retailers, not the prices set by the manufacturers of
the food products who are actually engaged in the
ner ger.

So, what substitutes for these kind of data are
avai | abl e and how does the quality of the data affect

the quality of the analysis in which we are engagi ng?
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It seens logical to ne that differences in the quality
of the data are very likely to lead to differences in
the quality of the econom c analysis that is being done
and that use of data that is not reliable may lead to
skewed and unreliable results.

An awful | ot of the debate is al so about the
ki nds of assunptions that are being used, and if you
vary the assunptions, you vary the outcone. It is very
possi bl e, under the Quidelines and under the Commentary,
to find unilateral effects at even | ow market shares.
Many of us believed there was a 35 percent safe harbor
in the Quidelines, but the Commentary says there isn't.
Were is the right Iine? Every nodel of unilateral
effects predicts sone kind of a price increase absent
sonme significant efficiencies. W all know how reliable
the efficiency estimates are. Al of this can skew the
outconme in ways that may render the results at |east
suspi ci ous and nake peopl e skepti cal.

Now, | bring to this process the skepticismthat
| also bring to the HH analysis. The HHs lead to a
mat hemati cal result which | ooks precise on its face, but
we all know that it varies entirely based on market
definition and market shares, neither of which are very
reliable, and then you just square it and add it up

So, it all depends on where you start as to where you
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end up.

For that reason, | rarely try to define markets
in the transactions I amworking on. | always zero in,
al nost imedi ately, on conpetitive effects anal ysis,
because that is where | have al ways thought the gane was
going to be played. | have always thought that the HH's
are a very useful first screen for thinking about the
transactions into which we should start conducting that
kind of el aborate analysis, but they create an
artificial sense of precision where no real precision is
possi ble, and | am concerned that sone of the sane
t hi ngs happen with respect to the kinds of unilateral
effects anal yses that we have been undert aki ng.

Let's go back to the Vail case as an exanple.
Peopl e who ski in Col orado who probably agree that
Keystone was the nost |ikely next best substitute for
Vail and Beaver Creek, with Breckinridge being a close
second. | think we would have been very skeptical that
survey data would allow you to conclude that prices
woul d go up one dollar or we would be especially
skeptical that divesting Arapahoe Basin was going to fix
t hat problem

| have never skied at Arapahoe Basin. It is way
too hard for me. There are people there who sleep with

their dogs in their Vol kswagen buses in the parking |ot.
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It is not a substitute for Vail. So why should we trust
an econom c¢ nodel that suggests that it is.

So, | think where all of this takes nme is that
we have to bring some comon sense to these kinds of
anal yses, and that is where | amconcerned that the
agencies are running into resistance. Sone of what
t hey' ve been doi ng appears to be gerrymandered or
jury-rigged and doesn't pass the commobn sense test.

When your judge is soneone who's been sentencing drug
of fenders in the norning and is handling unil ateral
effects analysis in the afternoon, you have to be
conscious of the limtations of your audience. They
don't do the math either

Judge Wod, who handl ed the cereals transacti on,
brought Fred Kahn in to advise her as effectively her
| aw cl erk when she tried that case, even though she was
a very experienced antitrust |awer and very good at the
economcs. And that is, | think, an illustration of the
sorts of problens that we have to be consci ous of.

So, | would like to use the unilateral effects
anal ysis as part of a holistic analysis of all of the
evidence. | have always thought we get to pretty good
results with the nore traditional nodels, considering
the conpany's strategic planning docunents; who do they

think are their nost significant rivals; what do the

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

46

custoners say; what is the evidence about entry; is one
of the conpanies failing; is one of the conpany's
ability to conpete on an ongoing basis inpaired in the
future. Does this tell us an overall story? 1Is all of
the evidence consistent? Does it take you to the sane
pl ace?

If that is the case, | think you can be
reasonably confident about the kind of decision you are
reaching. |If it does not, then the agencies should be
skeptical, and the agencies will encounter a skeptical
audi ence in a federal judge. | think those kinds of
| essons are things we have to keep in mnd as we do
t hese sorts of anal yses.

MR. WALES: Thanks, Jan.

W will kick things off a little bit. | thought
| woul d ask sone questions and hopefully get the
di al ogue goi ng.

It seens that there is not a ot of dispute that
unil ateral effects is a valid theory and one that we
t hi nk should be applied in the appropriate cases,
especially in differentiated product nerger cases, but
the reality is it has been a tough sell to judges, and I
guess the question is, what do we take fromthat? What
are the reasons why we think that judges are having a

hard time? 1Is it the fact that perhaps unilateral
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effects is not a sound theory? 1Is it nore practical in
the sense that there are assunptions, intuitive
problenms? Are the Guidelines to blane? What do you
think the problens are?

PROFESSOR GAVIL: Well, the Guidelines are a
product of a long history and tradition, and again, |
woul d say that you need to look at it in the |arger
context of antitrust. W have been thinking about
rel evant markets and market definition and market shares
and assunptions that you draw fromthat, connections
between that and the possibilities of anticonpetitive
effects, for a long tinme. So, shaking that |oose is not
going to be an easy process, and the evidence is going
to have to be especially conpelling.

| think if something does differentiate Staples,
it is that the evidence was especially conpelling. It
is difficult fromthe outside to eval uate how conpel | i ng
the evidence is in cases still pending, |ike Wole
Foods, where we just don't know all of the evidence that
was i ntroduced.

And | think a second part of it is Bobby's
comrent that maybe we shouldn't be trying to persuade
anyone to totally let go of that structural tradition
| conbine that with Jan's coment -- this has been true

i n nonmerger cases -- when the two kinds of evidence are
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pointing in the sanme direction, you are going to have
t he strongest case.

Now, that nmeans a | ot of work maybe, but when
the direct and circunstantial evidence in non- nerger
cases i s pointing towards market power, those cases are
pretty hard to rebut. So, maybe there is this sort of
conbi nati on of thoughts here that |lead to that
concl usi on.

M5. MDAVID: | think one of the things about
Stapl es we shoul d renmenber is that although we had very
conplicated econom c anal ysis by Professor Ashenfelter,
there was also sone really sinple stuff. Prices were
hi gher where there was one firmand prices were higher
where there were two firns than they were when there
were three. That was a pretty sinple paradigmfor even
peopl e who don't do the nath.

PROFESSOR WLLIG It seens to nme that the basic
t hought behind differentiated products or |ocal
conpetitive effects, the basic thought is totally
intuitive. | nean, it passes ny dinner table, even ny
breakfast table test at honme, which is to say that,
| ook, it turns out that when ny favorite car is being
priced by the marketing people, the first thing they
look to is this closely conpeting car, and maybe we

actual Iy have evidence fromthe conpanies of that or
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maybe we can readily deduce that, but as an expert, that
woul d be nmy opening line if | amtalking to ny famly or
to a conmmon lay judge, is to say, |ook, what is keeping
prices where they are today is largely and inportantly
conpetition wth this other product, and guess what,
after the nmerger, that product will be in the sane
executive suite, the margin will be just going into the
sanme pocket as the margin on the BMNN ny favorite car,
and so that source of price conpetition wll be gone.

Now, Your Honor, believe nme, | have | ooked at
ot her possible sources of conpetition, and there are
ot her ones, but they are just nowhere near as inportant
to the pricing of the BMVNas that Audi car, and now Audi
and BMVare threatening to nerge. So, | have | ooked at
a broader relevant market, | have tabulated all the
ot her possible sources of conpetition, and they do have
sone effect, but not nearly as inportant as the effect
that woul d be | ost because of this nmerger. What is hard
about that?

Jan?

MS. McDAVID: No, | think that is pretty sinple,
Bobby. By the way, | have always thought that the
Division's case in Oracle nade a great deal of sense.
The problemwas that the market, as defined, was not

really a product the conpany sold. It, therefore,
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| ooked jury-rigged, and | think that is just part of the
problem It failed the commbn sense test.

MR. WALES: \What about one of the -- | guess in
the nmerger commentaries it tal ks about the fact that you
can have both quantitative and qualitative evidence that
may be probative of the closeness of substitution of the
various products and, of course, the potenti al
conpetitive effect.

Is it the case now that you must have
guantitative evidence, despite the fact that the
coment ari es tal k about how you can have either
quantitative or qualitative information, |ike business
docunents? Qbviously in Wole Foods, it seened |like the
j udge was nore focused on the quantitative as opposed to
the qualitative evidence, where there was sone pretty
good qualitative evidence in the business docunents.

M5. McDAVID: W have to do both. The reality
i's when we are proposing a transaction, we have to do
both. There is no alternative, and, you know, in all of
the matters that | handl e before the agencies,
encourage ny econom sts to share all of their data, al
of their analyses, alnost sit in aroomwth the agency
econom st and be as cooperative as possible. W wll
get to the right kinds of outcones. That is absolutely

what we did in the cruise |ines case, and many peopl e
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hold that out as the nodel. W have to do it. The
agency's going to do it. It is a nmutually assured
destruction circunstance.

PROFESSOR WLLIG | nean, to ne, the
guantification, aside fromour satisfaction in using
pr of essi onal standards as econom sts, but the
substantive question that has to be addressed -- and
this brings us back to relevant market, | think -- is
suppose that we can all agree, intuitively, that Bis
the cl osest substitute for A, and A would be the sellers
are threatening to nerge, but that really is not the end
of the story, nor is it even the end of the story to say
how cl osely substitutable A and B are, because in many,
many | ocal or bigger markets, there is a C, D, and E
| urking behind A and B

Those of you who know Princeton, if you get off
Route 1 to make a right turn to cone to the canpus down
Washi ngton Road, there is a little traffic circle, and
on that traffic circle there is tw gas stations, and
they are head-to-head conpetitors. | nean, they are
literally head to head on the traffic circle. So,
al ways use this in class. Wat if those two gas
stations nerge? Wat do you say, class? You can see
they are close substitutes, so wouldn't you bust the
merger right away?
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So, anybody who says yes never nakes it to the
m dtermas far as | amconcerned. But you know what ?
Half a mle down Route 1, there are five other gas
stations. Now, it is true if those two gas stations
merge, we would | ose that head-to-head conpetition, but
it would not be a substantial or it mght not be a
substantial change in the state of conpetition, because
there is all these other gas stations just a half a mle
down the road.

This is what scares ne about getting rid of
rel evant market when it conmes to |localized conpetition
anong differentiated products. Half of nmy class wll
say, right away, "No, no, we have got to stop that
merger," wthout asking what else is there right behind
that pair of closest substitutes? And that is the
question that the relevant nmarket forces us to answer,
to pick it up, saying, "Well, yeah, there are other
sources of conpetition, but you know what, they are not
nearly as inportant."

But we need sone quantification to get us to the
ability to conclude whether or not those other gas
stations are closely enough conpetitive to these two
that are head-on to see whether their nmerger wll
significantly tend to raise price, or whether, instead,

C, D, and Ewll provide anple conpetitive discipline to
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stop there frombeing a significant price increase
because of the nerger. That neans sone kind of
guantification is necessary.

Wen | tell you half a mle, you know the
answer, but when we are tal king about cold renedies or
supermarkets of different kinds, we have no ready such
quantification, and now we are into a real debate that
is frustrating a | ot of people.

M5. McDAVID: | do not think it matters what you
call it -- or whether you focus on rel evant market or
mar ket shares, what you have to determ ne are what are
the -- as Bobby put it -- the sources of conpetitive
di sci pline post-transaction on the nerging parties? And
you are going to have to identify themand tal k about
how significant they are.

MR. WALES: It seens that judges have had a hard
time, though, in terns of applying the CGuidelines and
under standi ng the difference between identifying that
| ocal i zed conpetition that we think matters in terns of
t he uni que constraint on the nerging, differentiated
products, and defining a broader market that m ght
contain nore distant conpetitive constraints. Do we
need to rethink how the QGuidelines work in
differenti ated product cases?

M5. MDAVID: Wll, the Commentary nade an
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effort to do that, but we are regularly rem nded that
the Guidelines are not law. | think Judge Friedman
rem nded us of that in his Whole Foods opinion. So, the
Gui del i nes are sources of explanation and an
extraordinarily useful framework for us to use before
t he agencies, but fundanentally, they are not going to
bind a court. Sone explanation, in whatever format, |
think is what you really need.

MR. WALES: Wul d anyone support anendi ng the
Qui del i nes?

PROFESSCR GAVI L: The Gui del i nes have becone
kind of a two-edged sword | think for the agencies.
Yes, formally, they are not law. Yes, formally, they
all state -- not only the Merger Cuidelines, but all of
t he enforcenent agency guidelines -- that they are not
intended to establish a litigation format; they do not
speci fy burdens of proof. But the degree to which the
agencies use themin courts, the degree to which parties
use them and hold the agencies to them neans that they
have becone very influential docunments in court. They
are |l ooked to as demarking |lines for burden-shifting
when you | ook at the steps of the Guidelines. And the
Qui delines, on their face, would seemto suggest that
you al ways start by defining a rel evant market and

cal cul ati ng mar ket shares.
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So, when you say change the Cuidelines, ask
shoul d we change the Guidelines, well, to what end and
wi th what consequences? | think it has becone a
difficult challenge for the agencies to articul ate
enforcenent standards to two communities. They are
articulating to the business comunity their intentions
with respect to enforcenent efforts, but then when they
go to court, in part, given the Suprene Court's absence
fromnergers for so long, when they go to court, they
are kind of trying to use the cases that are avail abl e,
that are the best cases. Yet they have to live with the
Quidelines as if it were law, as if it were their own
I aw.

So, it is a challenging question, what to do
with the Guidelines, and can you fix the problemin
court by changi ng the Guidelines, by further devel oping
the theories? Maybe. Com ng back to sonethi ng Bobby
said, when those first '82 Cuidelines cane out with HH's
and SSNI P, you know, there was giggling in the room at
the ABA neeting -- "what could this be and what court
woul d ever do this?" And with time, that has clearly
changed.

So, maybe part of the answer is that changing
the Quidelines could change things, but it may not

change things in the next case or it may take sone tine
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until those ideas filter through and gain the confidence
of |l awers and judges as well.

PROFESSOR WLLIG Well, let nme ask, just to
pose nmy own question, if you were to think with ne that
the best way to go is to deliver the nmessage that the
way to determ ne rel evant market is through best
evi dence, which sonetines may be consuner survey -- CGod
hel p us -- sonetines through your own stomach as a
consuner, but sonetines through real consideration of
mar keting data or natural experinments, like in office
products case, get the nessage out that we do need to
determ ne rel evant markets, but we can sonetines do it
backwards. Sonetinmes we can do the same anal ysis that
we woul d do for conpetitive effects but use that as the
source of best evidence for rel evant market.

What is the best way to get that nessage out?
Is it a revision of the Guidelines? Is it a speech? |Is
it next time there is a docunent that tal ks about Dbest
practices, that that becones a prom nent exanple? Do it
in court explicitly that way? Those of you who know
courts better than I, what is the best way to deliver a
message of that kind?

MR. WALES: One additional point, is the 35
percent threshold in the Guidelines. W have seen sone

courts reject that, actually in Oacle, there were sone
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pretty negative comments on it; other courts were
willing to accept it as another proxy in the attenpt to
measure the cl oseness of substitution between the
mer gi ng products.

The Merger Commentaries talk about it as nerely
a screen and not a safe harbor. Does it still have a
place in antitrust cases? Should we be using it? |Is
t hat sonet hi ng we shoul d consi der changi ng?

MS. McDAVID: Wll, if you go back to nmy comon
sense notion, when the agencies challenge a transaction
where the market shares are bel ow 35 percent, it
suggests that there are a nunber of rivals that really
matter out there. | think that you are going to find a
| ot of skepticismabout a challenge under those
ci rcunstances. You are going to have to have a pretty
conpel ling case about why the other 65 percent is not
sufficient to constrain the exerci se of market power in
t hat circunstance

PROFESSOR WLLIG | think it is a form of
prosecutorial discipline, because it does force the
agency to articulate a narrow enough rel evant market to
get past the 35 percent threshold and to confess that,

i ndeed, we are tal king about |ocalized conpetition, that
is the theory of the case. No matter how explicitly it

is articulated, that is what is driving the bringing of
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the case -- maybe appropriately, there is no doubt about
it -- but then the relevant market has to be articul ated
as a narrow one, and then the 35 percent threshold wll
be net easily.

The question is, wll the court find that narrow
mar ket to be credible? And if not, maybe it shouldn't
be credible. It really is a matter of judgnent, and the
court is weighing in froma lay point of view

M5. McDAVID: Think back to the Ginnell case
where the Court tal ked about the nmarket definition as a
red- haired, green-eyed man with the linp. | nean, is
that the kind of thing you want to argue to a judge who
is going to be viewwng this through his or her prism
whi ch may or may not include an econom cs background?

PROFESSOR WLLIG O maybe the judge will like
to sleep in a van wth the dogs and go skiing.

M5. McDAVI D: Exactly.

PROFESSOR GAVIL: One thought just to add here
is | think safe harbors are inportant. And | think that
not all market definition is going to be rocket science.
And the challenge is, if you have got a market
definition that does require nore data, that is one that
isalittle bit nore conplex, stating safe harbors can
suggest a false level of certainty -- using a safe

harbor that is based on a nunerical threshold suggests a
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degree of precision that nmay not be there with nore

anbi guous markets. But it does give sonme guidance in
terns of the |ess rocket science market definition, so
transactions can be identified that just are not going
to be on the table. Wether that is the right nunber, |
do not know, but the concept of having sone easily

di scerni bl e area of safe behavior is an inportant one in
enforcenent. W talk about it again in all other areas
of antitrust enforcenent.

M5. McDAVID: The cruise lines case is an
i nteresting exanple of market definition, because the
Commi ssion's statenent defined a market Iimted to
cruise lines, but then it becane really clear that in a
conpetitive effects analysis, the exercise of market
power woul d be constrai ned by other vacation choi ces.
Therefore, we focused on conpetitive effects, which is
where | think the gane really needs to be played.

MR. WALES:. (kay, put your agency hats on. You
are back at the agencies. What types of matters should
t he agency be | ooking for in ternms of good unil ateral
effects cases? Wat are the specific factual
ci rcunstances you think necessary, perhaps even
i ncluding sone of the nbst recent cases -- were they
ones we shoul d have brought? Wi ch ones should the

agency be focusing on? Qoviously nerger to nonopoly is
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the easiest, but | do not think anyone's going to say
that is all we should be | ooking at.

M5. McDAVID: | would go back to circunstances
i n which the evidence aligns, where the economc
evidence is consistent with the parties' internal
strategi c planning docunents. You can al nost use their
strategic planning docunents as a first screen. |f they
particularly focus on one another, that nmay be an
i ndication of next best substitutes, and, therefore, a
transaction shoul d be subject to additional analysis.

But I'd use a conbination of all of the evidence and be
sure it points in the sanme direction.

PROFESSOR WLLIG  Yeah, Jan, we have both seen
an awful |ot of collections of business docunents where
a conpany is very fond of nam ng one conpetitor over and
over again strategically and where the sumtotal of the
conpetitive forces fromall the others, on analysis,
turns out to be every bit as inportant.

M5. McDAVID: | said first screen.

PROFESSOR WLLIG  Yeah.

M5. McDAVID: First screen.

PROFESSOR WLLIG But caution to that.

M5. MDAVID: O course. It has got to be the
whol e col lection of all evidence, not just the strategic

pl anni ng docunents, but including the views of the
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custoners, evidence of recent entry, the conpetitive
probl ens the particular firns face, the whole array of
evi dence.

PROFESSOR GAVIL: | think we have cone to a
poi nt where there is sonmething of a paradox that makes
the question hard to answer. It is easy to say they
need to bring the best case; the Governnent needs a w n.
It is easy to say that. And it is relatively easy, too,
to say that, well, all the evidence ought to be pointing
in the sane direction.

Here is the reason | think it is somewhat
paradoxi cal. The blatant merger to nonopoly, |ike the
bl atant cartel, is not going to happen, presumably, very
often. The cases that are going to be presented are
going to be harder cases. The nerging firns are going
to be represented by people |ike Jan, who are neking the
best possible argunents with the best possible
econom sts about why a particular transaction should be
permtted. So, | think, in a sense, that, conbined with
the general skepticismof the courts about antitrust
now, neans there are not going to be any easy cases. It
is going to be hard to choose the best case.

It's not to say that people do not still propose
extrenme things and that that may cone al ong and you may

get lucky and have a fish in the barrel to shoot, but |
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think that we are nore likely to be facing conplex fact
patterns, conplex economcs, and close calls, and it may
have nore to do, in terns of winning, with the |luck of
the draw in which judge you get and how t hat judge
reacts to the package of evidence than all that nuch
that the agency can do or the parties can do. Those are
going to be tough cases. That is where we are in a | ot
of areas of antitrust.

PROFESSOR WLLIG And, of course, don't forget
that how tough the cases are is, in a way, a testanent
to the remaining credibility of the agencies, because
the cases that woul d be easy do not get to court. So,
the ones that are left to go to court are the really
hard ones, inevitably, and that is still true, despite
t he sonmewhat checkered record of the agencies in courts
lately, and that is a testanent to the lasting view of
this marketplace of the skills and the abilities of the
agencies. So, |ook on the bright side.

MR. WALES: | think there has been a | ot of talk
| ately about the general skepticism about antitrust.

That skepticismis sonething that we feel nore generally
interns of talking to judges and ot hers.

How do we deal with that? How do we reduce that
skeptici smand sonehow renew the interest in strong

antitrust enforcement?
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M5. McDAVID: It is a forensic exercise. |It's
got to be. And | think the bench is becom ng better
educat ed about the concepts that underlie sone of this.
The Antitrust Bar tries to do a good bit of that, and we
do supply copies of Antitrust Law Devel opnents.

PROFESSOR GAVIL: The only thing I woul d add
here is, again, | think context is inportant. W tend
to get narrowy focused on our little corner of the
world in antitrust. Judges are not skeptical just about
antitrust cases. Litigation has becone a costly and
expensi ve process. Twonbly, which we think of as
our antitrust case -- | amworking on a synposi um at
Howard on the history of Conley and Twonbly -- and
Conl ey, in 1957, 50 years ago, was a civil rights case.
The five | awyers working on the case were al
African-Anerican. They were basically trying to crack
the nut of getting at intent to discrimnate by a union
that was conplicit in enployer discrimnation, and in
that context, at that nonment in tinme, the court said,

"I oner the pleading barrier, these cases have to go
forward." That becane the standard that we used in al
civil litigation for 50 years.

And then if you had to i magi ne what woul d be the
antithesis of that case, Twonbly was potentially the

antithesis of that case -- a nationw de cl ass action
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i nvolving potentially hundreds of mllions of consuners
against all of the | eading tel econmunications conpani es,
and the court recoiled fromConley in that case.

Now, partly, that is a challenge of using the
sanme procedural standards in every kind of case that we
do, but what does that nean? It neans that we have a
l[itigation systemtoday with over a quarter of a mllion
cases filed each year in the federal courts. It's a lot
of cases; a lot of them are conpl ex; habeus can be just
as conplex for a judge as antitrust; and there is
generally resistance to litigation. So, again, | think
| ooki ng outside antitrust is helpful in |ocating
ourselves in the larger world of federal court
[itigation.

PROFESSOR WLLIG Do you think the public who
fornms these troubling views, including the judges,

di sti ngui shes adequately enough between cases brought by
the United States, by the FTC, and cases brought by the
advent uresone private bar?

| mean, maybe sone of the bad rap that antitrust
has is because of the activist plaintiff's bar. It
could be. | think on average those cases are far nore
variable in their superficial and end validity than are
t he cases brought by the agencies.

PROFESSOR GAVI L: Bobby, | think it is a good
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point. One of the ironies, though, is that to the
extent the agencies have fed the fires of hostility to
private actions, the courts' hostility to antitrust is
com ng back and constraining the agencies as well.

But yes, clearly, if you |look at the Suprene
Court decisions of the last two terns, there is a |lot of
anti-private action rhetoric going on, and sone of it
was com ng fromthe governnent agencies that were
encouraging that view, and it canme back to bite themin
a case like Credit Suisse, for exanple.

M5. McDAVID: | think there is a good bit of
truth inthat. Certainly it was driving Twonbly and
Tri nko.

MR. WALES: Ckay, I'd like to thank our panel
today. W had an excel |l ent discussion.

(Appl ause.)

MR. WALES: The plan is to take a 15-mnute
break. So, let's be back at 10:35, if we could. Thanks
very nuch

(A brief recess was taken.)
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PANEL 2:
THE ROLE OF MARKET DEFI NI TION I N
UNI LATERAL EFFECTS ANALYSI S AND

IN THE LI TI GATI ON OF UNI LATERAL EFFECTS CASES

MR. SCHM DT: The next panel is going to focus
on the role of market definition in unilateral effects
analysis. | think you have already seen fromthe first
panel that it is difficult to separate these pane
di scussions so that they do not overlap at all, but our
focus is going to be on the requirenent or the | ack of
requirenent to prove a rel evant product market and the
various inplications of that.

We have a terrific panel to focus on that issue
With us today, and let ne just take a mnute to go
t hrough the introductions, and then we will start right
in.

To ny far left, Jon Baker. Jon is a Professor
of Law at Anmerican University's Washi ngton Col | ege of
Law, where he teaches courses primarily in the areas of
antitrust and econom c regul ation. Professor Baker is a
seni or consultant with CRA International. Hi s previous
experience includes being the Director of the Bureau of
Economcs -- we won't hold that against him-- at the

Federal Trade Conm ssion, Senior Econom st -- sorry,
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M ke, wherever Mke is -- Senior Econom st at the
President's Council of Econom c Advisors, Speci al
Assistant to the Deputy Assistant Attorney Ceneral in
the Antitrust Division, and Assistant Professor at
Dartnout h's School of Business Admnistration. As | am
sure you know, Jon is co-author of an antitrust case
book and past editorial chair of the Antitrust Law
Journal and a past nenber of the Council of the ABA
Antitrust Section, and in 2004, he received Anerican
University's Faculty Award for Qutstandi ng Schol arshi p,
Research, and O her Professional Acconplishnments, and in
1998, he received the FTC s Award for Distinguished
Servi ce.

To ny inmmediate left is Kathy Fenton. Kathy is
a partner at Jones Day. She's practiced antitrust |aw
for nore than 25 years. She is currently the Chair of
the Antitrust Section of the ABA and has served in
numer ous positions, including editorial chair, of the
Antitrust Law Journal. She is a nenber of Jones Day's
prof essional service conmmittee and served as chair of
the ethics subcommttee. She has witten and | ectured
on i ssues of professional responsibility, conflicts of
interest, and |legal ethics, including serving as an
instructor on legal ethics for the D.C. Bar's new

adm ttees course. Her recognitions include Who's Who in
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Aneri can Law, The Best Lawyers in America, 2007. She
previously served as an Attorney Advisor to the Chairnman
of the FTC and was a law clerk here in the District of
Colunmbia, the District Court.

To ny far right is Dan Wall, partner at Latham &
Watkins. Dan is Chair of Lathams & obal Antitrust and
Conpetition Practice Goup. Throughout his career, Dan
has been active in the Antitrust Section of the ABA,
al so. Dan was a founder and served four years as editor
of the Antitrust magazi ne; was chair of both the
Conmput er Industry Commttee and Sports and Entertai nnment
| ndustry Comm ttee; organized and chaired The Stanford
Conference on Antitrust in the Technol ogy Econony. He
has al so aut hored nunerous articles on application of
econom c theory to antitrust issues and on high
technol ogy antitrust. He began his career as a trial
lawyer in the Antitrust D vision of the U S. Departnent
of Justice, and his recognitions include Chanbers USA,
Anerica's Leadi ng Busi ness Lawers, The Best Lawers in
Anmerica, Legal Media Goup's Expert Guide to Conpetition
and Antitrust Lawyers, and d obal Conpetition Review s
GCR 100.

Then to ny imediate right is Rch Parker, a
partner at O Melveny & Myers. R ch is Co-Chair of that

firms Antitrust/Conpetition Practice. He returned to
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O Melveny in February 2001 after serving three years at
the FTC, as first Senior Deputy Director and then
Director of the Bureau of Conpetition. Rich has been
recogni zed as a Leading Lawyer in Antitrust by the Legal
Ti mes; nanmed by the G obal Conpetition Review as one of
the best antitrust defense lawers in the United States;
and recogni zed as a leading antitrust practitioner by

d obal Conpetition Review, Chanbers d obal, Chanbers
USA, and Super Lawyers Magazi ne, and probably others.

He received the D stinguished Service Anard al so from

t he FTC

So, with that, | think we are going to try to
follow the sane format that the first panel used, which
is to ask each of the panelists to give a short
presentation, and then we will go right into questions
and hopefully have a lively discussion. | think we are
going to start with Jon.

PROFESSOR BAKER:  Good norni ng, everyone. | am
delighted to have been asked to be here, and | see sone
old friends. It is also very nice to be discussed, but
for future reference, Bobby and Andy, | prefer to be

di scussed for ny ideas, not for how | | ook, okay?

My assignnent is to talk about -- is to be a | aw
professor and to talk about the -- | can't help it, |
will be an econom st, too -- tal k about the pros and
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cons of using market definition in unilateral effects
cases to set up the panel. The argunents neatly divide
into three categories, so | amgoing to tal k about | egal
argunents, econom c argunents, and litigation tactic
pros and cons.

So, on the legal side, we have to start with the
words of the statute, of C ayton Act Section 7, which
objects to acquisitions that substantially | essen
conpetition, and now | will quote, "in any |ine of
commerce or in any activity affecting commerce in any
section of the country,” and that |anguage, that
statutory | anguage, arguably, nakes proof of a market an
el enent of the offense.

On the other hand, if the Governnment can prove
harmto conpetition directly, there has to be sone
mar ket wi thin which conpetition takes place, and, why
isn't that inference good enough to satisfy the statute?
| once wote an article where | called that kind of
approach a res ipsa |loquitur market definition. So
words of the statute is one | egal issue.

Anot her | egal issue is the Oracle decision
Judge Wal ker held that the Governnment nust prove that
the merger nmust -- in a unilateral effects case, that
the nmerger nmust -- would create a nonopoly or near

nmonopoly. Mnopoly is al nost al ways denonstrated by
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hi gh market share, so the Governnent essentially has to
define a market to satisfy this elenent of what Judge
Wal ker sees as part of the offense. The con here is
that Judge Wal ker's holding in that decision is based on
a clear error in economc reasoning. So, | don't
believe that other courts will followit. Even in the
comonly used horizontal differentiation nodel that
Judge WAl ker seens to have in mnd, unilateral effects
can arise in nergers that involve firns that are not the
| argest in the market and that do not create a dom nant
firm just as a matter of economics. So, that is the

| egal pros and cons.

Now, econom c pros and cons of defining a
market. | think here | amgoing to start with the cons
and not the pros. The economcs of unilateral effects
anong sellers of differentiated products does not turn
on market shares. You can think of unilateral effects
as arising because the nerger lets the firmrecapture
profits that previously it would have lost were it to
have raised price, and so it now has, after the nerger
an incentive to raise price. That is one intuition

Anot her way of thinking about unilateral effects
is that they arise because the nerger allows the firmto
renove the conpetitive response of an inportant rival,

and that makes the initial firms residual denmand | ess
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elastic. Again, you can see how that would give it an
incentive to raise its price. Either way you think
about unil ateral effects anong sellers of differentiated
products, the market shares do not directly matter to

t he econom ¢ anal ysi s.

Now t he other side of the story. The market
shares woul d be a good indicator of pressure to raise
price if the diversion ratios or the demand elasticities
are related to them That could occur if the custoner's
second choices are distributed simlarly to custoner
first choices, which is what Bobby was getting at this
nmor ni ng when he tal ked about generally differentiated
products.

Al so, high market shares likely indicate that
the diversion ratios are so high or that they are high
enough that they will generate sone sort of unilateral
effects, unless the nerging firns' products appeal to
very different groups of custonmers. So, if afirmwth
a 50 percent market share nmerges with a firmwith a 20
percent market share, the two would have to be in very
different niches in order to not have a unil ateral
effects problem The high shares al nost shift the
bur den.

Al so on the pro side of using market definition

in the economcs category, if the way you coll ect the
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evi dence relies on econonetric evidence of diversion
ratios or demand el asticities, then, sone sort of an at

| east informal market definition is required to specify
the list of potential rivals that you have to include in
order to avoid bias in your analysis.

So, if you |l eave out an inportant rival when you
conduct the estimation, then the elasticity estinates
are nost likely biased in the direction of overstating
the unilateral effects. This is sonething that | think
Bobby was al so getting at this norning when he tal ked
about collecting the inportant sources of conpetitive
di scipline. The gas station exanple could be understood
in this context, as biasing the estimate of unilateral
ef fects because you |left out the others down the road,

i n Bobby's theory.

The third area where | want to tal k about pros
and cons of defining markets and proving unil ateral
effects cases has to do with litigation tactics. Here,
the pros and cons depend on whet her the Governnent woul d
define a narrow market or a broad market or not one at
all. Let's suppose the Governnent defines a narrow
market. Here we have in mnd, office supplies sold
t hrough superstores rather than all office supplies, or
superpremumice creamrather than ice cream the kind

of things that we tal k about in our professional world.
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The pro of defining a narrow market is that it
allows the Governnent to portray the case as a nerger to
nmonopoly or near nonopoly, and it al so creates a causal
inference of unilateral effects when the market shares
are high, as with the 50 percent firmmnmerging wwth a 20
percent firm as we said before.

On the other hand, a narrow market nmay not be
persuasive if it |ooks gerrymandered. That could be a
particular problemif sonme of Bobby's Audi drivers would
go to BMWand sone would go to Lexus. It may be that it
is harder for himto sell his Audi/BMWVmmarket to a
court, particularly if nore of the Audi custoners would
go to Lexus than to BMWV

Al so, this approach potentially focuses
attention on the wong issue. That is, it directs your
primary attention to the extent of buyer substitution to
the third firnms, the rivals outside the market, rather
than to the extent of the buyer substitution between the
merging firms, which is the source of the unilateral
effects. The first thing you want to know is the
substitution between the nerging firnms, but you are busy
worryi ng about, in market definition, the substitution
to the third firnms.

Now, |et's suppose the Governnent defines a

broad market. The pro here is that the market may seem
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nore intuitive, |ike Jan suggested this norning, unless
gerrymandered in its appearance. The broad market

all ows the conpetitive effects case to take primary
place in telling the conpetitive effects story in
l[itigation for the Governnment and focus attention on the
way that the merger lets the firmrecapture lost profits
or alter the conpetitive response of an inportant rival
consistent with the economc theory. You are focusing
on the theory, the economc theory.

On the other hand, if you define a broad market,
you may essentially admt that a | arge nunber of firns
are rivals to the nerging firns, that nmerging firns'
shares are snmall and that conpetitive effects are not
uni form because they are concentrated in a small part
of the market. Al those things are bad optics for
trying the case, and they make the conpetitive effects
| ook small. And there is also the danger of getting the
Governnent enbroiled in this question of whether there
is a 35 percent safe harbor for unilateral effects or
not in the Merger QGuidelines that was alluded to in the
| ast panel .

The final litigation choice would be not to
define a market at all. Again, the benefit of that is
it focuses the case on the way the nerger lets the firm

recapture the lost profits or renpves the conpetitive
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response of an inportant rival, consistent with the
econom ¢ theory. It would seemthe Governnment could
avoid litigation problens wth defining a broad market
when narket shares are |ow, but the con is that may be
illusory, because the defendant woul d presumably define
a broad market, and so the Governnent may not actually
avoid the problens arising fromdefining a broad narket.

So, there you have it, an even-handed vi ew of
pros and cons of proving markets in unilateral effects
cases.

MR. SCHM DT: Thanks, Jon.

Kat hy?

M5. FENTON: Thank you, Jeff.

| was asked to share sonme thoughts on the |egal
need to prove market definition in unilateral effects
cases, and as Jon Baker already indicated, the reason we
are having this discussion goes back to the basic
| anguage of Section 7, the requirenent to show effects
"in any line of commerce in any section of the country,"”
a mandate that sone -- you may call thema strict
constructionist -- have identified as being the source
for any obligation to prove nmarkets as part of your
affirmati ve showi ng of a Section 7 violation.

But | think the nore interesting issue to focus

oninthis areais the fact that nuch of the current
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debate can be directly traced to the | ack of recent
and/ or rel evant Suprene Court opinions on this subject.
| amsure there is a great analogy to children's
literature that is possible here, whether it is R p Van
W nkl e or The Sl eeping Princesses, but your | ast
substanti ve nerger case goes back to 1975, and the | ast
time the court spoke on this issue was a year earlier,
in 1974, in the Marine Bancorp case, where it set forth
a fairly traditional three-part analysis that says:

"The analysis of likely conpetitive effects from
a nerger requires determnations of, one, a |line of
comerce, a product market in which to assess the
transaction; two, the section of the country or
geographic market in which to assess the transacti on;
and three, the transaction's probable effects on
conpetition in the rel evant product and geographic
mar ket . "

Now, judges, tending to be relatively
conventional creatures, |ook at that |anguage and see,
not surprisingly, a mandate to define a rel evant market.
The silence on the subject for the ensuing years from
the Suprenme Court has sinply added to the proliferation
of approaches we see at the district court. Sone of
t hose approaches have been responding to other

devel opnents occurring at the Suprenme Court | evel
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outsi de of Section 7, outside of the nerger context, in
areas involving either collusion or nonopoly clains,
because you have a whol e series of cases, sonme of which
were briefly touched on by the opening panel, NCAA Cal.
Dental, Polygram and perhaps, nost dramatically,

| ndi ana Federation of Dentists, that seemto elimnate
the need for formal market definition if there is actual
proof of anticonpetitive effects.

And | think the quote from I ndiana Dentists
probably captures this |ine of devel opnent outside the
merger area nost dramatically, because there the Suprene
Court said:

"Since the purpose of the inquiries into market
definition and market power is to determ ne whether an
arrangenent has the potential for genuine adverse
effects on conpetition, 'proof of actual detrinental
effects, such as a reduction of output,' can obviate the
need for inquiry into market power, which is but a
"surrogate for detrinmental effects.'”

Needl ess to say, that precedent fromthe Suprene
Court has surfaced in nunerous briefs, often by the
private plaintiffs or government agencies prosecuting a
unilateral effects nerger, seeking to argue that the
formalities of market definition are not essential as an

el enment of proof, and the argunment in that regard,
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think, is perhaps very nicely captured in a recent
article by Katz & Shelanski in the Antitrust Law
Journal, called "Mergers and |Innovation," that takes a
slight detour through unilateral effects analysis and
says:

"If the formalities of market definition can be
skipped in favor of direct analysis of harmin
nmonopol i zati on and col | usion cases, there is no reason
why the sane should not hold true for nmerger analysis
where the issue, likely conpetitive harm is simlar."

They go on to recogni ze that nerger anal ysis has
some limtations. They say it is "nore often
prospective and predictive than other kinds of antitrust
cases where the conduct at issue frequently has been
ongoing for sone tine," but this sinply nmeans that
direct effects may be easier to show in nonnerger cases
and not that direct evidence of market power shoul d not
have the sane priority in nmerger cases where such
evi dence i s avail abl e.

| woul d suggest that econom sts probably have
nore flexibility than district court judges in offering
that alternative as a way of resolving these cases, but
t he debate continues, and as you | ook at the recent
di strict court opinions involving unilateral effects,

you know, Oracle, Wole Foods, Arch Coal, you really
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could go down the litany, you see judges struggling with
this question of what is their obligation to formally
make findings of fact and concl usions of |aw on the

rel evant market question, and they tend to engage in
activities that could be characterized as a market
definition exercise wthout necessarily acknow edgi ng
their obligation to do so. And | think the only hope |
can identify for resolving this question is the
possibility of further Suprenme Court statenents on this
questi on.

Now, in the world post Hart-Scott-Rodi no
notification, that is going to be a difficult
proposition, just because nost nergers that are
chal | enged by a governnent enforcenent agency do not
hol d t oget her | ong enough to ever reach the point of
Suprene Court review, but | think there is one possible
candi date on the horizon that | offer for your
consideration. It poses the question of role of nmarket
definition not with respect to a product market but a
geographi ¢ market, and the case, of course, is the
Conmmi ssi on decision in Evanston, which is stil
awaiting, as far as | know-- and I wll bow to nore
superior informati on sources -- a determ nation by the
parties to file an appeal with one of the U S circuit

courts.
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But in that case, the Conm ssion opinion dealing
with a post-closing challenge to a hospital nerger
concl uded:

"It is not necessary to define the rel evant
geogr aphi ¢ market, because it is possible to show,

t hrough direct evidence, that the nmerger enabled the
merged parties to exercise market power unilaterally."”
Thus, the Comm ssion concl uded, because the nerger
enabl ed the parties to raise prices by a substanti al
anount, at |east equal to a SSNIP, through a unil ateral
exerci se of market power, the geographic area alleged by
the FTC to constitute a rel evant market constituted a
wel | -defined antitrust geographic market under Section
7.

Now, if that issue were preserved through the
appel |l ate process, we certainly have the prospect of a
court of appeals chimng in on the need for rel evant
mar ket definition and, as | said, a possibility for
Suprene Court review since a concluded nerger, a
di vestiture chall enge essentially, is sufficiently high
stakes that the parties mght be incented to take that
st ep.

But in the absence of that, | think we are going
to continue to see a struggle at the district court

| evel as they | ook back to precedents, and it is not
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just Marine Bancorp. It is Philadel phia National Bank,
it is DuPont, that all contain the | anguage about
defining rel evant markets, as well as what | would
suggest are sone practical |[imtations inposed by the
Mer ger Cuidelines thensel ves and the Merger Cuidelines
structure, because there, the five-part organization
enbodied in the Guidelines has, in a sense, provided a
road map for a |lot of subsequent district court

anal ysi s.

You start wth market definition and
concentration; you consider potential adverse effects;
you do an entry analysis; you consider efficiencies; you
deal with failing or exiting assets. That, again,
sounds |i ke a mandate for rel evant market definition,
and as a result, to borrow Andy's phrase fromthe
initial panel, it is probably a very hard sell for the
courts to try and avoid or escape that exercise, and in
particular, this conbines with a nunber of other
practical aspects, including judicial skepticism of
econom ¢ anal ysi s.

And | was rem nded in preparing for this
exercise of a fascinating quote fromKen Auletta's book,
Wrld War 3.0, which, of course, is on the Mcrosoft
case, but he had, you mght recall, conducted fairly

extensive interviews as part of the process for that
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book. One of the people he interviewed was Judge Hogan
of the district court here in the District of Colunbia,
who sone m ght view as one of the godfathers or patron
saints of unilateral effects analysis since he is the
aut hor of the opinion not just in Staples, but also
Swedi sh Match a few years earlier

They sonehow got off the topic of Mcrosoft in
t he discussion for Auletta's book and started tal king
about the Staples/Ofice Depot case, and Auletta reports
in his book:

"When Judge Hogan presided over the Governnent's
antitrust action to block the proposed nerger of Staples
and O fice Depot, Hogan reported, 'W had a | ot of
econom c evi dence, we had a | ot of docunentary evidence,
al though in that case, the econom c evidence that the
Governnent had was not at all convincing to nme. | think
the internal conpany docunents were nobre convincing.

That is why | stopped the nerger.'"

And that reality, | think, is sonething that you
are going to see reflected in perhaps | ess overt fashion
in many of the judicial decisions dealing with that
questi on.

MR. SCHM DT: Thanks, Kat hy.

Ri ch?

MR. PARKER: | am supposed to give the
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gover nnment perspective on trying these cases, and as you
know, | am now playing on the other team so it would
really be unfair if you quote this stuff back to ne when
| amsitting next to a client. Wen |I'mdown here
trying to convince you to go away. So, let's get that
down as a rule.

VWhat | want to talk about is howto put a case
like this together. W have peopl e who understand the
| aw and econom cs better than | do. You do not need to
hear that fromne. So, here is ny own personal view,
and trying cases is an art, and everybody has a
different style, but here is the way | think about it.

| was privileged, ny first job out of |aw
school, to clerk for Judge WIIiam Matthew Byrne,
Junior, in Los Angeles, who passed away a year ago, who
was one of the best trial |lawers in Southern California
before he went on the bench. He won a |ot of big cases.
And was a great trial judge and was a great teacher.
And | renenber, when | was down there, we had this
really boring patent case. | would rather watch paint
dry than listen to this testinony in this chem cal
patent case, but that was ny job and ny co-clerk's.

And the trial ended, and we went back to
chanbers, and the judge said, "WlIl, "Justice West of

t he Pecos" says that the plaintiffs ought to win here.”
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| said just |ooked at him He said, "By that | nean,
comon sense, logic, ny gut sense of what is fair and
reasonabl e,” and then he went through and told a story
about what happened here, which is exactly the way
counsel probably should have tried the case, and said,
"Now, that is what my opinion ought to say, and you tel
me if we can get to a plaintiff victory under the case
law, and if we cannot, then we better have a neeting
and, figure sonething else out."” "Justice West of the
Pecos" has al ways been in the back of ny mnd. He never
st opped being a nentor to ne, and that is the way | view
t hese cases.

In nmy opinion, the Governnment ought to try these
cases wth effects, and I do not think what | am saying
i's anything inconsistent with what was said in the first
panel. You start with effects. Renenber this. You
have an advantage in being the Governnent, and the
advantage is inherent judicial conservatism You have a
mar ket that is working. And now you have these guys
comng in wth their fancy econom sts saying, "Wll, we
are going to change this structure radically, but don't
worry, our efficiencies are going to do this, that, and
the other thing." And so | think you have an inherent
skepticismw th a judge or with nost judges about

radi cal changes in a functioning market, and you are
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trying to stop that from happening. That is an
advant age.

So, you play on that, and you build it by
showi ng what is going to happen that is bad here. How
are people going to get hurt? And as Dr. WIlig said
and others said this norning, there is an inherent
dinner table logic to unilateral effects. Judges may
not care about Bi mrers and Audis, but Woppers and Big
Macs or sonething |like that they do. Sure there is
conpetition fromother burgers and nmaybe from Taco Bel |,
but those two are uni que conpetitors, and they | ook at
each other when they price their products, and if one
buys the other, that constraint is gone. That is a
logic that makes a |l ot of "Justice Wst of the Pecos"”
sense.

In nmy opinion, the nost inportant support for
that case is the conpany's busi ness docunents. What do
they ook at? Wat do they | ook at when they go to the
board? Do they ook at this fringe or do they | ook at
tacos? Do they |look at whatever? O do they |ook at
each other? That is the nunber one point. And you
build on that.

And the second thing you build on are custoners.
Custoners. The CGovernnent cannot try, effectively, a

case wi thout strong custoner support, and by "custoner
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support,” | don't nean just, "I hate the nerger."
mean, "l have dealt with these people day-in and
day-out, for year after year, and | play themoff each
other, and this, that, and the other thing, and | have
detail ed knowl edge, and in ny opinion, | have benefited
fromthat conpetition, and let's not let it go away."
You cannot put on the stand a | ot of people who
sinply don't like the nerger because they don't like the

merger but do not have any real experience in dealing

with the entity being purchased. | am going back to
Arch Coal, where at least -- and this is Monday norning
quarterbacking -- but at |east sone of the witnesses in

that case had that problem

Now, relevant market. You have to prove a
rel evant market. Every case says that. You can't
pretend |ike they do not say that, including your
favorite cases, starting with Chicago Bridge, your
| atest victory, Swedish Match, every one of them Baker
Hughes, Staples, Drug Whol esal ers, you nane it, they al
say it. You have to do that.

But | suggest that the first tactic is to back
into the market fromthe effects. At least in Judge
Hogan's court, you can do that. It is plain as plain
could be that that is where the nmarket cane fromin

Staples. It is equally plain that that is where the
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mar ket cane fromin Swedi sh Match. And general s al ways

fight the last war, and this is a long tine ago, and

Ri ck Liebeskind and I and Jon Baker were heavily

i nvolved in Drug Whol esal ers, and Judge Sporkin

beli eved, at the end of the day, that hospitals and

i ndependent pharmaci es coul d not protect thensel ves

agai nst the nerging parties, and that is how we ended up
both with effects and wwth the market. You back into it
fromeffects.

You try effects -- renenber, things are working
great. They want to change it. Here is what is going
to happen if you change it. This is what the custoners
say. This is what the docunents say. This is what the
econom sts say. \What are you going to trust, existing
conpetition or their efficiencies? Don't bet the
consuners' noney on their efficiency study or whatever
ot her study they may have.

Al right, the governnent has run into sone
trouble in sone cases, and | wasn't in these cases, in,
say, Oracle and in Wole Foods, so |I don't know every --
you know, Dan will talk about Oracle, and we are | ucky
to have himhere to tal k about that perspective, but |
suspect that what happened in both cases is that the
governnment didn't prove effects, and everything got

bol l'i xed up on market, but frankly, at the end of the
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day, | will bet if you psychoanal yze the judge, you did
not prove effects in Wwole Foods and that is how the
mar ket ended up so broad.

And by the way, | want to conplinent Paul Denis,
who | see back here, on that case, because ny litigation
instinct on Wwole Foods is that it |ooks |ike the
evi dence was very strong in that case, and | am not sure
what happened. | was not in the courtroom

In Oacle, and Dan will go into this nore, it
| ooks Iike the judge didn't believe the custonmers. The
custoners have to have real know edge about the narket,
and | think, by the way, that is what happened in Arch
Coal as well. | do not think the judge thought that
sonme of the custoners really knew what they were talking
about, and it is clear in Oacle that that is what
happened. So, those are the -- ny best projection as to
what happened in those cases, is that you didn't prove
effects.

Now, |et's assunme you are in the next case, and
you have a situation where you have a unilateral effect,
where you have sonething |ike the Wol e Foods case,
where you have a problemin that intuitive |ogic may
suggest that Safeway ought to be in the market, and
was driving in the car wwith ny wfe, who said, "How can

they bring that case, because Safeway has organic food?"
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That was a problemthat you faced in that case

Here is what | do: M colleague, TimMris, who
is an antitrust purist, would probably throw sonething
at ne if | said this, but how about a submarket? It is
not anal ytically the greatest concept in the world, but
after all, this is about winning and you are a | aw
enforcenent agency. Law enforcenent agenci es have to
wi n, and submarkets are all over the case | aw,
undeni able. It is not just Brown Shoe, but submarkets
are in all these cases, including the cases | just cited
to. It is there.

Nunber two, credibility is the key. That is
what you have got in front of a judge, is credibility.
So, another alternative is to say, "You know, | wll
tell you -- | wll give themtheir supermarket
mar ket" -- and again, | am doi ng Monday norning
guarterbacki ng here, but | am speaki ng hypot hetically.
"I will give themtheir market. | will give them
Saf eway, G ant, Food Lion, and everything el se, and
Your Honor, in nost cases, we rely on the Phil adel phi a
Nat i onal Bank presunption, but, you know, | do not need
any presunption. | don't want a presunption. | don't
need it, because | have got hard and fast evidence that
will show you that in 22 markets, 15 markets, or

whatever it is, what drives price are these two, and if
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you let this nerger go through, those prices are going
up. | will give themtheir market. | will give them

that, but I amalso going to prove effects to you and |
do not need Phil adelphia.” And | would -- in the right
case, | would take that -- | would take that step.

Those are ny thoughts, and | hope these nost
certainly have been hel pful to you, and I know it is
tough to | ose these cases, it is very tough, because
anybody who tries cases who loses them it is not a good
thing. The key point here is that | think it is very
admrable for this agency to get all these people in
here and to | ook at what they've done and to be
self-critical and try to cone up with sone new concepts
and sone ideas, and | really comend you for doing that.

| will turn it over to you, Dan.

MR. SCHM DT: Thanks, Rich.

Dan?

MR. WALL: Good norning. Let ne pull sonething
up here.

So, thank you for the introduction, but we all
really know why | amhere, and it is because of O acle,
which Rich did nention, and that is okay, you know, he
got --

MR. PARKER: | nentioned it, Dan.

MR. WALL: Yeah. You know, you have got to have
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the villain in order to have an interesting plot, and |
will gladly be the villain here and give you sone
def ense perspecti ves.

In keeping with Comm ssion policy, I will have
to ask all of ny conpetitors to |l eave the roomat this
poi nt, just because | amgoing to be tal king about sone
strategy points in here, but | think that the issues
that are raised by this really are profound in the arena
that is much nore ny hone than the | aw and econom cs as
well, which is the arena of trial, and it is a different
envi ronnent than any FTC or ABA Antitrust Section
conf erence.

It is atrial that is conducted before soneone
who rarely is particularly expert. In the Oacle case,
we actually had soneone who had practiced antitrust |aw
professionally. That is definitely the exception rather
than the rule. And it is an arena in which sonebody is
used to resolving contested facts in a wide variety of
cases based upon that kind of "Wst of the Pecos"
intuition that R ch was tal king about, and if you do not
try your case, if you do not build your case with that
always in mnd and with a firm understandi ng of what
people like ne are going to do to try to deconstruct
your case and to break it down in the particular dynamc

of atrial, then | think that the odds of wnning in
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t hese cases go way down.

| amgoing to draw a ot on the Oracle
experi ence here, you know, because | had a |ot of trial
materials that | could pull into ny presentation and
denonstrate sone of these things, but it is just -- you
know, it is just one case. This will always be true.
But | will say this, that even though |I know very well
that the agencies all say that they'd bring the Oracle
case again if they had a chance, and if | were the head
of the Antitrust Division, |'d say that probably about
any case | lost, so | respect that.

Il wll tell you that |I felt very strongly, and
Conm ssi oner Tom Rosch, who was ny partner at the tine
and tried that case with ne, felt very strongly, before
that trial began, that we were going to win that case,
because the case that the Departnent of Justice had put
t oget her was not sustainable in the arena of trial. It
was going to get cut down by trial dynamcs. |f your
case is not resilient in the arena of trial, through
trial -- the dynamics, it doesn't matter how good it is,
because that is the arena that counts at the end of the
day.

So, a few observations, and this is all about
the idea of do you use market definition or not or do

you put on a case without it. The first one, don't --
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don't think about it. Under current case |l aw and the
Gui del i nes, which we will use viciously against you,
this is a recipe for disaster, okay? And you have

al ready heard sone of the reasons, but it cones fromthe
fact that, as Kathy discussed, this just -- market
definition as an essential elenent of the analysis just
couldn't be nore entrenched in the case | aw

| bet you that on a dare for a beer, | could
cite you a hundred cases that in nergers and
nmonopol i zati on and ot her market power kinds of offenses
say that this is a threshold requirenent, and yes, there
isthislittle thread out there that tal ks about the
ability to prove effects, and | fear that as a defense
| awyer in a nonopolization case in which the conduct has
occurred and the effects m ght be presently observable,
and | mght fear that in a post-nerger challenge, |ike
Evanston, where you have sone ability to | ook at what's
happened.

But honestly, | don't fear that very much -- |
don't fear it very much at all in a typical nerger case
where the analysis is prospective, because | know that,
by definition, the plaintiff, the Governnment, is not
going to have tangi ble prove of adverse effects. They
are only going to have sone docunents that naybe they

can nmake a prediction from and | can fight the
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predi cti on gane based upon market structure and market
definition argunents, and | will probably win that nost
tines.

The second point, you know, the Merger
Qui del i nes are your own worst eneny about this. If you
want to pursue cases in which the unilateral effects
mar ket definition is not part of the equation, anend the
Qui delines. Not a suggestion. | amtelling you it is
an inperative, because what we do is we use the
Gui del i nes agai nst you to inpeach you, to say to the
j udge, "Look, they are not even follow ng their own
Quidelines.” You would do it, too, if you were in our
position, and sone of you will soneday when you are in
our position. It is a natural argunent; it is a great
argunent; it is a "gotcha." You know, you are never
going to be able to run fromthe Merger Cuidelines. So,
you know, it is been a long tinme since the Merger
CQuidelines cane out. Maybe it is tine to revise them
| think that would be an essential step for you to have
any credi ble programof trying to bring unil ateral
effects cases w thout market definition.

You know, the third point, thereis this -- it
is not just that you have all this case |aw that says
that you have to have a defined relevant nmarket. There

i s anot her body of case | aw that questions whether you

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

96

can show the substantial adverse effect on conpetition
if it is only on just sonme piece of the relevant market,
and we thought we were going to get into this in Oacle,
and then there was sone change in DQJ strategy, and so
we didn't really have to do it as nuch, but having
| ooked into this, we were in a position to nmake a pretty
good argunent that the effect had to be generalized or
that it at least had to -- you know, that there was sone
guantitative sort of threshold that the percentage of
the consuners in the relevant market that woul d be
af fected, and so that you couldn't just make an ar gunent
that was about a very, very small group of consuners.

You know, | think that unilateral effects has a
trenmendous danger of taking the economcs too far. You
know, in Oracle, which was based largely on this sort of
auction bidding theory, the Departnent of Justice's
position, taking it fromits expert reports, at face
val ue, was that the adverse conpetitive effect woul d
only -- that only about 20 percent of the custoners were
vul nerable to suffering this effect. Now, 20 percent is
a big nunber in absolute terns, but query whether an
adverse effect that only hits one in five custoners in
the market would survive as a matter of |aw.

But that's not really as far as this goes. You

know, Carl Shapiro and Joe Farrell just published a very
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provocative new article on this in which they have an
analysis that is basically -- that is driven by
diversion ratios and gross margins, and they have a
statenent in there that you could show a unil atera
price elevation in an industry with high gross margins
where the diversion ratio between the firnms is as |ow as
5 or 10 percent, and, you know, | have no doubt that
Carl's math is right, but | have got to tell you, bring
it on.

| mean, if you are going to bring a case and you
are going to try to say that this nmerger should be
stopped essentially because there are high gross margins
and one in ten |losses of the nerging parties are to each
other, I amgoing to cone back with a very powerful
argunment that that is just too de mnims, insubstanti al
an effect to neet the substantiality requirenments of
Section 7. So, | think you have got to be very careful
about doing this, and I think that that market
definition is what judges find as an intuitive governor
on this thing, on this whol e process, of saying, "Show
me an effect that is substantial in a market."

| want to -- this is a slide -- this was
actually frommny opening statenent in the O acle case,
and it -- | bring this up just to -- just to show you

how cyni cal and nean we really are on the defense side,
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because this is a -- | nean, this is what we do if a
plaintiff has a flakey market definition or if they are
running frommarket definition. There was actually a
pretty credible theory that DQJ had devel oped during the
Hart - Scott - Rodi no process, which was actually before |
got involved, that said that in these procurenents for
t hese software systens, that essentially every bid was
akin to a relevant market, and then the CGovernnent
decided not to bring that case, to nake that their
argunment, when they filed it, saying that actually they
were bringing a "traditional case.”

And | have no doubt that the reason was is
because they knew that they were going to get attacked
by us for having cone in with a novel theory that
nullified the inportance of market definition. So, we
brought it up to make that point, you know, we brought
it up, and it is because there is nothing nore val uable
to us than trying to convince the court that the
Governnent is cheating, because the Governnment cones in
with a trenendous reputation and sort of a presunption
of being right, and we have got to crack that. So, in
this instance, you know, we will bring it up.

So, what | amtelling you is there is no running
frommarket definition. You are going to have to build

your cases around traditional markets, and you are not
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going to -- you can't |eave us any roomto argue that
you are doi ng sonet hing el se.

My second poi nt about the approach of not having
mar ket definition is to say good-bye to Phil adel phia
Nat i onal Bank, okay? Now, this may sound a little bit
sharp and a little bit critical of the Governnent, but
the fact of the matter is that one of the reasons you
get yourselves into this ness on market definition is
you want your Phil adel phia Nati onal Bank presunption,
and you are willing to do whatever it takes to get it,
okay?

Vll, | would tell you that | do not actually
beli eve that the Phil adel phia National Bank presunption
should apply to a unilateral effects case, because it
actual ly cane out of the structure-conduct paradigmfor
coordi nated effects, and the Suprene Court has really
never addressed it in a unilateral effects context. But
the thing is, what the Governnent is doing is they want
to make this estimate up here, which is fromthe
Governnent's brief in Oacle, where they say:

"Plaintiffs establish a prinma facie case of a
Section 7 violation by denonstrating 'that the nerger
woul d produce 'a firmcontrolling an undue percentage
share of the relevant market,'" et cetera, all very

famliar, tactically | get it, | understand it, but you
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are actually taking a big risk if you gerrymander the
mar ket in sonme way to get that when, if your econom cs
effect -- proof is very strong, you probably do not need
it to begin with.

So, what is the alternative? WIIl, you actually
end up with the Whol e Foods briefs that the Comm ssion
has just filed, which contain exactly one reference to
Phi | adel phia National Bank and do not try to win the
case and | eave the defendant in an essentially
unw nnabl e position through the presunption, but rather,
cut to the effects. This is the world that you woul d
have to live in if you eschewed nmarket definition.

Now, ny third point is don't kid yourself that
the alternatives to market definition are practical or
persuasi ve, because they usually aren't, and this goes
to the point that a couple others have already made
about just the relative persuasiveness of different
ki nds of proof. And renenber, you know, in district
court, rather than in university sem nars,
per suasi veness i s about intuition to the |ayperson, to
common sense, to very sinple things like that.

And the thing that you have got to understand is
that the intuition that we rely on is the intuition that
mergers of firns that face a | ot of conpetition won't

har m anybody. That is a strong intuition, okay? That
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is avery sinple intuition. That is Bobby's intuition
of drive the half mle, fool, you know, get the gas down
the street. Everything wll be fine. And if we show,
in any nerger case, regardless of the theory, that the
merging parties have a |lot of conpetition, | amfeeling
pretty good about it. You can cone in wth your

econom sts, but if I have shown that we have got a | ot
of conpetition, we are feeling pretty good about it.

Now, in contrast, | nean, the econom cs of
uni l ateral effects are really, really conplicated and
difficult to understand. Carl has already reacted to
this, | see visually, because he recogni zes that what |
have done is | have put up here on the slide what he
calls a sinple, practical test for identifying
uni l ateral effects in his recent article, and, you know,
| won't go into it, because | amsure he'll be
di scussing it, but, you know, it is got math, it has got
t hose things where you have to use the different font to
bring it down below the Iine, and it has got Geek in
it, you know, and ny point is that regardl ess of how
good that is, | can do a pretty good job of nmaking the
j udge not think about it, okay?

Carl may renenber this story froma case we
wor ked on together, and everybody has heard of this

case, it is the trial of the Eastnan Kodak and | nage
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Techni cal Services case, where we were up agai nst Mx

Bl echer, one of the best plaintiff's lawers in the
United States, and his expert, the plaintiff's expert,
is Jeffrey MacKi e- Mason, and he's being put on the
stand, and the first question that the plaintiff's

| awyer asks his own expert is, "Dr. McKi e-Mason, isn't
it true that if you ask two econom sts the sane
guestion, you get three answers?" He started nullifying
t he econom c testinony, because we were comng on wth
Carl Shapiro and Janusz Ordover, and we had a lot to
say, and he didn't want the jury to care about it, and
so with his own expert, his first question is nullifying
t he value of the economc testinony. Well, this
uni l ateral effects stuff is very, very conplicated, and
it is sonmething that you take a great risk as to whether
you are ever going to be able to get the judge to
understand and want to apply this.

Now, there is other cases. | nean, | nentioned
Staples, and this is actually an exhibit from Staples,
whi ch Jan McDavid was essentially referring to earlier,
and this -- you know, this was the evidence that they
had, and in -- and, you know, this is the nother | ode
here. This was realtine proof that the Staples prices
were substantially higher in markets in which there was

Staples only and that the only real significant thing
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that brought their prices down was conpetition from
their nmerger partner. | nean, that was really good
stuff. If you have that, you are going to nake an
intuitive unilateral effects case.

Let ne contrast that wth the nerger sinulation
in Oacle. The nmerger sinmulation in Oracle was
essentially an auction nodel that Preston MAfee cane up
with. It had no real world data on it. It was one of
these Logit nodels, which ironically demands market
shares in order to run the nodel. It inplies a demand
function frommarket share. So, first of all, you can't
use it as an alternative to market shares, but it was a
nmodel in which assunptions about market shares were then
coupled with an assunption about how nuch surpl us
sellers were currently capturing fromtheir custoners.
You know, that was so ivory tower-ish and so unreal and
so untethered to actual data that | don't think it ever
had a chance, but because it was al so grounded in market
shares, it was DOA as soon as the market definition
shifted at all.

You know, Jonathan and Carl wote an article
criticizing Judge Wal ker's decision in which they nake
the point that he was unfair to this nodel in demandi ng
nore real world data, because they say that in their

experience, that real world data on prices, costs, and
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output are invariably inperfect for a variety of
reasons. You know, | can't help but offer a couple
responses.

First of all, it is not actually a valid
criticismof Judge Wal ker in Oracle, because Professor
McAfee had no data. It was not an inperfect data. He
was running a market share-driven nodel, not a
dat a-dri ven nodel

But second, |I'msorry, but pervasive data
problens are a reason not to rely on nmerger simnulations.
They don't -- they don't excuse it. |If it's bad data,
you are actually adding risk to your case, not cutting
it back.

So, fourth and finally, and | really -- | say
this with great sincerity, is that you have got to stop
taking the anount of trial risk that you are by arguing
for markets that are narrower than they have to be. |If
you believe in your conpetitive effects case, argue it
within a defensible market, and by that | nean a narket
that is not going to get cut to ribbons.

Look, we know it is not working, okay? W al
know it is not working, and that is having a market
definition that allows people Iike nme to just gather up
the evidence that inevitably will be there of

conpetition fromthe firnms that you have elimnated from
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t he market.

These were just a couple of slides, |I could have
done a zillion of these, and | could take them from any
ot her case, but they were just sone of the slides that
we used to identify firnms that in Oracle the Governnent
said were not in the relevant market, and then we just
went to call reports and invoices and di scovery
docunents and all sorts of stuff, and we created | ong,
long, long lists of procurenents in which these
custoners who were not in the relevant market were, in
fact, conpeting with the nmerging firnms or SAP, the third
firm in the market.

And when we do that, there is nothing you can do
to stop us fromhaving great days in court. You can't,
because we have that evidence, and we can walk up to a
W tness and say, "Are you saying that you don't conpete
with Lawson? Are you?"

And first the guy looks like a deer in the
headl ights for a mnute, and then he says sonet hi ng
like, "Well, we don't see themvery often.”

Then | will say, "lIsn't it a fact you saw t hem
at Saf eway?"

"I don't renenber.”

"Let nme show you the docunent. Isn't it a fact

you saw t hem at Food Lion?"

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

106

"I don't renenber."

"Let me show you the docunent.™

This is shooting fish in a barrel. This is so
easy. Honestly, it really is. It takes very little
talent to do that, because you have got the docunents
right in front of you, you know? | shouldn't say that,
it wll probably, you know, reduce the -- change the
sl ope of ny demand curve by saying that, but it is
not that difficult to gather that stuff up, and you have
got to anticipate that. You have got to anticipate that
and plan for it and don't let me doit. And if you can
bring your case by conceding ne those people, do it.

You take away all ny good stuff. | nean, that's really
what you want to do.

And that | eads kind of to ny sort of final point
here, which is, you know, if you believe in the
unilateral effects nodel, do it. | mean -- now, this
is -- you know, this is -- this is another quote --
sorry to keep picking on Jon and Carl, but this is a
positive one here. They nmake the point here that, "As
an economc matter, unilateral effects don't turn on
mar ket definition. The economc analysis is the sane
regardl ess of whether the case is franed as a nerger
generating high concentration within a narrow market or

is the loss of direct conpetition between the nerging
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firme within a broader market."

Ckay, do you believe it? |If you believe it, do
the latter. Don't let ne make market definition the
linchpin of the case. Take it away fromne. You m ght
| ose that case in the district court, you m ght have to
appeal it, and you m ght have to establish good |aw, but
that's how you are going to get to a place where this
unilateral effects theory is nore powerful, and it has
t he foundation that you are going to need to go forward
and wi n your cases.

Thanks.

MR. SCHM DT: Thanks, Dan.

Jon, do you have any response to any of that? I
assune you are in alnost conpl ete agreenent.

PROFESSOR BAKER:  That was terrific, Dan and
Rich. |1 think I have to switch now from being the
even- handed | aw professor to actually take a point of
Vi ew here.

Dan wants to put the agency in a box. He says,
"If you define a narrow market, | amgoing to say it's
gerrymandered to evade market definition and avoid
recogni zing the plain fact of conpetition from Lawson
and whoever all these other guys are, so you are going
to lose.” Then he says, "If you define a broad narket,

| amgoing to explain to the court that you are talking
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about effects that are only in 20 percent of this broad
market. They're too small, they're de mnims, they
don't neet the substantiality test of Section 7."
Therefore, Dan says, "I amgoing to win either way.
Don't bring these cases.” He didn't quite say that, but
that was the inplication --

MR. WALL: Cdearly | would never say that. Gve
me a break.

PROFESSOR BAKER: Only against Dan's clients.

That is not a happy box to be in, so let's see
what we can do to kind of get ourselves out of it.

Now, Rich says, you basically have two choi ces
You take the broad market or the narrow market, and work
with it. But the inportant question isn't what market
you define. That it is really what both Dan and Ri ch
were getting at -- and Bobby, too, earlier in the
conversation. It is what is intuitive in explaining
uni l ateral effects to the judge?

What Dan wants to do, either way, in the box
that he puts you in, is to be able to say, "There are
lots of rivals, so the nerger partner can't be an
i nportant conpetitive constraint.” That is the point of
the box for Dan. And the answer to that for the
Governnent is that your eye isn't on the ball. You have

to say, "Wait a mnute, the key issue here is that the
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merging firmdidn't price higher before because of
conpetition fromthe nerger partner."”

Sure, there was sone conpetitive constraint from
all the other rivals, but what you are losing with the
merger is an inportant conpetitive constraint that wll
make a difference. Yes, | concede that, what, Audi
custoners al so, |ike Mercedes-Benz and Lexus, but | ook
at their docunents. When they are pricing, they also --
t hey care about, BMWN and when you | ook at the diversion
ratios and the margins that our expert, Dr. Shapiro, has
conputed, they show you the sane thing. It's a matter
of getting out of the box by changing the focus from who
all these other rivals are to the fact that there is a
conpetitive constraint fromthe nerger partner, which is
t he essence of the unilateral effects case in the first
pl ace.

Whet her you articulate it as a submarket or, in
the economc analysis in the broader market, that's the
story that the Governnment needs to tell

MR. WALL: Look, the box exists. | didn't
create it. This is the problem The box exists. What
you have now i s choices for what is the optinmal strategy
in a world of boxes. You know, |I don't think that it
is -- inatrial dynamc, that it is a good idea to

fight any issue, any issue at all, where there is going

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

110

to be a lot of evidence on the other person's side, and
they are going to be able to marshal it up and bash you
with it day after day. And we nmake strategic retreats
all the time in trials. W nake strategic retreats.

And, you know, | do think that there are going
to be cases in which the -- while the box is there,

there is a very credi ble way of going, of saying,

"Sure" -- | nean, just take Oracle. "Sure, these
conpani es conpete, no doubt about it. W don't -- we
woul d never -- far be it fromus, for the Governnent, to
suggest that they don't conpete, but we still believe

that we can establish that the rivalry between the
merging firnms has substantial effects that are distinct
fromthe rest of the rivalry in the market." And that's
t he approach that I amsaying that | think would
probably be nore effective.

MR. PARKER. | think Dan and | are in total
agreenent on that, and as | have said, to go into a case
and sinply say I amnot relying on Philly Bank, | don't
need it, don't need a presunption, because | have got
t he goods on these folks, | don't need it, | think that
can be extrenely effective and would certainly nesh well
within the current case | aw

M5. FENTON:  Yes, but, Dan and Rich, doesn't

that necessarily get you pretty close to an analysis
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that will focus on, because of the uniqueness you just
enphasi zed, the disturber in the marketpl ace, the
maverick, that you sort of go down that |ine of analysis
as a necessary consequence of the approach you're
advocati ng?

MR. WALL: Well, | nean, it doesn't have to
necessarily be a maverick. It could be, | guess that's
one possibility here, that the nerger is taking on a
maverick or something |ike that, but, you know, just in
the standard differentiated product nodel, you know,
spatial conpetition or sonething |ike that, there's
nothing -- it's conpletely coherent to say that |I am
going to draw the big circle around a bunch of
conpetitors, but that in this particular, you know,
sector of that circle, by the way, which is $100 mllion
of comerce a year, soit's a lot that you -- you know,
you shouldn't just be indifferent to it, that nost of
the conpetitive interaction is between these two brands.
To nme, that is a perfectly coherent case that |
personal |y woul d not nmuck up by trying to say that they
didn't have conpetition fromthe rest of the people in
t he box.

MS. FENTON. But you al nost seemto be
suggesting that the district court judge will know it

when he sees it. [|'mwondering what's the criteria that
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you would offer himfor identifying that particul ar
uni que conpetition.

MR. WALL: Ch, | offer nothing special other
than the unilateral effects analysis as it is
articulated in the Guidelines. | just would not --
mean, from everything | have heard and read, there
appears to be no one who can actually expl ain where the
35 percent threshold cones fromin the Quidelines. It
got put in there sonewhere along the way and wi thout a
speci fic econom c rationale.

The real intuitionis that if a |large group of
custonmers find the nmerging firns to be their next best
substitutes, that you could have a problemthat won't be
addressed by other firnms. | don't have a problemwth
that theoretically. It makes perfect sense to ne, and
|'d have no problemputting on a case under that theory.

MR. PARKER: And it turns on what the conpany's
docunents say, as | said, and it turns on what the
custoners say, inportantly.

| think the 35 percent threshold, by the way, is
a lose-lose situation for the Governnent. |[|f you do
find effects bel ow 35 percent, then, you know, Dan
gquotes the 35 percent against you, and if you are in 55
or 60 percent, which the Governnent usually is, it

doesn't nmatter. So, | don't see -- | think the
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Qui del i nes' 35 percent not only has a -- has no real
rationale that |'ve ever seen, but nore inportantly,
fromyour point of view, and since | amtaking the
governnent position, | think it's bad for the

Gover nnent .

MR. WALL: Again, there is a cooment | want to
make about Judge Wal ker's opinion in Oracle and what he
was sayi ng about this notion that you have to have a
nmonopoly or sonething like that. This is actually the
line that people are tal king about. He says:

"In a unilateral effects case, a plaintiff is
attenpting to prove that the nerging parties could
unilaterally increase prices. Accordingly, a plaintiff
nmust denonstrate that the nmerging parties would enjoy a
post - mer ger nonopoly or dom nant position at least in a
| ocal i zed conpetition space.”

As a participant in that battle, | would urge
you to consider that the enphasis is on the | ast clause,
the "at least in a localized conpetition space.” W
certainly weren't arguing that a unilateral effects case
required a nerger to nonopoly, never nade that argunent;
never said anything close to that argunent. Wat we
said is that the concept required that there be sone
identifiable space -- you know, group of custoners -- in

whi ch there were not good substitutes to the nerging
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parties. That's not terribly far off than what the
Gui del i nes say thensel ves.

We were contesting factually whether that
existed in the case, not to get too nmuch into the
details. The Governnent was saying that there was an
identifiable space like that in which SAP, which is far
and away the | argest business applications provider, was
not a good substitute for Oracle or PeopleSoft. W were
contesting that. W said that that didn't exist. W
were saying that factually.

And | believe that what Judge Wal ker was sayi ng

there -- and | know, you know, it has been
interpreted -- and frankly, not unreasonably given the
| anguage he used -- to say sonething grander -- but what

| think what he was saying is that you at |east have got
to denonstrate that there is that space where there is
this -- sone kind of dom nance by the nerging parties.
| wouldn't -- you know, | wouldn't read it as being a
whol e | ot nore than that

He does go on to worry about whether this is a
backdoor way of creating submarkets, and that's a
legitimate worry. He's not the first to raise that. A
| ot of people have raised that, whether unil ateral
effects is a backdoor way of getting into submarkets,

but rather than decrying this as setting up a standard
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which is inpossible to neet, if | were litigating on
behal f of the Governnment, | would argue to reconcile it
with the GQuidelines rather than create a conflict.

PROFESSOR BAKER: May | add sonething on that?

MR. SCHM DT:  Sure.

PROFESSOR BAKER:  Wiich is -- | don't have the
Oracle opinion in front of ne. M recollection is there
is another place -- a second place in the opinion where
he doesn't use that |ocalized conpetition |anguage,
where he says sonething that sounds a | ot stronger about
the nmerger to nonopoly. But | have a related coment --
maybe it's a different point, but on the sane general
issue -- that cones up when | hear, you know, "throw out
the Merger Quidelines" or "revise themdramatically”
ki nd of questions, which is | think it would be easy to
overreact here to sone nerger decisions that are
probably, in | arge neasure, just bad | uck

I f you sort of throw out the hospital nergers,
whi ch seemto be on a different planet than the rest of
t he nmerger decisions, and you throw out Oracle, because
that is, you know, a judge who, unlike nbst, was an
antitrust expert who had a strong point of view before
he took the case, and you think about the other cases,
there really aren't that many, and they are all tough.

You know, when we took -- when | was at the FTC
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and the FTC chal l enged Staples, | was al ways 100 percent
sure that there was -- that the nmerger was going to harm

conpetition, but | never thought it was anything but a

cl ose case in going to court, that -- you know, and had
that -- many people thought it should have been an easy
case for the defense. | nean, there was a strong,

intuitive, broad market definition in which the merging
firms had tiny shares, and if the judge saw t he case
that way, you know -- and he could easily have -- and if
the judge had liked the efficiencies story, which was,
you know, quite plausible sounding on the part of the
merging firms, about the virtuous circle that they were
getting into, that could easily have been a defense
victory.

And the Cardinal Health, the drug whol esaling
case that R ch tal ked about, which was -- you could
argue about whether that was a unilateral or coordinated
case. Qur expert, Professor Shapiro, treated it as a
uni l ateral case. | amnot clear on what the judge
t hought it was, but, you know, that was a really hard
case, too. You know, the FTC, when | was there, could
easily have been 0 and 2 instead of 2 and O.

And you cone to Wl e Foods, and it seens |ike,
you know, that one just -- you know, just listening to

the -- you know, seeing it fromthe outside, although
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guess | did work 1.8 hours on that case, | guess, for
the defense, so technically, | had a client, but, you
know, | was essentially not really involved in that case
at all. Looking at it fromthe outside, you know, it
shoul d have been a hard case, too, for both sides, it
would seemto ne, and it is easy to take one or two

| osses and read too nmuch into them So, | amgoing to
just caution agai nst overreaction.

MR. SCHM DT: Dan, | wanted to ask you a
guestion. In light of -- fromyour perspective, in
light of the conplexity that's involved in sone of the
econom cs relating to unilateral effects, is the |ogical
conclusion of that that fromthe agency's perspective,
as a policy matter, that we are relying too nmuch on an
econom ¢ anal ysi s?

That's sort of what | heard you saying, and if
that's the case, what is nore realistic to rely on from
a policy perspective, perhaps putting, as a secondary
matter, whether we can win in litigation? And | am
particularly thinking of the situation, as is the case |
think in nost of the markets we | ook at, there isn't a
great deal of pricing data avail able.

MR. WALL: Right.

MR. SCHM DT: So, in that circunstance, ought we

just to |l ook at the way the conpany executives, for
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exanpl e, the internal docunents describe the -- you
know, their market?

And then, just as a final thought on that, | can
tell you that in many instances, part of the difficulty
for us of doing that is we have sonme pretty stark
comments from executives that we ultimtely conclude are
puffing --

MR, WALL: Sure.

MR. SCHM DT: -- and we don't chall enge
transactions as a result of what we think is a nuch nore
t horough econom c analysis. So, | amcurious what your
t hought is on that ranbling question.

MR. WALL: Okay. Well, you know, in ny -- what
is the antitrust equival ent of a fantasy baseball |eague
where | run the Antitrust Division or the FTC? \What |
do is | make policy decisions based upon ny Cuidelines.
That is what they are there for. And, again, | wll
consider the -- | would have no conmpuncti on what soever
of walking into a roomw th a bunch of people |like --
wel |, now, R ch Parker and Dan Wall, and saying, "I am
going to sue you because of ny conclusion that under the
Gui del i nes and under the unilateral effects analysis,
there is a valid case here."

But when they were out of the roomand | was

just talking to staff, | would say, "How are we going to
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wn this case, guys?" And | would apply a fundanental |y
different analysis at that point, which is a very
practical analysis, and it is one about saying what are
t he defense argunents and how are we goi ng to negate
then? And | amsure that this is done, but |I've got to
say, in all candor, that |I think that sonme of the market
definitions that have been proposed took on too nuch
trial risk to think that it was done very vigorously.

There is just too nmuch trial risk in the kind of
mar ket that we had in Oacle. | nean, it seens to ne --
| was not involved at all, but it seens to ne that in
Whol e Foods, you just had to have a very powerful
argunent in the can about how you were going to say that
it doesn't matter that Safeway sells organic tomatoes
and things |ike that, because you can see that one
comng so clearly.

| think we have the sane wwfe. MW wfe said the
sanme thing when she heard about that case. | think
everybody did --

MR. PARKER: We'll have to tal k about that.

MR. WALL: -- everybody did, had the sane kind
of feeling, that there was sonething screw about the
notion that Safeway, you know, which at |east where
live is really dom nant, wouldn't be conpetitive with

VWhol e Foods.
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MR. PARKER: Jeff, | think you have got to | ook
at both the docunents and the economcs, | think both
froma policy point of viewand froma litigation point
of view. | think you have to have both -- | nean, |
think there is a lot of people who try antitrust cases
who say, "Well, look, you know, all | have to do is have
my Ph.D." -- | amtal king about trial now, not policy --
"ny Ph.D. has to cancel out their Ph.D., and then we
will win it on the docunents and the custoners,” and |
think that in sone cases, there is sonething to that.

But froma policy point of view, I think -- |
think you definitely -- | don't think it's responsible
to, you know, bring a case just on docunents, and | al so
woul dn't bring a case just on econom cs W thout sone
support fromwhat the parties say.

MR. WALL: Let nme -- can | nmake a comment, and
woul d love to get your reaction to this, Ri ch, about
what nakes a good docunent, okay? This is a -- maybe a
smallish issue, but it's an inportant issue. W deal
with it all the tine in antitrust litigation.

There is a tendency for people to think that --
so, a conpany has a selling aid that is directed --
Oracl e had selling aids agai nst Peopl eSoft and SAP and a
bunch of other people, but people -- you know, there was

a tendency to think those were good docunents, because
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it shows that there is sort of head-to-head conpetition
goi ng on there.

| have a pet saying that you shouldn't |et
ubi qui t ous phenonmenon prove rare facts, and if you are
trying to prove market power, you shouldn't be able to
rely on evidence that would be found with or w t hout
mar ket power, and the existence of selling aids |ike
that is so common that it doesn't really shock you at
all, that, "A-ha, Oacle is | ooking at PeopleSoft."
Ckay, great, wonderful. They do.

A great docunent is sonething that actually
proves one of the particular facts that drives your
antitrust analysis, your conpetitive effect analysis, or
sonething like that. A great docunment is a docunent
that says, "W don't have to neet that discount, because
| don't really fear conpetition fromthis firm" You
know, a great docunent is, "We're going to have to give
t he usual ridicul ous Peopl eSoft discount,” you know,
sonmething |like that.

You have to be very detailed and very critical
about what those docunents prove, because you will be
met with the defense argunent of, "Ch, this is just so
much noi se, you would find this in any conpany, and you
can't make anything of it."

MR. PARKER: To ne, the best docunents -- and
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like | said, generals |like the last word. |In Cardinal
Heal th, | thought the best docunents were the docunents
where plaintiffs were saying -- | nean, the defense was

sayi ng we conpete with everybody, all these little
fringe, and we conpete with direct delivery, all this
other stuff, but every tine they went to the board, so

t he board woul d understand the conpetitive situation and
how t hey were doing, all they | ooked at was each other,
and when people had to nmake serious business decisions
as managers and as board nenbers representing the
sharehol ders, that's all they | ooked at.

That is a serious docunent, and you have to be
careful of the marketing aids, because sal espeople tend
to -- that's why they can sell things. They say al
kinds of stuff that's probably not analytically true at
the end of the day.

MR. WALL: Yeah. A classic one is the DQJ used
in Oacle a |lot of docunents that we had that actually
were selling aids agai nst the people who were excl uded
fromthe market in which we trash them right? W say
all these terrible things. Well, nmy response was, "Wy
do we have to go to the trouble of trashing then? It's
because they are conpeting with us. That's -- you know,
you do not trash people who aren't conpeting with you."

So, it's at |least anbiguous to rely on that kind of
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evi dence.

MR. SCHM DT: Kathy, let nme throw one to you.
Shoul d the standard be any different in what we are
tal king about for a prelimnary injunction versus a
per manent injunction?

M5. FENTON:  Well, | think this is another area
where the existing cases are not particularly hel pful,
because the issue tends to be litigated in the P
context, and one of the questions that | struggled with
in thinking about this is what would you do with the
traditional assignnments of burden of proof, burden of
persuasion, in a full-blown trial on the nerits if you
were doing a true effects analysis and not starting with
mar ket definition as your starting point, what woul d be
the trigger for shifting the burden of proof?

And | will confess, ny own thinking broke down
fairly rapidly there, because | don't know, if you're
doi ng the back-end anal ysis, what do you do in terns of
t hose assignnments of burden of proof and burden of
persuasion? It's too bad we don't have Andy Gavil, who
is much nore of a civil procedurist, up here to help us,
but | think that is the real practical difficulty you
are going to encounter in the area, Jeff.

PROFESSOR BAKER: Wl |, | can add that Carl and

| proposed that you could essentially -- effectively get
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the equivalent of the -- the plaintiff could neet its
initial burden, instead of by showi ng high, increasing
mar ket shares, with sone evidence of -- based on

di version issues and margi ns or sonme evidence to show
that these are -- there is a -- the nerging partner --
one of the nmerging firms would | ose sales to the -- a
significant anount of sales to the other one now and
that -- after the nmerger that that constraint would be
| ost, that kind of thing.

The essence of the unilateral effects theory
gi ves you a sinple show ng that you could use to create
t he sanme presunption, although |I guess you would need
the FTC to hold this in a case in order to get it into
t he case | aw.

M5. FENTON: | was going to say, isn't that part
of your problem particularly in the Pl context, is that
you are nmaking inherently predictive judgnents w t hout
any kind of actual data?

PROFESSOR BAKER: Wl |, yeah, but it's the sane
formal structure as what we do now with the market
shar es.

MR. PARKER: Jeff, | have a view on 13(b), and
that is you ought to put it in all your briefs but don't
ever really think that's what's going on. The parties
go in and say, "Judge, if you enjoin this, this deal is
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over."

This is inportant. You can't run the econony
wi thout really -- you know, by comng in and talking
about whether there's issues going to the nerits or
what ever. The parties cone in and say, "You are going
to end a nultibillion transaction if you do this." And
Judge Bates didn't need 90 pages to do a 13(b) analysis,
and all these other -- Staples and all these other
opi ni ons, when you read them they are deciding the
case, period, no matter what the standard they say they
are applying, and you ought to assunme you are trying the
case when you go in for a prelimnary injunction no
matter what the law is, because | think that's what
sonebody in black robes is going to do.

MR. WALL: | also -- | always wondered nysel f
about whether -- what the actual value of burdens of
proof are after the third day of trial, sonmething |ike
that, you know? Burdens of proof are inportant in
things |ike summary judgnment notions. They are - they
are definitely inportant in, | think, crimnal cases
where you have the beyond a reasonabl e doubt kind of
st andar d.

When you get into a two-week/three-week kind of
trial, the judge has been so i mMmersed with the argunent

at this point that what happens is what R ch descri bed
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in his talk when he was tal ki ng about Judge Byrne, who
canme back there and just told the clerks, "I think the
plaintiffs should wwn." That's what happens. And so |
woul dn't get too hung up on how you get there.

M5. FENTON: Yes, though Dan, isn't the flip
side of that the concern where you don't have the
two-week trial? | think in Wole Foods, you essentially
had a day of live testinony.

MR. WALL: Ckay, so one other practical point
that | wll give you-all, don't do that.

MR. PARKER  Never.

MR. WALL: Don't do that. Don't ever, ever,
ever agree to have a nerger try to get enjoi ned based
upon a one-day or two-day hearing. You just have got to
convince the judge. | really don't agree with one thing
Ri ch said about how the status quo is the market with
t hese people conpeting. The status quo -- this is --
you know, we do not have a nerger clearance regine in
this country. W have a nerger notification regine, and
the only advantage that the Governnent has at trial is
you don't have to pay the filing fee like private
parties do, okay? You have got to convince themto stop
the nmerger. You can't do it in a day. That w Il al nost
never work. You've got to build your case up.

MR. PARKER: | am not backing off ny previous
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statenent, but I will tell you, you have got to take --
you know, these judges, judges are basically -- and I am
not being critical -- they are basically cluel ess about
antitrust. They knowit's an inportant case, and so you
have got to take themthrough it, and you have got to
bring in custoners, and you have got to bring in a -- |
mean, | renenber one tinme during Drug Wol esal ers, there
was an hour in which we never asked Carl Shapiro a
gquestion. Wwy? Because the judge was asking the
gquestions. And we had the sane situation wth custoner
after custoner after custonmer. And that's what you' ve
got to do.

Now, sonetines, you know, if the judge wants to
do it that way and that's the ruling, then there is
not hi ng you can do about it, but | would sure never
agree toit. And by the way, for the defense, |
woul dn't agree to it either, the reason being | want to
bring inny CEO | want to bring in ny CEO and bring
this person in and tal k about how the conpany was built
and this, that, and the other thing.

MR. WALL: Well, | mght -- you know, | m ght
want to do it if | could say, "Excuse ne, they forgot
Safeway." If that were ny argunent, | mght want to
meke that a one-day, one-sound-bite trial

MR. SCHM DT: Al right. Well, I'dlike to
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t hank the panel for a terrific discussion

(Appl ause.)

MR. SCHM DT: W are going to take a lunch break
until 1:15, and then we have anot her great panel on
judicial perspectives scheduled for that tine.

(Wher eupon, at 12:05 p.m., a lunch recess was

t aken.)
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AFTERNOON SESSI ON
(1:17 p.m)
PANEL 3:

JUDI Cl AL PERSPECTI VES ON UNI LATERAL EFFECTS

COWM SSI ONER KOVACIC: We'd i ke to wel cone
everyone back to the afternoon of our program on
uni l ateral effects analysis. For the next hour, we are
going to have a noot court exercise in which Judges
D ane Wod and Dougl as G nsburg query two advocates who
will be working with a set of stylized facts, based
| oosely on an ice creamnerger of the relatively recent
past, and sone sonewhat stylized argunents to sharpen
and focus our attention on sone of the underlying
I ssues.

First, our advocates. Speaking for the
Governnent will be M chael Bl oomwho's our very capabl e
Director of Litigation within the Bureau of Conpetition.
He'll be joined on the other side by R ck Liebeskind
fromPillsbury Wnthrop. W proudly claimRick as one
of our alumi. Wl cone hone, R ck.

By way of a joint introduction, Judges Wod and
G nsburg share sone striking and i npressive credenti al s.
Not only are they former enforcenent officials, both at

t he Departnment of Justice, not only have they witten a
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nunmber of influential antitrust opinions as nenbers of
their courts, they are also teachers, they are schol ars,
and influential in that role in the conpetition policy
area. Mst striking to those of us who have done sone
work in the international field, they are seen by their
judicial colleagues and fornmer enforcenent coll eagues in
the international community as being exenplars of the
way in which one goes about thinking about and judgi ng
antitrust matters. W are delighted to have them
serving as trial judges for our panel today.

Qur format will be for Mchael and Rick to offer
their argunments with questioning by the nenbers of the
trial court, and then we'll have sonme tine for
di scussion at the close of the presentations.

M chael, would you like to begin for us?

MR. BLOOM  Thank you.

Good afternoon, Your Honors.

Three conpani es produce superpremumice cream
for sale to retail outlets throughout the country.

Unl ess this court decides otherw se, there soon will be
just two. Incline Corp. and Tressel Conpany pioneered
the superpremumice creammarket. Incline Corp. now
enj oys an approxi mately 45 percent market share based on
doll ar sales. Tressel Conpany now hol ds sone 39 percent

of the narket.
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JUDGE WoOD: M. Bloom aren't you assum ng the
answer to the nost inportant question before us, which
is whether there really is a superprem umice cream
mar ket in an antitrust sense?

MR, BLOOM | am fromthe nonent that | began
cal cul ati ng shares, Your Honor. And | will spend a good
deal of time in ny presentation explaining why
superpremumice creamis the correct rel evant market
based both on docunents and testinony of industry
participants and enpirical evidence. | just wanted, at
the nonent, to set up the context as to how to view the
proposed acqui sition.

JUDGE WOOD:  So, you do concede that there is no
case if there is no superprem um narket.

MR. BLOOM  Your Honor, in fact, the market
definition exercise is a surrogate for a direct
determ nati on of whether conpetitive effects are likely
in a nontrivial portion of the econony. W wll
denonstrate, by enpirical evidence, that that is the
case here. That makes out the relevant market, but at
the sanme tinme, makes the formal market definition
exerci se of |lesser inportance than it m ght be had we
not the ability to do the kind of enpirical work that we
had the ability to do here.

Tressel wants to elimnate an i ndependent Hi gbee
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t hrough acquisition. This would result in a two-firm
mar ket in which the conbined Tressel /H gbee woul d have a
55 percent share.

JUDGE G NSBURG Highee is a relatively new
entrant, is it?

MR. BLOOM Yes, it is, Your Honor. It entered
approxi mately four years ago, and in that four-year
period, it has been able to garner a roughly 16 percent
share of a superprem umice cream market.

JUDGE G NSBURG And it stepped up fromthe next
tier, the premumice creamtier?

MR. BLOOM It did. It had sonme advant ages that
others may not have. The point that I'd |like to nake
with respect to that, Your Honor, is that there was a
duopoly prior to the entry of Hi gbee that functioned
here for a nunber of years. |In response to that duopoly
and the superb margins earned there relative to the
prem umice cream segnent -- superprem umice cream
sells for three tinmes the price of ice creamin the
prem um mar ket segnent, there was no sufficient entry in
fact, there was no material entry at all that succeeded
prior to the advent of Hi gbee's.

JUDGE G NSBURG And do you have information on
the effect of that entry on prices in the superprem um

mar ket ?
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MR. BLOOM Yes. | can tell you that Higbee
Corporation itself canme in at a price 5 percent bel ow
the other firnms in the superprem um market, and
consuners benefited directly and i mmedi ately fromthe
availability of that price.

JUDGE G NSBURG And it is your contention that
if they were to | eave, that 5 percent woul d re-appear?

MR. BLOOM Certainly, Your Honor. That 5
percent, perhaps a little nore or | ess depending on the
conbined firms assessnent of what its profit-maxi m zing
price is, but assuredly, an appreciable portion, if not
all of that.

JUDGE WOOD:  You know, along a related line, the
2007 Ice CreamInstitute Fact Book outlines the
di fference anong these three levels, if you will, of ice
cream value, prem um and superprem um

MR. BLOOM  Yes.

JUDGE WOOD:  And as | | ook at these differences,
they don't seemto be all that huge, and that's what
makes ne wonder what you have in the record to show t hat
even if H gbee were acquired, you know, a new Hi gbee
m ght cone al ong and chal | enge the superprem um sect or
of this market.

MR. BLOOM  Your Honor, the question of product

differentiation is one that econom sts tell us is
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properly viewed fromthe point of view of consuners, not
producers. | would submt to you that the rel evant
question in this case is, therefore, are these
differences material to consuners and ought we expect
sonme entry or repositioning that would take up the space
of the lost H gbee fromthe point of view again, of
consuners?

Not wi t hst andi ng your assessnent that the Fact
Book doesn't suggest dramatic differences, consuners of
superpremumice creamare paying three tinmes the price
that they would pay for premumice creamfor the
advant age of significantly higher butterfat content,
significantly lesser injected air content, and the
vari ety of imaginative flavors and conbi nati ons and
inclusions of fruits and nuts and things that are
of fered in superprem um products. The difference
matters greatly as neasured by the relative prices
consuners are wlling to.

As | said, again, those prices of three tines
premumice creamprevailed for several years prior to
t he advent of Hi gbee's. It seens to nme to stretch
credulity to suggest that if that 5 percent prem um
di sappeared because Hi gbee's di sappeared as an
i ndependent entity, all of a sudden, the gates woul d be

opened, and premum forces would march in and rapidly
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take up Hi gbee's 16 percent share.

Now, | happily acknow edge that it may be that
over time, firnmse wll fill in fromthe prem um space up
to the superprem um space. There is, for exanple, in
the record evidence about a firmthat, at a slight
premumto other prem umvendors is offering an
arguably, higher quality product, sone inprovenent in
the inclusions, in butterfat content, and such

JUDGE WOOD:  You are speaking of Alfred s Coffee
Beans?

MR. BLOOM | am Your Honor, | am

JUDGE WoOD:  Ckay. | wanted to ask you, since
you' re tal king about that, you' re nmaking an assunption
here that when the -- post-nerger, in fact, it would be
profitable for the post-nerger firmto raise prices,
and, of course, the expert testinony fromDr. Pangl oss
is to the contrary. He thinks that either a 3 percent
increase or a 5 percent increase would be unprofitable
if unit sales were to drop by these various anounts.

| am concerned about that, since if you don't
want us to worry about market definition, you want us to
| ook at nore direct nmeasures of conpetitive effects,
this critical loss analysis is one way that econom sts
are trying to do that now.

VR. BLOOM Let ne address the critical |oss
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anal ysis, as such, that was perfornmed by Dr. Pangl oss,
and |l et me observe that it seens to be offered as a
rebuttal to the enpirical econonetric work done by the
Governnent's testifying expert, to which I will turn
after discussing Dr. Pangloss' critical |oss analysis.

| woul d suggest that this critical |oss analysis
is offered to show that the conbined Tressel / H gbee
woul d not be able to raise prices, but it shows no such
thing. Dr. Pangloss states that, given the prevailing
operating margi n of superprem umice cream
manuf acturers, a 3 percent price increase for Higbee
superpremumice creamwuld be defeated if Hi gbee's
unit sales dropped 5.7 percent -- and he makes a sim |l ar
finding for a different scenario, for a 5 percent
scenario -- but that is correct if and only if none of
the custoners that switch ice creans to avoid the price
increase switch to other products controlled by the
conbi ned Tressel / Hi gbee.

It is, as this court said in Swedish Match, if
one is to correctly apply critical |oss analysis, two
factors are of particular concern: The price-cost
margin and the diversion ratio, neaning the percentage
of switched sales that are captured sonewhere el se,
anywhere el se, within the conbined firm

JUDGE G NSBURG M. Bloom the account you are
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gi ving, Pangl oss points out, was derived fromretai
scanner data, correct?

MR. BLOOM Dr. Cassandra's data was derived
fromretail scanner sales.

JUDGE G NSBURG Right. And then Dr. Pangl oss
points that out and says that's not the market in which
this transaction was taking place, that you should have
been | ooking at sales to the retail channel.

MR. BLOOM Had there been an equival ent data
source available for sales to the retail channel, that
undoubt edl y woul d have been the starting point of the
anal ysi s.

JUDGE G NSBURG So, are you like the drunk
who' s | ooking for his keys under the |ight because
that's where the |light is?

MR. BLOOM  Absolutely not, Your Honor. This is
a situation in which we have a near-perfect proxy for
the cross-elasticity of demand at the retail channel
| evel. The reason for that is retailers' demand for ice
cream products in every single category is derived from
consuner demand for ice creamin those categories.

JUDGE A NSBURG  Well, | understand that, but
you are nmaking pretty fine calculations, so that if
there is any difference between the consuner and retai

demand at all, it could, seemngly, overcone the fine
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di scrimnations that you are nmaking.

MR. BLOOM | woul d suggest that the
discrimnations, while --

JUDCGE G NSBURG  For instance, not every price
change to the retailer is flowed through to the
consurner.

MR. BLOOM That is correct, Your Honor.

JUDGE G NSBURG So, therein lies the problem

MR. BLOOM And that is why | did not say they
are perfect proxies.

JUDCGE G NSBURG  Wul d you have any data on how
i nperfect they are?

MR. BLOOM | do not, Your Honor, but | can tel
Your Honor that the data is consistent with the
testinony of people who strive for profit within the
retail trade and strive for profit within the producer
of ice creamtrade

JUDCGE G NSBURG  You nean conpetitors of these
firms?

MR. BLOOM The conpetitors and purchasers.

JUDGE A NSBURG Wl l, they are not
di sinterested parties either.

MR. BLOOM They are not disinterested parti es.
In fact, they are interested in the conpetitive

mechani sm producing a price in the case of the
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supermarkets that gives them an advantage, and the --

JUDGE G NSBURG In the case of the conpetitors,
t hough, they would just as soon see a price unbrella
over their heads, wouldn't they?

MR. BLOOM | think that is generally true of
conpetitors, that they would prefer to see a price
unbrella over their heads. But when we | ook not only at
testinony in this trial, but at other pronouncenents in
docunents of the parties, it seens pretty clear that the
principal conpetitive interactions are within
superpremum if they are superprem um producers --

JUDGE G NSBURG  Right, but not w thout sone
effect on the next tier, on prem um

JUDGE WoOD:  And | just wanted to say, | am not
cl ear which conpetitors you're tal king about, because
you have told us that Incline Corporation is the only
other seller of superpremum Then there are these
various conpanies at the premumlevel and presunably
others at the value level. So, who are the conpetitors
you' re tal king about ?

MR. BLOOM In this instance, the record that
have before ne does not identify the specific firnms;
however, it is clear that they include custoners who are
| ooking for the best prices and who are maki ng esti mates

of their ability to purchase --
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JUDGE G NSBURG. Custoners at which |evel?

MR. BLOOM At the supermarket |evel.

JUDGE G NSBURG  Consuners or supermarkets?

MR. BLOOM Retailers of products. And these
are people whose interest is in the conpetitive nmarket
produci ng the | owest price for them They have, |
think, for that reason sonme special credibility when
they say that they don't think that the price to themis
sensitive to changes in price across segnents.

JUDGE A NSBURG On the contrary. They don't
have a special credibility. That's a self-interested
st at enent .

MR. BLOOM Well, their self-interest is
consistent with that of consuners and presumably with
t hat of the market.

JUDGE G NSBURG  Perhaps, but there is no
special credibility there. They would clearly like to
have you do exactly what you are doi ng.

MR. BLOOM \Well, the reason | say that, Your
Honor, is Your Honor correctly observes that conpetitors
have an interest in a price unbrella being over their
head, but --

JUDGE A NSBURG  But you are talking about
super markets now, right?

VR. BLOOM Yes, | am Yes, | am
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JUDGE G NSBURG  And they want the | owest
possi bl e.
MR. BLOOM They want the | owest price, a

believe that the market, unfettered by an
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price

nd |

anticonpetitive acquisition, has produced the | owest

prices.

JUDGE G NSBURG So, even if they don't k

now

anything, they're inclined to say it's different from

the prem um market, right, that this nerger will be
three to two and di sastrous.

MR. BLOOM Well, | think if their statements
were solely those prepared for litigation -- and they

are not, they are supported by docunents and ot he

r

materials -- and if there were not enpirical evidence
that is consistent wwth those statenents -- and | want
to talk a nonent about what Dr. Pangloss did -- you

m ght raise that point, but |I think the consistency of a

variety of sorts of evidence about rel evant market,

ranging froma | ook at the practical indicia suggested

by the Suprene Court and regularly applied since

Br own

Shoe, through the testinony of others and into the

enpirical work, all tells a consistent story.
JUDGE WOOD:  Anot her thing that Dr. Pangl
chal | enged, though, was your assunption that the

is differentiated al ong these very clean |lines.
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notes this Alfred s Coffee-Beans-in-Creamis a pren um
brand, and the prem uns are edging up toward the
superpremuns wth their inclusions, and maybe the

H gbee superprem um had been 5 percent |ower, and he, |

t hi nk, has offered evidence that there is, in fact, nore
pricing and consunption interdependance anong these

| evel s than you have asserted.

MR. BLOOM If you take a | ook at the spread
between a 5 percent upcharge over prem um as being
captured by Alfred's, and a 5 percent reduction in price
in the market | eaders in the superprem um segnent, you
are left still with about three tinmes the price of one
for the other. You know, there may be sone progressive
filling-in. You may -- you know, now you have a "better
and beanier," and at sone point down the road, you nmay
have an "even better and still beanier," and so on. But
| amrem nded of the statenent of John Maynard Keynes:
“In the long term we are all dead.” Howlong will it
t ake before consuners are rescued fromthe | oss of that
price increase that we believe inevitably will follow
the acquisition, pushing H gbee's prices back up to the
prevailing price, and | think that is the question for
this court ultimtely.

Unl ess there are further questions, Your Honors?

JUDCGE G NSBURG  Thank you, M. Bloom W may

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

143

want to hear fromyou again, though, after we have heard
from ot her counsel .

COWM SSI ONER KOVACIC: If | could invite Rick to
speak for the merging parties.

MR. LI EBESKIND: Thank you, Your Honors, and
good afternoon. |I'd like to make -- tick off five
points that 1I'll come back and cover so that | can give
you a previewa little bit of where 1'd |ike to go.

First of all, I would like to talk a little bit
about precedent, which except for one cite to Brown Shoe
we didn't hear fromM. Bloomon. | would like to talk
alittle bit about the fact that we are tal king about a
manuf acturer nerger, not a retailer nerger, as Judge
G nsburg nenti oned.

I'"d like to talk a little bit about the theory
of differentiated products nergers so that we understand
why it does not neet the requirenent that a nmerger may
substantially | essen conpetition, which is the statutory
st andar d.

|"d like to tal k about the evidence of
constraint fromother people. And I'd like to talk a
little bit, very little bit, about critical loss. So,
those are the --

JUDGE WoOD:  And | do think, M. Liebeskind, the

el ephant in the roomfor you is this enornous price
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di fference between the superprem um | evel and even the
prem um | evel, as shown by the record

MR. LIEBESKIND: There is certainly a |large
price difference between them but the question, of
course, Your Honor, is whether as a result of this
nmer ger sonebody will be able to exercise market power
and raise price and w den that gap.

JUDGE WOOD: | understand that, and it seens to
me that H gbee was al nbst what we maybe once had t hought
of as a maverick. There it was, you know, pricing 5
percent bel ow the ot her prem um people --

MR. LIEBESKIND: And still is.

JUDGE WOOD:  -- in the post -- in the
post-nmerger world; though with Tressel and Hi gbee
conbi ned i nto one conpany, that gives you a certain
anmount of roomto get rid of that 5 percent distinction.

MR. LI EBESKIND: Well, what we know, Your Honor,
fromthe actual docunents and the actual evidence in
this case is that Incline, the market |eader in
M. Bloom s purported superprem um market, prices itself
at roughly 3 percent -- three tinmes that of prem uns;
that Tressel prices itself at parity; and that Hi gbee
prices itself at 5 percent bel ow Tressel and Incline.
And therefore, the question is, will the constraint on

Tressel go away or be | oosened as a result of this
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nmer ger ?

Today -- this is not the Staples case. This is
not a matter of Staples and O fice Depot |ooking at each
ot her and | ooking at the third player. W have one
pl ayer who | ooks at the other two, but we have the two
| arger players in the market not |ooking at the other
two, according to the evidence in this record, but
| ooki ng at the prem um conpetitors.

JUDGE WoOD: Wl l, they are looking -- | am not
sure that the record shows that, because the record
suggests that Tressel feels confortable pricing at
parity with Incline; H gbee, the newconer, cones in at 5
percent |ower. W are tal king here about whether this
transaction will lead to anticonpetitive unilateral
effects, and with Tressel and H gbee becom ng one
conpany, why do we think that H gbee's strategy of
pricing below Incline will survive and not Tressel's of
mat chi ng?

MR. LI EBESKI ND: But presunmably H gbee has to
price below Tressel to survive at all

JUDGE WOOD:  But not -- but why are you maki ng
t hat assunption post-nerger? They are all one conpany
post - mer ger .

MR. LI EBESKI ND: Your assunption post-nerger,

Your Honor, | suppose woul d be that once Tressel owns
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H gbee, Tressel can raise the price of H gbee, but not
of its owmn -- not its own price.

JUDGE WoOD: Wl |, because its own price is
already up at parity, and so it brings Hi gbee's up.

MR. LIEBESKIND: And is constrained. And is
constrained. Tressel's price is constrained.

JUDGE WOOD:  \Well --

MR. LIEBESKIND: |f Higbee can raise -- |If
Tressel acquires H gbee and raises the price of Tressel,
that is the unilateral --

JUDCGE G NSBURG That was not the Judge's

guestion. It raises the price of H gbee.
MR. LIEBESKIND: | m sspoke, Your Honor. | beg
your pardon. |If Tressel acquires H gbee and raises the

price of H gbee's, will the price of H gbee's goes up?
That is obviously inplicit in the question. | cannot
deny that that is going to happen.

JUDGE WOOD:  Right, and why is not that an
anticonpetitive unilateral effect? Wth Hi gbee as an
i ndependent conpany, there is at |east one participant
in the superprem um market that is trying to conpete to
a certain degree on the basis of price.

MR. LIEBESKIND: Well, as M. Bloomnoted in
response to your questioning, Your Honor, Hi gbee is

itself a recent entrant into this market. Higbee noved
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fromthe premumto the superpremumlevel. Afred s is
trying to do so as well. The fact that Hi gbee itself
made that |leap frompremum as outside of M. Blooms
mar ket to inside of M. Bloom s market, suggests to ne
that others could al so do so.

This, you may renenber, Your Honor, was exactly
the facts of Baker Hughes, that Secoma, in Baker Hughes,
had nmade that |eap, and what the court pointed to in
Baker Hughes was that Secoma itself had entered and
denonstrated that entry was possible into this market.
Here we are not even tal king about entry. W are just
tal ki ng about --

JUDCE G NSBURG Wl l, even courts |earn, too,
you know.

MR. LI EBESKIND: Beg your pardon?

JUDCE A NSBURG  Courts |earn, too.

MR. LIEBESKIND: | hope they have -- | hope they
have not forgotten the | esson of the Baker Hughes case,
Your Honor .

JUDCE 3 NSBURG  Counsel, is it correct, as
M. Bloomsaid, that your critical |oss analysis depends
on the assunption that none of the parties swtching
away from your higher-priced brand switch within the
famly of brands?

MR. LIEBESKIND: This is -- | amglad you asked
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t hat question, Your Honor, and this is a quibble. This
is -- what M. Bloonlis analysis --

JUDGE A NSBURG In other words, it is true,
yes.

MR. LIEBESKIND: It is true, and it is worth
| ess than 1 percent, because what M. Bloonls anal ysis
and what Dr. Cassandra's analysis shows is that the
diversion effect is basically 9 percent of the diversion
sales, and if you multiply the critical loss tines the
diversion, that is 0.81 percent. So, all we are really
saying --

JUDGE G NSBURG  You are already doing nore nmath

than the court can do.

MR. LIEBESKIND: | assure you, it's taxing ny
own limts, but the basic point, and | hope -- in round
nunbers -- as we nove the critical loss from9 percent

to 10 percent, and | amglad you asked ne that question,
Your Honor --

JUDGE G NSBURG Did I ask a question?

MR. LIEBESKIND: You did, but | amusing it as a
segue.

| want to speak a little bit about critical
| oss, because that has been asked, what the role of
critical loss is in this analysis. Critical loss sinply

is a benchmark for telling us what is the anmount of | ost
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sal es that a hypothetical nonopolist or two nerged firns
or whatever you are |ooking at needs to |l ose for a price
increase to be unprofitable. It is not itself -- as

Dr. Scheffman and M. Sinons have said in their papers,
it is mere arithmetic. It is not itself an econonetric
analysis; it is not a statistical analysis. It is
nmerely a benchmark.

JUDGE WoOD: | amnot sure | would phrase it
that way, though. | think it really is nore -- it is
not |i ke sonebody sits down and plans, "I amgoing to
| ose so many sales. You know, | amstill going to be
maki ng noney." It is a way of capturing, from another
end of the tel escope maybe, you know, at what point does
this effort to exercise unilateral market power after a
mer ger becone unprofitable, so people are going to
experinment? They'll nudge, you know, naybe up to that
point. But it doesn't nmean, | think, that this is a
freebie sonehow, all within that critical |oss range.

MR. LIEBESKIND: | conpletely agree with you,
Your Honor. This is a nethodol ogi cal estimte of
mar kets at equilibrium and, in fact, what goes on al
the tinme is people are, as you say, testing how nuch
they can raise price. It is worth nmentioning here,
again, that the supermarket's testing of how nuch it can

raise price is different fromthe wholesaler's testing
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of how nmuch it can raise price. To the retailer, there
iIs not a one-to-one correspondence. As is indicated in
the record, these people have to conpete for shelf space
or facings in the supermarket. They have to gi ve noney
for those facings.

JUDCE A NSBURG Do the retail -- well, this
goes back to the question of the adequacy of the proxy
that is being used here by the Governnment, right?

MR. LI EBESKI ND:  Yes.

JUDGE G NSBURG  So, | gather from what you were
just saying that even if the retail sales data -- pardon
me, the sales -- yes, the retail sales data were a
perfect proxy for the sales to retailers, all right, for
the market that you have said they should have been
| ooking at, even that woul d not adequately capture the
fact that you have to pay for shelf space

MR. LIEBESKIND: | think that is the sanme thing
as saying it's not a perfect proxy, Your Honor.

JUDGE G NSBURG Well, it could be sinply that
those prices per unit don't flow through exactly. That
is what | had in mnd earlier.

MR. LIEBESKIND: Well, that's correct.

JUDGE G NSBURG. But no, | amnot tal king about
marginal price. | amsaying you have got to pay for

shel f space. That is not a marginal price, all right,
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but it is part of whether a price is sustainable for
you.

MR. LIEBESKIND: It surely is, and we can debate
whether or not it is marginal pricing. Your accounting
is better than mne if ny math is better than yours.

JUDGE WOOD:  And al so, that paynent for shelf
space has a lot to do with the quantity that you expect
you are going to be distributing.

MR. LI EBESKI ND: Absol utely.

JUDGE WoOD: I f you woul d rather take your
profits in high prices and | ower quantities, you m ght
not need to get very much extra shelf space.

MR. LIEBESKIND: Well, if you are in a market
where there are | arge and powerful supermarkets and the
only way you can get to consuners is by getting in
there, you may not have that option. You may just need

to get in there.

JUDGE G NSBURG. Counsel, | think you said anong
your five points was that the -- if | got it
correctly -- that the whole unilateral effects approach

does not neet the statutory standard, or nmaybe it's as
appl i ed here.

MR. LIEBESKIND: Well, | think it's as applied
not only here but to differentiated products in the

retail space, and the point there, as | amsure Your
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Honors are famliar with, is that this analysis that's
being applied here, this unilateral effects diversion
analysis, to yield a post-nmerger price increase as a
result of a merger sinulation exercise, that predicts a
price increase in any nerger of any two people in a
differentiated product space -- now, it m ght be bigger,
it mght be smaller -- but in any given nerger, it is
going to predict a price increase if you ignore or don't
have efficiencies, repositioning, entry, all the other
things that the Merger Quidelines put out by the
Governnent tell us we should | ook at.

JUDGE WOOD:  So, am | understandi ng you
correctly that you can never, in your view, use
unilateral effects analysis if it is a differentiated
consuner products market?

MR, LIEBESKIND: Use it -- use it to prove a
market, if | may finish your question, Your Honor, and
that is the point I want to use.

JUDGE WoOD: Well, are they using it to prove a
mar ket or are they trying nore directly, which the case
| aw has certainly been noving toward in recent years --
actually, for sonme tinme now -- are they trying just to
prove anticonpetitive effects? Wo cares about the
mar ket if you have shown anticonpetitive effects?

JUDGE G NSBURG There nust be a market out
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t here sonmewhere.

MR. LIEBESKIND: There surely is a market for
ice cream and perhaps --

JUDCE G NSBURG But if there are these effects,
then there nust be a market out there.

MR. LIEBESKIND: Well, that gets back to the
gquestion of whether the effects are substantial and
whet her the effects are |arge enough to really be worthy
of noticing whether you are noticing anything worth
noti ci ng, because when you have a -- when you start with
a nodel that -- we don't have actual evidence of effects
in the sense that it historically happened here, if we
are tal king about the econonetrics. Wat we are talking
about is a prediction, based on a mathematical fornmnula,
that says every nerger will lead to an effect --

JUDCE G NSBURG The effects are --

MR. LIEBESKIND: -- no matter how snall.

JUDGE A NSBURG -- historically the effect we
have is that Hi gbee enters at a | ower price than the two
i ncunbents, and then the predictive question is what
happens if H gbee essentially exits by becom ng a part
of one of them

MR. LIEBESKIND: Right. And if you say we are
going to put on blinders and we are going to assune that

there will be no entry, there wll be no repositioning
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despite the evidence of repositioning that we have seen,
there will be no entry despite the fact -- despite what
Hi gbee, in fact, did, and there will be no efficiencies,
then the theory -- | amnot disputing the theory of the
mat hemati cal cal culation. What | amsaying -- | am not
di sputing that you are going to have a price increase --
if you use this nodel, if you ignore everything else,
you will have a price increase in any nerger of any two
conpani es. That is exactly my point.

JUDGE WoOD: But it all gets back to the record,
t hough --

MR. LIEBESKIND: That can't be the |aw.

JUDGE WoOD: Wl |, these are very fact-specific
situations. (Qbviously there are sone cases in which
courts have found anticonpetitive problens, and I am
t hi nki ng of the Staples case, for exanple, based on
simlar kinds of data; others not.

| don't see Dr. Pangl oss, your expert,
enphasi zing, "Here are the conpanies that are poised to
enter to defeat the market power." | realize that's not
quite a unilateral effects argunent, but nonethel ess,
you have, | think, strayed a bit beyond that, so I was
going to, also.

MR. LI EBESKIND: Well, Your Honor, | think

whet her or not Dr. Pangloss said it, it's in the
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evi dence before you, and ny suggestion to Your Honors is
that it is your right to look at the entire record and
see that evidence, see the evidence of what Hi gbee
actually did, see the evidence of what Alfred' s actually
did, and draw your own conclusions for it. You don't
need an expert to get there.

JUDGE WoOD:  What about M. Bloom s response on
Alfred's, that their price is still so far bel ow --
maybe it is 2.6 tinmes -- yes.

MR. LI EBESKIND: So, consuners were getting a
bar gai n.

JUDGE WOCD:  Maybe

MR. LIEBESKIND: | nean, in fact, Hi gbee's
responded. They put in nore beans or they
chocol at e-covered their beans or they added anot her
flavor. They did what they did. They responded to
Alfred's. So, there was a conpetitive response to this
firmthat is purportedly not in the market. That tells
you - -

JUDGE G NSBURG Well, it was tiptoeing into the
mar ket with that product.

MR. LI EBESKIND: And ny point exactly, Your
Honor. There's roomto enter this market. The market's
been defined as butterfat above 14 percent, whereas

butterfat of 13 percent is in the other market. So, you
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have to increase your butterfat by 1 percent and

i ncrease your price by 300 percent, and you are in the
market. It can't be an entry barrier that you have to
keep your -- that you can't raise your price.

JUDGE WoOD:  Wel |, apparently there is nuch nore
toit than that. That's why | commented to your
opponent that in sone ways these facts indicate to ne
that there aren't huge differences, and yet | could say
t he sanme thing about all sorts of consunmer markets. You
know, what is the difference between a Calvin Klein polo
shirt and the sort of thing I'd go buy at Target? They
are both nade of cloth; sonebody sewed them | nean
they are -- maybe they are all in the sanme market; maybe

they are not. There is the sanme kind of price

difference, | assure you
VR. LI EBESKI ND: If | could invent that -- if |
could invent facts, | will invent a true fact, which is

across the street froma supernmarket in ny nei ghborhood,
there is a place where a guy nmakes his own ice cream
and that is not inthis market either. It is a matter
of whether or not you have access to the shelf space,
whi ch brings us back to that point.

JUDGE G NSBURG. Counsel, on repositioning, is
the experience of Alfred' s the only record evidence?

MR. LIEBESKIND: O her than Higbee itself.
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JUDGE A NSBURG O her than Hi gbee itself.
MR. LI EBESKIND: So, |'ve got two.

JUDGE G NSBURG And that's your burden, isn't

MR. LIEBESKIND: My burden to show entry? |
don't think so, Your Honor.

JUDGE A NSBURG No, to show that repositioning
mtigates any concern that the Governnent's raised.

MR. LI EBESKI ND: Not under the Baker Hughes
framework, not as | understand it, Your Honor. My
understanding is it is the defense's burden to cone
forward with evidence. The burden of persuasion remains
on the Governnment in all tinme franes. That is the
statenent in Baker Hughes. So, | would say that is not
my burden other than to cone forward with the evi dence.

JUDCGE G NSBURG  Anyt hing el se?

COW SSI ONER KOVACI C: Woul d the Court like to
hear from M. Bl oom agai n?

JUDCGE G NSBURG  Sure, yes, please.

MR. BLOOM  Sure.

JUDCE A NSBURG This is too nuch fun.

M. Bloom could you pick up where your brother
left off with respect to the burden on repositioning?

MR. BLOOM Yes. The issue is one in which I

bel i eve the burden of comng forward has switched to the
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defendants in this action. They need to cone forward
wi th enough evidence to put that issue fairly back in
play. | suggest to you that they --

JUDGE WOOD: | notice you're saying very
carefully to cone forward. You concede that you have
t he burden of persuasion throughout, as he said.

MR. BLOOM Utimately, on the question of
conpetitive harm the Governnment has the burden of proof
t hroughout this matter, yes, Your Honor.

But let's, again, go back to this question of
entry. Wat has the defendant produced? The only fact
that the defendant has produced is the fact that
Hi gbee's was the sole firm-- despite the existence of a
highly profitable duopoly -- to successfully invade this
mar ket space over a protracted period of tine.

JUDGE A NSBURG Well, it's the only one that
tried, isn't it?

MR. BLOOM No. There are other efforts
suggested in the record of failure, | believe.

JUDGE A NSBURG | didn't pick that up. \Were
is that?

MR. BLOOM But if | may, Your Honor, even if I
amwong on that, the fact of the matter is the
contention of the defendant is that if Hi gbee's prices
go up 5 percent, this is going to invite entry. That
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begs the question of why, then, there were not other
entry attenpts in the prior -- in the period prior to
Hi gbee's entry where the market presented precisely the
sanme situation as it will with a post-acquisition price
I ncrease.

JUDCE WOCOD: So, we have evidence for about a
five-year period in this particular record? | amjust
trying to think how far back it goes, because it is a
little truncated.

JUDGE G NSBURG | think we have three years
si nce Hi gbee entered.

MR. BLOOM Yes, and, Your Honor, | believe the
record is not perfectly clear on the tinme at which
Tressel and Incline thensel ves becane the pioneers in
this market. It seens to be at |east a few years prior
to the --

JUDGE A NSBURG Well, it says that they
i ntroduced superprem uns --

JUDGE WOOD: 2003

JUDGE G NSBURG -- in 2003, yes.

MR. BLOOM  2003.

The nunber -- what -- it's inportant to
understand that the standard for repositioning is not
could sonmeone. It's not an abstract question. It's a

"woul d soneone”. And we have enpirical evidence in the
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absence of entry prior to Hi gbee, the absence of perhaps
entry efforts.

JUDCGE G NSBURG Wl |, the superprem uns cone
along in |ate 2003 and 2004. Hi gbee entered three years
ago. So, that's, when this record was conpiled, 2004 or
maybe early 2005. So, there was an opportunity there,
and they took it, and I amnot sure why you are saying
that if the opportunity is restored, in the event the
mer ger goes through and the price goes up, soneone el se
couldn't take that opportunity.

MR. BLOOM Well, Your Honor, let's take a | ook
at what has to happen. First of all, the repositioning
has to be sufficient to replace the | oss of Higbee.

Hi gbee is, as are the other superpremumfirnms, a
national operator. It's been stipulated in this matter
that the rel evant geographic market is national.

Afirm in order to enter that market fromthe
prem um space, would have to establish a collection of
reci pes; would have to develop facilities to produce
those tasty and exciting arrays of superprem umice
creans. They would have to build a direct-to-retailer
di stribution system --

JUDGE WoOD:  Could | just maybe, since | think
our time is getting short, summarize this? |If |

understand your position, it's really just that if
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there's this gigantic price gap between the prem uns and
t he superprem uns, and since 2003, when Hi gbee starts
introducing its brand, to the present, nobody el se has
tried to conme in, the question is, why should we think
there are people out there who are wal ki ng away from

t hese profits?

MR. BLOOM That, Your Honor, and the utter
absence in the record of any evidence that any person is
pl anning entry, is contenplating entry, is putting
together the distribution systemnecessary to effectuate
that entry.

JUDGE G NSBURG The | ast question | have on the
critical loss analysis is this: | think this is your
expert's position, that if nore than 5.7 percent of the
unit sales lost as a result of a 3 percent price
i ncrease for H gbee's superprem um were captured as
Tressel's superprem um sal es, then the price increase
woul d be profitable, right?

MR. BLOOM That's correct, Your Honor.

JUDGE G NSBURG kay. And is there nore to
tell us that that would, in fact, happen, nore than 5
percent -- 5.7 percent of the unit sales would be
captured by Tressel's?

MR. BLOOM | think there is, and it rests in

human experience. The group that we are focused --
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JUDGE A NSBURG Is that part of this
econonetric anal ysis?

MR. BLOOM It is not part of the econonetric
anal ysis except insofar as this chart's cross-elasticity
of demands and explains the |ack of price sensitivity --

JUDCGE G NSBURG  Ckay, now, if Higbee's price
gets to where it's the sane as Tressel's, why would
anyone swtch fromH gbee's to Tressel's? |[If they are
bei ng priced out by the increase, they can go to
premum Wiy would they go to Tressel's superprem unf

MR. BLOOM Let's address that question in this
way: The consuners about whom we are concerned in a
differentiated products market unilateral action case
are those consuners here who have a preference for
superpremumice cream That is what they are
purchasi ng notw t hstanding the great price disparity.

JUDGE WOOD: That's these young, trendy people
who don't care about their weight?

MR. BLOOM And apparently a few others, Your
Honor. The question that | would pose to Your Honor is,
if those consuners are willing to pay three tines
prem um prices, and sone of themhave to sustain a 5
percent price increase to remain in the premum-- in
t he superprem umsegnent. |Is it reasonable to expect,

notw thstanding their willingness to pay three tines
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prem um prices, that they will not choose, in |arge
part -- and we only need, | think we said, 5.7
percent --

JUDCGE A NSBURG  Yes.

MR. BLOOM -- that a significant nunber of
them far nore than that, wll choose to remain in the
super prem um segnent? There are --

JUDGE A NSBURG  Ckay, first of all, they are
not paying the sane three tinmes because of the 5 percent
price differential, right? They are paying --

MR. BLOOM Correct.

JUDGE G NSBURG. -- less than the two market
| eaders' prices.

MR. BLOOM That's correct.

JUDCGE G NSBURG So, their willingness to buy
superpremumis fragile. Now, the price goes up to
where it's the sane for all three. Wy would sonmeone
now say, "I amnot only willing to pay the higher price,
but I amwlling to pay it for a different product that
| wasn't willing to pay it for yesterday?"

MR. BLOOM There is no question but that the
reveal ed preference of those who purchase Hi gbee's
today, the superpremum at 5 percent |ess than the
mar ket | eaders, have a preference for that product at

that price. But it seens to ne that when you are asking
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about a 5 percent price change, it is highly inplausible
to think that fewer than 5.7 percent will divert to
Tressel in the event of the | oss of an independent
conpetitor.

JUDGE G NSBURG But that is just intuitive,
correct?

MR. BLOOM | would say that it --

JUDGE A NSBURG So, if we don't share your
intuition, we have a problem

MR. BLOOM | amsorry, Your Honor?

JUDCE A NSBURG If the court does not share
your intuition, then what?

MR. BLOOM | think if the court doesn't share
my intuition, the court ought to |look at the enpirical
evi dence of Dr. Pangl oss, which -- excuse ne, of
Dr. Cassandra, which | ooks at thousands upon thousands
of transactions and cal cul ates cross-elasticities to
determne that there is a relevant market here and that
consunmers will be injured in that rel evant narket.
Consi stency of that information and the testinony of --

JUDCGE G NSBURG The sustainability of a price
i ncrease and of re-entry depends upon sonething for
whi ch there are no data.

MR. BLOOM If you are referring to --

JUDGE G NSBURG Nanely, what wi |l happen -- no,
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what will happen to the custonmers who now find a 5
percent increase for Hi gbee?

MR. BLOOM | beg to differ, Your Honor. The
anal ysis of cross-elasticity of demand conducted by
Dr. Cassandra enpirically answers the question of
whet her critical loss will or will not be exceeded by
actual loss. It does the thing that the defendants'
testifying expert did not do, finding --

JUDCE G NSBURG  Well, both of the critical
sentences begin with the word "if."

MR. BLOOM Well, that's the cal culation of the
di version ratio.

JUDGE G NSBURG  Ckay.

MR. BLOOM But if you look at the initial
enpirical work, the econonetric survey, that study tells
you that a price increase will be profitable, and
absolutely --

JUDGE G NSBURG Wl l, that work is, | guess,
summed up in the sentence that says, fromyour expert,
"that the analysis of retail scanner data inplicitly
i ndi cates that the conbined firmwould enpl oy pricing
strategi es under which actual |oss would not exceed
critical loss."

MR. BLOOM That is correct.

JUDGE G NSBURG But that is also a tautol ogy,
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is not it? In other words, no firmwould pursue a
pricing strategy in which actual |oss exceeded critical
| oss.

MR, BLOOM It is certainly not intended as a
tautol ogy, and the testinony is clear on this point.
What Dr. Cassandra is saying is that her econonetric
study says that there will be a post-acquisition price
increase in a superpremumice creammarket. That neans
that the actual loss will be less than the critical
| o0ss. She has answered the unanswered question in the
critical |oss analysis done by defendants' econom st
t hrough the econonetric study involving testing of
supply -- excuse ne, of price-denmand el asticities over
t housands and t housands of products, |ooking each
transacti on agai nst each ot her.

JUDGE G NSBURG  Thousands of products?

MR. BLOOM Thousands of transactions. |
m sspoke. Forgive ne.

JUDGE G NSBURG  Thank you.

COW SSI ONER KOVACI C: Wul d the panel like to
hear at all further from M. Liebeskind?

JUDGE A NSBURG | don't think he wants to take
t hat chance.

MR. LI EBESKI ND:  No.

COW SSI ONER KOVACI C. Thank you, Counsel.
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Thanks to M chael and R ck for very hel pfully going
t hrough the hypothetical with the panel. [1'd like to
spend the few m nutes we have | eft posing a couple of
guesti ons about the nethodol ogical issues that lie
behi nd t he exerci se.

| suspect at the tinme that all of us, and
certainly our two judges, began teaching conpetition |aw
and teaching the eval uati on and assessnent of market
power, the starting point in the traditional franmework
was to use the circunstantial approach of defining a
rel evant mar ket and using market shares as a basis for
inferring market power. Fromthe '92 Quidelines onward,
but perhaps even earlier fromIndi ana Federation of
Dentists, comes the suggestion that that is, perhaps, a
second- best approach to dealing with the underlying
guestion of market power.

| was wondering if you were going back to the
cl assroom and teachi ng again, how would you reconcil e or
at | east think about these two streans of analysis; that
is, the traditional approach that relied on market
shares, and to what extent has the alternative, direct
approach cone to conpl enent or perhaps even would it
di spl ace in sone instance the traditional franmework?

JUDGE WoOD:  Well, | will say a word about that.

Maybe it's because | taught too long at the University
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of Chicago, but it seens to nme that it has been

recogni zed for a very long tinme that the market share
approach was a neans to an end and not sonethi ng that
was i ndependently interesting, and people would wing
their hands about different ways in which you m ght get
it wong with markets; you m ght define the market too
broadly and m ss a transaction that was going to create
mar ket power or vice versa.

And there was a thought abroad, for a long tine,
that it was really just too hard to ask the question
that you really wanted the answer to, the direct
econom ¢ question, whether it is about own elasticities
of demand or whether it is about actual anticonpetitive
effects in the market, and as you say, beginning with
the dentists case, the Suprene Court and, of course, the
agenci es, that was an FTC case, and others began to say,
"Well, maybe it is not inpossible to do this. Mybe we
can think better about howto do this."

Then if you fast-forward to the FTC s Stapl es
case, which, of course, was one where, again, the
chal l enge to the transaction prevailed, there is a |lot
of data out there these days that was not around when,
you know, the decade of -- or the century, really, the
20th Century was unfol ding when the ol d approach was

devel oped.
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So, | think today, if you were teaching it, you
woul d say, "Here is the ultimte question: There are a
nunber of different neans to that end. One of themis
probably still going to be defining a market, but there
are others that are probably better."

COW SSI ONER KOVACI C: Doug?

JUDGE A NSBURG Well, | haven't gone back and
| ooked at it with this question in mnd for today, but
it seens to ne that we kind of got over it in Polygram
That was -- for the D.C. Crcuit, anyway, that was a
pretty big step in the direction that we are talking
about today.

COW SSI ONER KOVACI C: Yes. Yes, indeed.

In the discussion that you had with M chael and
Ri ck about the use of quantitative nmethods, am|l right
in sensing that a fundanental question for advocates for
agencies is -- and nmaybe it goes to the questions that
both of you posed -- is, in using these techniques to
have in mnd the sensitivity of the analysis to small
adjustnents in assunptions; that is, that a panel wll
want to know how rugged the technique is in the face of
possi bl e adj ust nents about data or assunpti ons.

When you | ook at quantitative data of this kind,
aml right to think that that's a question that you or

your coll eagues, the typical trial judge, mght want to
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be attentive to?

JUDGE G NSBURG Wl l, yes, but it has to be
made accessible. | thought Professor WIlIlig gave a good
exanpl e of making it accessible when he used the car
nmodels. | think you would want to scale it down, as he
suggested, to the kind of cars judges are famliar wth,
Canrys and Kias and things |like that.

COW SSI ONER KOVACI C: TR4s, Porsche 918s
little cars, yes, yes.

JUDGE G NSBURG Right. So, | think that was
very usef ul

Simlarly, I think that presenting -- this whole
nmet aphor of space can be usefully presented graphically.
It's easier to grasp if it's literally portrayed.

COW SSI ONER KOVACI C. Yes.

JUDGE A NSBURG | amsure if you think back, no
one in this roomtook an antitrust course in which
transactions and rel ati onshi ps were not diagramed in
virtually every case on the bl ackboard, and yet it never
appears in the brief and rarely in expert testinony, and
yet it was the obvious way, at |east for sonme people a
nore efficient way, of absorbing materi al

COW SSI ONER KOVACI C: Yes.

JUDGE G NSBURG And as well as the honey

exanpl e that Professor WIIlig gave.
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JUDGE WOOD:  Yes, | think that the first thing
Doug said is really inportant. [It's got to be
accessible, and | know, for nyself, when | aml ooki ng at
t hese kinds of things and when | read opinions from
ot her judges who we would all agree are excellent in
this area, making clear the chain of reasoning and
meki ng cl ear what set of assunptions are being nmade to
begin with and then what tests were run, what studies
were done to test those assunptions, is absolutely
vital, because the judge has a responsibility under
Evi dence Rul e 702, under Daubert, if you want to think
of it that way, although purists will say this is a 702
guestion at this point.

You have to eval uate the soundness of that
met hodol ogy, and you will see a judge saying, "Wll, you
have made an assunption here," just as Judge G nsburg
was saying during our argunent, "and it's too big. It
puts too nuch of what we really need to pull out and
test into that assunption.” But if that's not put on
paper for the judge, that won't conme out, and obviously
one side or the other is going to have an incentive to
do that vis-a-vis the kinds of studies that have been
made.

COWM SSI ONER KOVACI C: | amthinking of the use

of graphical presentations. | amthinking about a case
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that features promnently in one of Judge Wod's
opi ni ons, known well to this audience, Toys "R' Us.
am wondering if anyone has ever taught Interstate
Crcuit without attenpting to construct the hub and
spoke on the bl ackboard with the rel evant parties and
how t hat presentation of evidence m ght be a useful
guide for how to make the presentati on accessi bl e.

As one of the comments on the earlier panels
ment i oned, Judge Hogan's subsequent reflections on
Staples said that what really caught his attention were
t he docunentary records. The econonetrics were
interesting, but that did not really cause himto turn
hi s head.

JUDGE G NSBURG  But you have to prepare for the
case where you do not have the docunents, where what you
have got is the econonetric evidence. That is the one
that -- that is the challenge, to present that case
wi t hout taking things out of the nmouths of the parties.

COW SSI ONER KOVACI C.  |Is there a net hodol ogy,
just in general terns, that is likely to be nore
effective; that is, in thinking howto frame and present
the case where that's what you have?

JUDGE WoOD: Wl l, it always seens to ne that a
person ought to be able to explain why these were the

right questions to ask. Wiy should | think this
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econonetric test is going to tell me anything about
that? | envision, you know, maybe sonewhere, even in

t he conpany, concern. There is sonebody who's not a
Ph.D. econom st. Mybe it's the CEOQ. | nean, you have
got to be able to say to people, "This is what we are
grappling wwth,” and if you can say it to the CEQ you
ought to be able to say it to a judge as well.

JUDCE 3 NSBURG  Ronal d Coase, with whom |
studi ed, was then editor of the Journal of Law and
Econom cs, and he said he wouldn't publish an article
that had any nontrivial econonetrics in it, because it
was his viewthat if the author couldn't explain hinself
in English, he probably didn't know what he was tal king
about .

COW SSI ONER KOVACI C. Yes.

JUDGE G NSBURG That's a useful guide, because
your audi ence of a judge, of three judges, may not be
able to follow that as readily. So, you want to present
it in English; you want to -- the underlying econonetric
evi dence, and you want to have a honey exanpl e.

If I can get 40 seconds to illustrate the | ast
poi nt ?

COW SSI ONER KOVACI C. Absol utely, yes.

JUDCE G NSBURG \What was it -- was it Monsanto

i n which the Governnent or the Departnent, were going to
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file a brief on our PI and the Congress stopped us?

JUDGE WOOD:  Yes, an appropriations rider

JUDGE G NSBURG It was an appropriations rider.
Before the argunent in which -- renenber, Bill Baxter,
Prof essor Baxter, couldn't answer one of the questions
because of the appropriations rider. Before we filed
that brief, he was called to the Wite House, to the
Oval Ofice, to answer the President's question of why
are we doing this? Wat is -- sonebody had gotten to
the President, nmaybe it was Charlton Heston or

sonething, and said, "This is a bad idea," and the

President didn't say, "I wll stop it." He said, "I
will look intoit.” So, he called up and said, "Tell ne
what you are up to." So, Bill went over there, and this

is what he did. This is 1983, maybe '82?

COW SSI ONER KOVACI C: Yes, 1983

JUDCE G NSBURG He said, "M. President,
i magi ne that you have a record store across the street
fromK-Mart." Now, you all renenber K-Mart, and you
remenber record stores? He said, "And custoners cone in
to your record store and listen to records in the
listening booths, and if they |like them they go across
and buy them not for 99 cents fromyou, but for 79
cents fromK-Mart, which does not have any |istening

booths.” MNow, this was brilliant advocacy. There
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hadn't been any |istening booths for nore than 20 years,
but the President could understand that, and it was not
the |l east bit disingenuous. It nmade the point
correctly.

COWM SSI ONER KOVACI C. When | think of those who
have had perhaps the nost formative role in integrating
econom ¢ concepts into the devel opnent of | egal
principles in this area, | think of people |ike Judge
Posner, | think of Bill Baxter, | think of Ernie
Cell horn, Phil Areeda, and Betty Bock, who as a group
had such a facility for telling a narrative that
brought, by use of exanples, by use of |ogic, made the
reasoni ng accessible. | sense for nyself in the
cl assroom and el sewhere, the challenge for the nodern
narrators is to do the sane with high-powered
gquantitative techni ques, especially for an audi ence that
has been running away from mat hemati cs since junior high
school .

JUDGE G NSBURG Wl |, judges, at |east as nuch
as lawers in general, tend to be not well educated in
mat hematics, | et al one economcs. They are
overwhelmngly liberal arts majors who studied history
and political science, English literature, and so on,
and have never -- they had to take sone requisite,

limted anount of math, perhaps in college, maybe not --
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COW SSI ONER KOVACIC: Did | |eave a copy of ny
col l ege transcript here?

JUDGE A NSBURG -- and they haven't gone back
to it since or had occasion to.

Now, | nean, thereis a -- | could give you an
oral brief for having generalist judges, but it does
create a challenge for a specialized body of know edge.

JUDGE WOOD:  And it really creates -- it puts a
huge responsibility on you, the bar, to deal with us
general i zed judges, and as Ronald Coase put it, to boi
it down to sonething that we wi |l understand.

COW SSI ONER KOVACIC: | want to thank our
panelists, to thank Mchael and Rick for being good
sports and goi ng through the exanple so skillfully, and
especially to thank our two judges, who here were trial
judges, but | assure you they passed the trial. Thank
you for just a wonderful presentation and for making
this the kind of afternoon that | think many of us wll
remenber for a long tine.

Thank you.

(Appl ause.)

COWM SSI ONER KOVACIC: 1'd like to invite ny
col | eague Tom Rosch with his collection of stellar
panelists, Bill Baer, Susan Creighton, D ck Rapp, and

Conni e Robi nson.
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PANEL 4:
EVI DENTI ARY | SSUES RELATED

TO PROVI NG UNI LATERAL EFFECTS

COW SSI ONER ROSCH:  Good afternoon, everybody.
| think it's probably a good thing if we get started,
because we have got a lot of ground to cover in a very
short period of tine.

Let ne first introduce the panelists. It is a
very di stingui shed group of people, and | think it wll
hel p frame the discussion if you know a little bit about
t hei r backgrounds.

On ny inmediate right is Susan Creighton, who is
Co-Chair of the Antitrust Practice at WIson Sonsini.
Susan originally hailed fromny part of the country,
which is Northern California, but has ended up back
here, and she is obviously well-versed in this subject,
having served as director of the Bureau of Conpetition
at the FTC. | will only nention beyond that that she
clerked for both Pam Ryner in the Nnth Grcuit and al so
for Justice Sandra Day O Connor at the Suprene Court.

Second, |1'd like to introduce Conni e Robi nson,
who in a previous |ife was the career deputy at the
Justice Departnent, a very distinguished antitrust

practitioner. | amvery grateful to her for com ng out
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to California every year to participate in the
Practicing Law Institute panel out there and deliver
remarks with respect to nerger analysis. She's now at
Kil patrick Stockton, and she's Deputy Chair of their
Conpl ex Business Litigation Team

Third is Dick Rapp, an old friend who was
formerly the President and Chairman of NERA, and he's
testified in innunerable antitrust cases of all stripes,
i ncluding a nunber, frankly, | think, D ck, where | was
| ucky enough to be on the defense side, and | had the
benefit of his services. So, he will be our econom st,
our resident econom st, on this panel

And finally, we have the sage or the old sage
who's going to be the resident litigator, and obviously
you all know him That is Bill Baer fromArnold &
Porter, and he heads their Antitrust Goup. | should
say that he has a little bit of a conservative stripe in
himthat | didn't realize, because he went to the
Stanford Law School .

Now, let nme just tell you what we plan to do
today, because it is going to be a little bit different
fromwhat the other panels have been |ike. W are going
to discuss evidentiary issues relating to proving
uni |l ateral effects, and basically what we are going to

be tal king about is what the second panel this norning
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tal ked about, which is how do you prove your case in a
nmerger case, and nore specifically, in a unilateral
effects case?

W will begin with a discussion of general
principles. W wll then nove to the role of
econonetric and nonecononetri c econom c evi dence, a
subj ect that was covered today. W wll then nove on to
the role of noneconomc evidence. And then we will nove
totrial strategy. And then we wll conclude wth a
di scussion of weighing the different kinds of evidence.

And what we are going to do to cover those
subjects is to ask a panelist or two to address the
subject first and then throw the fl oor open so that the
ot her panelists can comment on what has just been said
or elaborate on it. So, let us begin wth the general
principles, and on that subject, there are two fol ks who
are going to be kicking us off here.

One of themis Dick Rapp froman economc
standpoi nt, and the other is going to be Sue Creighton
with respect to the | egal standpoint, and we are going
to follow, segue, fromwhat was discussed earlier this
afternoon, which is the franework for analysis that is
avai |l abl e today, what is the proper framework, from an
econom st's standpoint, froma |egal standpoint, and

what does that have to teach us about how one shoul d
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present their case?

So, do you want to start, then, D ck, please?

MR. RAPP:. Sure. And | wonder -- it's upto
you, but others this norning spoke fromthe podi um
Since your intention is to make this largely a panel
di scussion and to keep these fairly short, | amjust
happy to do it fromhere if that's the way you would --

COWM SSI ONER ROSCH:  That is fine.

MR. RAPP: (Ckay, if that's all right with
ever ybody.

It seens to nme that stage-setting on general
principles after what we have just heard and after this
nmorning' s excel l ent panel is al nbst unnecessary, so
wll just add a few gl osses of ny own to what people
al ready know. This is an expert audi ence to begin wth,
and we have been di scussing -- we have already del ved
deeply.

Let nme just start fromthe Merger Quidelines.
(bserve, as has been done this norning, that there is a
part of unilateral effects that we are not going to be
tal ki ng about much; that is, the nost elenentary form of
mar ket power, the unilateral ability of a firmto
control enough output to raise price all by itself. It
cones, notably, at the end of the unilateral section,

and the majority of Section 2 of the Merger Cuidelines
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is about differentiated products.

Much has been said about that, and all that |
will add, for those who happen to be beginners in the
room is that one way of conceptualizing it, the way
that | do, is to think about products as nothing nore
than coll ections of product characteristics and then to
| ocate themin sone kind of astronom cal space that
represents the wi dest of all possible markets.

Cars, if you are tal king about BMM and Ki as and
what have you. So, if it's not cars but cereals, then
Rai sin Bran and Special K are sonewhere down here; Count
Chocul a and Lucky Charns are out there; naybe those
granol as that they sell at \Wol e Foods, along the price
di nrension, are out there sonewhere, neither up, down,
but in the mddle and out in front; then sonmewhere
behind ne is Al bertson's white box corn fl akes.

Bobby WIllig's story of generalized versus | ocal
conpetition is not one that is imediately consi stent
with this point of view, and | amnot sure that | share
it. One thing about this point of viewis that the
notion of gerrymandering markets, which we heard this
nmorni ng, or submarkets doesn't really cone into it very
much. It is purely an issue of product characteristic
proxi mty, where product characteristics include price

as well as other things that consuners care about.
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To tie that, as background, to the subject of
the panel, let ne just rehearse for you, again, things
t hat have been nentioned at |ength today but never
listed, and that is the types of econom c evidence that
go along with this. They are own price and cross-price
el asticity, which have been in the antitrust and nerger
literature since before Brown Shoe; diversion ratios;
critical loss analysis. And I will nention about
critical loss analysis, that it involves profit margins,
and that profits and profit margins, even gross profit
mar gi ns, where what we are trying to seek is only the
incremental margin, is itself problematical. | don't
think that has been nentioned, but we mght dive into
that at sone point.

| will add merger sinulation w thout further
mention of it, and | want to add to this list natural
experiments and distingui sh natural experinents that
i nprove our intuition in native formand natural
experinments controll ed by econonetrics, an inportant
distinction, I think. And I think that that sets the
stage pretty well.

The key points are, first of all, | went through
t hat whole story without once using the term"rel evant
mar ket ," so you know which party | ama nenber of, and

second, the inportance of econonetrics is sure to cone
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up in this conversation, not only in its technical
gui se, but in the formof control over the things that
tend to inform informally, people's intuitions. That's
for a start.

COW SSI ONER ROSCH: Thank you, Dick.

Susan?

M5. CRElI GHTON: Sure. Thank you, Conm ssioner.

So, | wanted to kick off the |lawerly part of
our discussion by focusing on the way Conm ssi oner Rosch
posed the question to us. The first question was, do
the Guidelines articulate a framework that is defining a
mar ket first and then noving to conpetitive effects
second for assessing unilateral effects that is
wor kable? And | wanted to focus on the "workabl e" part,
because | couldn't possibly match the academ cs and
econom sts and judges who have been speaki ng.

So, at the risk of being contradicted by at
| east half the room who share the sane experience that
| do, let ne hypothesize, and then you can rebut after
the end of this panel, but at |east during the tinme that
| was at the Conmm ssion, between 2001 and 2005, it was
my observation that whether or not that sort of
sequential framework is a workable one or could have
been a workable one, in practice, it was not what we did

do, which is to say that |I thought staff, in preparing
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t heir nmenos, you know, would be follow ng the

Qui del i nes, and there would be a first section on
antitrust, sort of on market definition, but at |east at
the front office level, we'd be in discussions with
staff fromlong before we saw any nenos di scussing the
merits of the case, and during all those discussions, |
can't really recall, in the back and forth, very nuch

if any, discussion in deciding is this a good case or
not, any real discussion about market definition.

Rat her, we were focused on whether we could show
conpetitive effects; what were going to be sort of the
effects of entry, repositioning, so forth. And it was
really only very late in the gane, at |east as best |
can recall, when we were getting the nenos ready for the
Comm ssioners, that we would start to seriously say,
"Ckay, so, what are we saying is going to be the product
mar ket? And what is going to be the geographi c market?"

So, let me -- just to crystallize that, let ne
gi ve one concrete exanple where | can recall this
occurred. Sonme of you may recall the case, but it was
one where we had data very nuch |like that which the
Commi ssion relied upon in Staples, only it was even nore
robust, reflecting the fact that data kept by conpanies
has gotten better in the future, since then. As a

result of this data, which involved the conbi nati on of
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sone retail stores, it |looked |ike we had sone very
clear and direct data show ng that when the two nerging
parties had stores right next to each other, there was a
very strong discounting effect, and when they were a
little further away, there was |ess discounting, and

t hen when they were even further away, there was |ess,
and so on.

Now, the parties had been arguing that there was
an online supplier that should be considered as part of
the market, but, you know, | have to say, as part of our
anal ysis, we were thinking, who cares, because they are
universally there sort of throughout the country, and
it's not making this geographic effect go away.
Simlarly, the parties had pointed to sonme other |ess
cl ose conpetitors in the space, and the data seened to
show that while those conpetitors acted as sone kind of
constraint on price, the clear price effect persisted,
agai n, dependi ng on how cl ose conpetitors had in terns
of how close their stores were.

So, we thought at that point that we had a great
conpetitive effects case, but then when it cane to the
poi nt of actually sending up the nenos, we said, "Okay,
so, now, is this online supplier in the market or not?
Are these other retail conpetitors in the market?" And

dependi ng on how you defined it, if you included those
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other retail conpetitors, the HH s basically dropped

t hrough the floor, and you had no case at all. But the
Conm ssioners' offices were saying, "Are you seriously
proposi ng a market that excludes those people? That
sounds totally gerrynmandered.”

So, we were facing the question of if we were
going to go to court, mght we never even get to that
conpetitive effects data? Mght we lose really right
out the gate with a market that sounded too contrived to
the court?

So, | renmenber raising this issue with the
Departnent of Justice at the tinme that we were starting
to work on the commentary to the Quidelines that
eventual |y cane out in 2006 and suggesting that perhaps
t he agenci es needed to be doing nore to be educating the
courts on this issue before rather than during the tine
that we were trying to litigate a case like this. And
interestingly, it did not seemto resonate with them
that there was a problem You know, | think their
approach was pretty pragmatic, which is we have the
Qui del i nes, we have the courts, and that is basically
our environnent, and we need to match our analysis to
what the lawis.

So, one way of resolving this issue would be to

be changing the way we anal yze cases internally at the
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Comm ssion, even if that neans trying to persuade courts
to accept markets |like "glasswares sold to the food
service industry” in Libbey or -- pardon nme, Rick -- or
"consumabl e of fice products” sold in office super stores
in Staples, or a "geographic triangle of three
hospital s" in Evanston. So, | would pose to our
panelists, that's alternative one.

Alternative two would be to try to change the
Qui delines, but that is awfully tough to do if the
Departnent of Justice doesn't really perceive a need for
t hat .

And then third | guess I'd throw out is the
possibility of the Comm ssion using its own
deci sion-making in Part 3 to begin to teach on this
subject. In ny view, Chicago Bridge & Iron and Evanston
posed potential opportunities for the Conm ssion to
provi de sonme insights in that regard. | think between
Conmi ssi oner Rosch's concurring opinion and the majority
deci sion in Evanston, there is the begi nning of that
kind of dialogue, and | guess I'd throw out for the
panel i sts whether that is a profitable avenue for the
Comm ssion to continue to pursue.

So, to recap, |I'd throwit out to everyone,
first, are we better off sort of fromthe get-go trying

to follow a nore rigid guidelines approach as opposed to
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finding ourselves trying to litigate a case which is not
really the one that we investigated; or are we better
off trying, again, to persuade for the need for a forma
change in the Guidelines; or should the Comm ssion be
pursuing alternatives, such as Part 3 proceedi ngs or
maybe expressly advocating, as the staff did in
Evanston, but in the district court, that it's
sufficient to have direct evidence of conpetitive
effects?

COWM SSI ONER ROSCH: Wl |, that is a very rich
di scussi on, Susan

Let ne throw it open now to both Connie and to

Bill. Wen | do, however, let ne just ask you three
gquestions that are going oninny mnd as | listen to
you and as | listened to the judges this afternoon.

The first is, isn't it critical to know the
answers to the questions that have been posed -- that is
to say, what is the legal framework -- before you try
and put on your case? Doesn't that pretty nuch
determ ne the kind of case you are going to be putting
on and how you are going to be trying to prove it? So,
that is question nunber one.

Question nunber two is, | think | heard two
j udges, appellate judges, say that they thought that the

| aw had evol ved to the point where you could anal yze a
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merger w thout up-front market definition, and | think
heard you say, Susan, that you think that that's the
case, and | think |I heard D ck say that he doesn't even
think in terns of market definition when he's using the
tools of the trade in that regard.

Then the third question is, do you agree with
Dan Wal |'s observation this norning that the Governnent
is always going to | ose these cases or at least is going
to be at great risk of losing themw thout up-front
mar ket definition so long as the Merger Quidelines
remai n unchanged, as they are now?

Do you want to take a whack at that, Connie, or
do you want to, Bill?

M5. ROBINSON: Sure, I'Il take a first try.

| mean, using the |legal standard is the way, as
| hear you, Susan, that you are deciding on bringing a
case: is the nmerger substantially likely to | essen
conpetition? Wile that is not the first step of the
Merger Cuidelines, | think that's the right way to begin
| ooking at a nmerger, because | don't think you wll
per suade anybody that you have a probl emunl ess you are
convinced there is a cogni zable theory of harmthat you
can explain to a judge why the loss of this conpetitor
will really hurt sonebody sonehow.

Havi ng said that, Judge G nsburg and Judge Wod
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are unusual judges. They know antitrust law in a way
that nost judges do not. | ama little nore

ol d-fashi oned and think that you still have to go to
court and prove a relevant market even if you back into
it, which I think you can do. | do not think you have
to march along to the CGuidelines and do the anal ysis,
strictly in the order of the Cuidelines.

You can put on your case, show ng the harm and
havi ng shown the harm | think judges, if they are
persuaded of the harm wll give you a little leeway in
t he product market. That was the case in the |abel
stock case, where, quite frankly, I was very worried
that the Governnent could not prove a rel evant product
mar ket, but there was really strong evi dence of
anticonpetitive harm [If you' ve got that, you can
persuade a judge of harm and the product narket gets
fudged sonmewhat because it is |less inportant.

So, | think it's problematic to change the
Qui del i nes, Conmm ssi oner Rosch.

COW SSI ONER ROSCH:  It's Tom For everybody on
t he panel .

M5. ROBINSON:. But | think it is problematic to
change the CGuidelines if you are the Governnent. |
think it's helpful for those of us in private practice

if there are the changes, because it |ooks like the
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Qui del i nes are changing, so what really should apply?
It makes it easier for us to have other argunents

agai nst the Governnment. So, |'d tread carefully before
|"d do that. | think the CGuidelines are a workable
construct, and | think nerger cases are just inherently
difficult, but I don't think changing the Guidelines
woul d hel p that.

COW SSI ONER ROSCH.  Bil I ?

MR. BAER | will be brief, because |I know you
have got a lot else that the panel needs to get on to.

You cannot go in to court and not prove rel evant
mar ket unl ess, you know, Tom Rosch and Dan Wall on
behal f of Oracle wll stipulate that relevant market is
irrelevant. It's -- you don't -- you've got an
adversary there who's going to be exploiting every
weakness. So, today, you have to assunme you have to
prove rel evant market.

Does that nean that you wouldn't attenpt to
persuade a trier of fact that the sorts of analysis that
went into Indiana Federation of Dentists and Toys "R’
Us, where proof of anticonpetitive effects allows you to
short-circuit the need to prove antitrust market? O
course, you try and do that, and your long-term
strategy, it seens to ne -- and this may involve an

amendnent to the Merger Quidelines -- is an attenpt to
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get the agency's articul ation of enforcenent principles
consistent wwth the analytics they are doi ng, but you
cannot sinply decide you are going to do that and expect
the courts and your adversary to go al ong.

And one final lesson fromne is, you | ook back
to the effort, the tine -- and Connie wll renenber
this -- that the agencies had to take to get the courts
to consider the Merger Quidelines back in '82 and --
what, '82, '84, '92, these are just advisory; they don't
mean anything. But you look at it now, the courts --
there is a body of case | aw where these things are taken
seriously, and so if, in fact, |ooking nore to evidence
of effects, particularly in unilateral effects
situations, is where you want to go, and you want the
courts to go along with you, I think you have got to get
t he process going of changing the way the -- the
anal ytics the agency uses and the articulation of the
anal yti cs.

COW SSI ONER ROSCH:  Ckay. Well, let's nove on,
then, to the role of econonetric and nonecononetric
econom c evidence, and | think Dick Rapp is particularly
well qualified to kick that one off.

D ck, three questions: First, how should expert
testinony be used in unilateral effects chall enges?

Second, what is the probative val ue of
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simul ation studies in the courtroon?

And third, what is the probative val ue of
critical loss analysis in the courtroonf

| think we just saw a denonstration that
sonetinmes it doesn't work very well for court of appeals
j udges, but what do you think about the courtroonf

MR. RAPP. Well, let ne see if | can group those
together and add a point of ny own to them

| think -- and you have to apply the Mandy
Ri ce-Davies test to what | am about to say. Anybody
remenber Mandy Ri ce-Davies? She was the one who was
cross examned with the question, "Wll, isn't it true
that Judge Astor testified that he never slept with
you?", the Profuno affair, to which her reply was,
"Well, he would say that, wouldn't he?" So, the Mandy
Ri ce-Davies test, even though it's old, is worth
remenberi ng.

Econom ¢ and econonetric testinony should be
used to the fullest, and the fact that it's central in
all of the cases that we have di scussed is obvious.
Simul ati on studi es are sonewhat nore problematic in that
there is a degree of artificiality. They require
sonetines calibration of the paraneters, which seens
i ke making up the data. Their validity and power

depends upon their ability to predict, to back-cast
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successful ly, but there are excellent, powerful exanples
of all of these techniques.

| amthinking of Geg Werden in the
Interstate -- the bread-baking case. | don't renenber
whet her that -- he actually served as a witness in that,
but somewhere on the DQJ web site is a set of slides
where he describes what he woul d have said had he
testified or perhaps did, and it is effective, potent
stuff.

The thing to renmenber about both sinulation and
econonetric studies is that it is actually not hard to
present. It is terribly difficult to cross exam ne, but
it is not hard to present in the sinplest form In
ot her words, what needs to be shown is the nodel. There
needs to be testinony to the robustness of the nodel and
the fact that it is scientific testinony that passes the
requi rements of social science hypothesis testing, and
past the point, if sonmebody wants to ask you whet her you
did the right sort of reset test, well, that's a problem
for themnore than it is for you.

So, the point that I wish to nmake to start this
conversation off is, first, that these are apt and
power ful techni ques; that they can be presented
successfully. And | guess, in addition to that, the one

other thing that | ought to say, although it is not
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directly in response to your question, is that the
econonetrics and econom c studies generally that we read
about in unilateral effects decisions are of the very
best of breed. It is excellent econonetrics that we see
and interesting, well-infornmed nodel s.

Those of us who live partly in the world of
mergers and partly in the world of private action, class
action, Section 1 antitrust case, feel a strong sense of
contrast, at least | do, to the kind of things that we
see in these nerger cases and the sort of econom cs that
sonetimes confronts us in class action antitrust.

So, | already declared at the outset what party
| amfor. | see no reason to restrict the use of
econonetrics either on intellectual or tactical grounds.

COW SSI ONER ROSCH:  Conni e, what's your

reaction?

M5. ROBINSON: | think econom c evidence is one
type of evidence. | don't think it is the only type. |
think it can be a useful aid to help -- in particular,

to show sonme quantification of effects and to get you
out of the world of antidotes, but it is only one form
of evidence, and it is extrenely difficult -- 1 wll
disagree with Dick -- it is extrenely difficult to
articul ate econonetrics sinply so that a court

understands it. That is why sone courts are choosing
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i ndependent experts to advise them about what it all
nmeans.

COW SSI ONER ROSCH: Sue?

M5. CREIGHTON: | certainly agree with Connie's
| ast point, because | think it is particularly difficult
for judges to unpack all of the powerful assunptions
that really can help drive the analysis, and so maybe
when Dick said that it is difficult to cross exam ne, |
think it is probably difficult for a judge to evaluate
it for that reason as well.

One kind of econonic evidence, Tom that you
didn't nmention but | always found particularly powerful,
and maybe because | wasn't smart enough to be
under st andi ng sone of the nore sophisticated stuff, but
natural experinents seened to ne to be nuch nore
effective wwth ne, and | guess by extrapolation, 1'd
propose with judges. So, | guess | would throw out
there that that may be an underutilized tool and one
that should be given nore heavy enphasis.

COW SSI ONER ROSCH.  Bil I ?

MR. BAER Just | agree with nore Conni e and
Susan's viewon this. In part it is. | think nost of
us who do antitrust and particularly people who have
been at the FTC or at the Antitrust D vision are nore

famliar with the tools, nore used to anal yzing the
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information, and it may cone easier to sonme of us. It
certainly doesn't cone easy to ne, but | am generali zing
her e.

And one needs to be cautious, | think, about
assumng that the trial judge, especially in a
conpressed trial time, is going to have that sane
facility with the testinony and with its significance
that we m ght have. So, all that nmeans is you do do it,
but you certainly don't put principal reliance on that
formof testinony. You really need to nake sure you
have devel oped a whole litigation picture, because, once
again, in the presence of a skillful adversary, points
that may seem sinple and cl ean when we were tal king
about theminside the agency, about whether to bring the
case, can get pretty confused pretty quickly.

COW SSI ONER ROSCH:  Yeah. The only thing |
would say is that | was kind of inpressed with the prior
judicial panel in a couple of respects. Nunber one, |
t hought that the nost salient point that M chael Bl oom
made was that there was a variety of evidence that
supported his position, and the econom c evi dence was
just one part of it, and | think that probably goes to
the point you were trying to make there, Susan

The other thing that | thought was interesting

was that even these judges, who were pretty hi gh-powered
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judges, | think were having sone trouble with the
economcs in this case, and | was a little bit surprised
by that, because | have always felt that the appellate
court is a different audi ence fromwhat the federal
district court is, a general federal district court, but
| will just throw out, did anybody have different
reactions than | did to that panel?

MR. RAPP:  No, but | have the urge to reply to
nmy fell ow paneli sts.

COW SSI ONER ROSCH: | t hought you m ght.

MR. RAPP: (Qbviously, | wasn't proposing that
econom cs and econonetrics should be used to the
exclusion of everything else. Let ne just neke the
observation that whi chever side they cone out on, the
cases that we have been quoting all day |long, Oacle,
St apl es, SunGard, and on and on, have processed that
information, the economc information, quite well, and
it is not an accident that it has been as prom nent as
it has in the actual decision-nmaking; that is to say,

t he deci si on-maki ng by the judges, however difficult it
may have been. So, sonebody's been consumng it
successfully, unless you think that all of the

uni | ateral cases are just wong-headed and

unconpr ehendi ng, which | do not think anybody does.

The -- well, | guess I'll stop there for now.

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

200

COWM SSI ONER ROSCH: The only thing I'll say
about that, Dick, is that -- and | amnot sure that he's
right about this -- but Bill Kovacic suggested that

Judge Hogan had witten in a nenoir of sone kind that
whil e there had been econonetric studies that had been
presented in Staples, that they were way beyond him and
that at the end of the day, he just kind of threw up his
hands about it. | don't know whether that's true or
not, because | have not read that menoir, but that's
what Bill says.

MR. RAPP: | have strong opinions about natural
experinments, but I will wait until the question cones.

COW SSI ONER ROSCH.  Ckay, all righty.

Let's nove on, then, to the role of noneconom c
evi dence, and specifically, | guess, that breaks down
i nto noneconom ¢ evidence fromthe parties, noneconom c
evidence fromindustry participants, including custoners
and conpetitors, industry experts, and trade press and
reports.

Susan, do you want to kick this one off?

MS. CREI GHTON.  Sure. Thank you, Commi ssi oner.

So, let me start right fromthe outset by
showi ng nmy own bias, which is naybe the opposite of
Dick's, which is that it strikes ne as very strange to

suggest that an econom st or for that matter a judge is
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in a better position than industry participants to gauge
the likely effects of a nmerger. Now, let nme hasten to
add that not all industry participants are well-pl aced
to assess the likely inpacts of a nmerger, and obviously
specul ati ve opinions by custoners, conpetitors of the
parties, are not very useful

But to take an extrene hypothetical, if you
suppose that the executive teamat the acquiring conpany
pitched the deal to the board on the basis that they
woul d be able to raise price afterwards, | wouldn't take
very much consol ation fromthe party's econom st telling
me that they were wong. And part of what is troubling
about Wol e Foods, for exanple, is that it seens to ne
that the judge cones pretty close to doing just that.

Now, in the sane way, custoners aren't in a good
position to opine on what other custoners nmay find to be
acceptabl e substitutes, which is really the question
about market definition, but at the sane tine,
know edgeabl e and sophi sticated custoners are the
ultimte experts on the question of whether they could
switch to other alternatives if confronted with a
post-nmerger price increase by the nmerging parties.
Judge Wal ker in Oracle brushed off such testinony as
specul ation in the absence of an el aborate cost-benefit

anal ysis by the custonmers, but this seens to ne clearly
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to give too little weight to the custonmers' experience
and know edge, even if it can't be quantified.

Now, part of the problem | think, is that
agenci es have -- we haven't always done a good job of
expl aining the underlying market and the conpetitive
dynamcs in a way that hel ps the judge put the
information into proper context. In that regard, | wll
go to Dick one nore tinme and say that | think that
natural experinents are probably a tool that we should
be using nore, as judges probably do understand them
better, and that m ght help to sort of put the dynamcs
of the market and the docunents at their hands that the
judges are reading in context.

At the sanme tine, it is ny personal viewthat
what the judicial panelists fromthe | ast panel said in
terns of reflecting their understanding of unilateral
effects analysis is much nore sophisticated than the
average district court, and hence, that it's still a
very inportant duty and still-to-be-overcone task by the
agencies to hel p judges understand how to get past a
focus on market definition when there is direct evidence

of conpetitive effects.

So, just to give one exanple, | agree with Mark
Schil dkraut -- who I don't think |I have seen here
today -- that it appears that in Oracle, for exanple,
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that the Division did provide econom c evidence that
supported the custoners' testinony that Judge Wl ker had
said I'd give it nore weight if there was econom c
evidence to support it, and as you all know, the
Division did introduce evidence show ng that when
Peopl eSoft conpeted i n bidding against Oracle, the
custoners received an additional 10 percent or greater
di scount. \What this evidence was probative towards
woul d have been direct evidence of conpetitive effects,
which is regardl ess of whether SAP was in the market, it
didn't actually act as a sufficient constraint on
O acl e.

Now, it m ght have helped if the D vision had
al so offered evidence, as Judge Wl ker poi nted out they
did not, show ng | ower discounts when O acle was bidding
agai nst SAP or others. It would have nmade the point
nmore clearly, and nmy understanding is that such evidence
m ght have been available. Mre fundanentally, though,
in nmy view, Judge Wl ker was so focused on market
definition, perhaps because of the way the D vision had
presented the case, that the evidence of conpetitive
effects got lost, which is an inportant sort of flag for
the i nportance of explication and expl anati on.

Let nme conclude by suggesting that at least in

the abstract, in ny view, the nost inportant evidence,
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notw t hst andi ng recent judicial decisions, is the
testi nony of know edgeabl e custoners; next is the
evidence of the nmerging parties thenselves; and finally,
on discrete issues, such as the ability to enter or
expand, the conpetitors thensel ves.

| think as you indicated, Conmm ssioner, and
per haps Connie said, in nmy view, the econom c evidence
IS just a quantitative tool for presenting evidence from
the very sanme sources. So, we are just tal king about
data fromthe custoners; data fromthe nerging parties;
data fromthe conpetitors. That is not a different type
of evidence; it's just a different way of analyzing the
evi dence.

Now, when that evidence points in different
directions, | think the econom c evidence can be an
i nportant check, calling for kicking the tires on the
rigor and sufficiency of the noneconom c data, but |
woul d submt that if the noneconom c evidence flares up
under further exam nation, it would | ead nme next to ask,
"What is going on with the econom c presentation?"

COW SSI ONER ROSCH: kay, thank you, Susan.

Di ck, you said you wanted to say sonet hi ng about
natural experinents, and you have your chance now.

MR. RAPP: It's good of you to let ne. Two
qui ck points:
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Not all evidence has to be scientific evidence,
we recogni ze that, but the trouble with customer
testinony and other testinony of that sort -- again, not
proposing that it should be done away with or anything
like that -- is cherry-picking. |In other words, the
i nperfection of the sanpling process in an advocacy --
in a setting of advocacy; selection of docunents or
sel ection of customers produces outcones based upon the
nature of the choice, and that is different fromthe
kind of nmethods that are subject to the Daubert
discipline. So, that is not neant to say no custoner
testinony should be allowed; it's just neant to say bear
in mnd that each of these things has their relative
merits and denerits.

On natural experinents, all | wsh to say is
that natural experinents, wthout controls, are
dangerous and m sl eadi ng precisely because they appeal
to intuition. The difference between a -- let us use a
hypot heti cal natural experinent on store openings that
stands by itself and says, "Here is a selection of store
openi ngs. Wen nerging firmB opens a store prenerger,
prices of merging firmA s respond to that." That is an
experinment that ought to be part of an equation that has
a WalMart dummy in it; that has other con -- that takes

account of other considerations that mght realistically
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affect the outconme; and that m ght nmake the intuition
that cones out of the sinple experinent intuitive and,
at the sane tinme, wong. It is just an argunent for
rigor and care in the selection process when dealing
with the kind of evidence that, |ike Susan, in agreenent
Wi th Susan, | regard as necessary and essential to one
of these cases but that ought to be subject to the kind
of discipline | have descri bed.

Thanks.

COW SSI ONER ROSCH: Ckay.

Connie, let ne ask you just boldly here, was
Judge G nsburg just playing wwth M chael Bl oom when he
expressed his dissatisfaction with both custoner
testinony and conpetitor testinony? Because that one
canme as a bolt out of the blue to ne. It seened |ike
M chael was darned if he did and darned if he didn't.
Wo else is he going to put up there in ternms -- if you
are going to be using anything other than econonetric or
econom c testinony, who el se are you going to be relying
on?

M5. ROBINSON: Well, | guess | have a slight
difference with Susan on the issue of custoner
testinony. | think custoner testinony is a necessary
evil, but | think it is -- | always hated to be in trial

and watch nmy custoner be cross exam ned, because you
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never know what cones out, and it's often bad, because
they are not antitrust |awers, and you haven't had nuch
time to work with them and they don't -- you know, they
have a different notivation

But their testinony can be very valuable to the
extent they are really tal king about objective facts, to
the extent they have had a natural experinment in their
life. D dthey have a tinme when there were fewer
pl ayers? Wat happened? O before this conpany entered
into the superprem um busi ness, what was it |ike? So,
they have a value, but I think you can't -- you have to
understand that they have sonme costs with themas well.

| mean, ny preference is for, if you have them
conpany docunents. | think they are often one of the
strongest pieces of evidence that you m ght have. But
in terns of the testinony, you need conpetitors, but you
value them for their objective statenents, the factua
things that they can discuss, not their predictions
about the nerger.

COW SSI ONER ROSCH: Ckay.

Bill, I"'d like your views on a nunber of things.
First of all, what do you think about industry experts?
And secondly, what do you think about custoner
testi nony? And what do you think about the parties' own

docunents and st atenents?
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MR. BAER | think, intelling a story in a
trial, if you have a know edgeabl e i ndustry expert that
can provi de sone perspective, that can be of value, but
it is of value in sort of outlining the nature of the
conpetitive interaction that goes on. At the end of the
day, in order to persuade a trier of fact, | think you
need both quantitative and nonquantitative evi dence.

You know, we distinguish between econom ¢ and
noneconom c. That nay not be the right term nol ogy
given that a |l ot of what sone of us think of as
noneconom ¢ evidence really invol ves evidence of pricing
behavi or and pricing decisions, but it is just not an
econonetric study, a critical |oss study, that sort of
stuff.

So, | think at the end of the day, all of us on
the panel agree that you need to | ook at all kinds of
evidence, but | do agree with Connie and Susan t hat
under st andi ng how t he parties have behaved; how they've
viewed their market; how they've set prices; who they've
reacted to and who they haven't reacted to.

Goi ng back a couple years, Dick Rapp in a phone
call where we were tal ki ng about this nmade the point,
which I think is right, you know, you have got to
di sti ngui sh between different kinds of noneconom c

evidence. | nean, sone of it, the opinion of a custoner
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or the opinion of a business executive is perhaps
consi derably | ess probative than | ooki ng at busi ness
behavi or, what peopl e thought was driving profit and
what wasn't. So, | would | ook both to the merging
parties and to conpetitors to see how t hey behaved and
what seens to drive themas particularly inportant

evi dence.

| do think custoner evidence can be of val ue.
It's subject to the limtations that Connie pointed out.
It's subject to the arns race of affidavits that is
often characterized in nmergers, where nunbers matter
nore than substance, seem ngly, based on the
presentations, and where both the staff and merging
parties are able to, by presenting the issues their way,
get a synpathetic affidavit, which at the end of the day
doesn't wthstand critical exam nation, because it was
not an infornmed decision.

So, custoner testinony, it seens to ne, is
relevant. | thought Judge Wal ker dismssed it nuch too
quickly in the Oracle case. At the sane tine, it has
its own l[imtations.

COW SSI ONER ROSCH: Wl |, Bill was out there
during the Oracle case, too. So | think he saw up front
and personal, what was happeni ng there.

M5. CRElI GATON:  But just on behal f of custoner
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testinony, | wasn't neaning also to suggest that it's
always -- just to take it at face value, but, you know,
| think in SunGard, for exanple, Bill, you know, when

you were tal king about sort of the accunul ati on of
affidavits, | think that listening carefully to what the
custonmers are saying mght have caused the D vision
to -- and maybe in retrospect, they have -- think
differently about either whether that case was a good
one to bring or whether or not they should have been
sort of maybe recasting their decisions sonmewhat.

My understanding is if you go back and | ook at
t he decl arations, you can actually sort of draw a |ine
bet ween the big custoners could self-supply and the
little customers couldn't, and then that would raise the
gquestion, was there a price discrimnation market
possibly there? So, you know, | think listening to the
custoners can be very helpful in ternms of figuring out
what exactly is going on, as well as how you woul d
present your case

COW SSI ONER ROSCH: Ckay, let ne just throw --
before we |l eave this subject, let me throw three
guestions on the table and see if anybody has any views
about them

First of all, I really would like views about

the paid industry expert, because in ny experience,
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that's the | east probative wtness.

Second, who are the custoners? | was a little
bit surprised in this trial or this appellate argunent
that we listened to before this panel to have sone of
t he questions that were asked. It seened to ne that in
Hei nz- Baby Food, the agencies basically won the argunent
that the retailers constituted a separate set of
custoners fromthe end users, and so | would have
t hought that the testinony of those retailers would have
been quite probative wth respect to what they expected
internms of this transaction.

And then the third observation | woul d nmake --
and I will just throwthis out in the formof a
question -- is, are the agencies relying too much on
custonmer testinony when those custoners are not end
users? Morre specifically, when the agencies go to
custoners who are whol esal ers and they ask them what
their views are with respect to the transaction, and
t hose custonmers can pass on any price increases that
they may experience, of what value is the fact that they
are not opposing the transaction? One can argue that
particularly if they are pricing at keystone, they'd be
all for an anticonpetitive nerger.

Conni e, do you have any views at all on any of

t hose subjects?
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M5. ROBINSON: | want to address the industry
expert. Wen | tried cases with the Governnent, we
didn't tend to use the industry expert. In alnost every
case that | saw, there was an industry expert on the
ot her side, and as you know, oftentines, the Governnent
| oses its nmerger cases. So, | took away a | esson from
i ndustry experts which said to ne that judges like to
hear facts from people who know the industry. |Industry
experts, if they are well qualified, may do that and may
provi de sonme cont ext.

It also seened to ne it fulfilled the inportant
| esson of repetition, you know, |ike when you teach a
child howto play the violin, they practice the same
t hi ng over and over and over, and the nore they play it,
the nore they learn to like it. So, if a judge hears
sonet hing nore than once, it may resonate, and you don't
forget it as nmuch. So, | found, you know, when | was
wat chi ng i ndustry experts on an adversarial basis, that
t hey added val ue to the case.

COW SSI ONER ROSCH:  Anybody el se have any
observations to make?

M5. CREIGHTON: Well, | guess | would agree with
Conni e, actually, that I do think there is a | op-sided
dynam ¢ going on where the parties have industry experts

at hand, whether it's a paid expert or their owmn -- the
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merging parties, and trying -- and when you are the
plaintiff and you have to go first, it's a difficult
guestion how to introduce the judge to the industry and
the dynamics in a way that you want.

| guess at the sane tinme, Conm ssioner, it is
hard to find that good i ndustry expert. So, it may be
nmore a sort of hypothetical than real

COW SSI ONER ROSCH: Bill, did you have
anyt hi ng?

MR. BAER  No.

COW SSI ONER ROSCH:  Ckay. Well, you are up
next on trial strategy.

MR. BAER  Well, thanks. You know, | was here
at the FTC when the FTC won a bunch of cases, although
was not the trial |lawer, but | thought maybe it would
be hel pful to spend just a couple m nutes tal king about
what problens we confronted when | canme to the agency 13
years ago -- six-two and with hair on ny chin and ny
head -- that, you know, both the FTC and the Antitrust
Di vision had had a string of not w nning nerger cases.
There were a couple of exceptions, but we actually sat
down, a nunber of us, including Jon Baker, who's in the
audi ence, who was Director of the Bureau of Econom cs,
and tal ked through what we needed to do better, and a

lot of it really was before we got to trial.
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A lot of it was case selection, to nmake sure we
had identified cases that were appropriate, that we
staffed themup wwth a teamthat woul d be thinking about
going to trial earlier than in sone cases the agency had
done, integrating both the Bureau of Econom cs'
econom sts as well as early retention of outside
experts. And | don't nean to say, by the way, that any
of these things are not being done today or haven't been
done since. | amaware that they are, but we tried to
figure out where we | ooked as though we were being
deficient.

And a third area, candidly, was we didn't have
peopl e who had quite the experience both at trying cases
but al so managi ng huge litigation teans. And then a
fourth area that we thought was problematic was we
hadn't quite yet convinced -- this goes to a point |
made earlier -- the courts about the applicability of
certain key |legal principles using the Mrger
Quidelines. | had litigated outside the Governnent
agai nst the Departnent of Justice the Baker Hughes case,
which resulted in a court of appeals decision that
seened to put the agencies to a huge burden in terns of
di sproving likelihood of entry, and we worked in terns
of all the cases we brought on trying to take the parts

of the Baker Hughes decision that seened consistent with
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the "tinmely, likely, sufficient" aspects of the Merger
Quidelines, as articulated in '92, to try and bring the
courts al ong.

And then we | ooked at, you know, how we were
approaching the trials, and sone of the issues that we
focused on have already been covered in terns of making
sure we had dealt with this tension between market
definition and the approach the agencies woul d take
internally in ternms of figuring out whether things were
problematic. W tal ked about howto tell the story, not
just during the week or two or three in which there
woul d be litigation, but in the briefing.

| was, in listening to the panel at | unch,
rem nded that in the opening brief we filed in the
Staples/Ofice Depot case, which | was -- George Cary
said | wasn't the best associate he ever had but that |
was the oldest -- | wote |large portions of that brief,
and the thing that occurred to ne on day one was that we
had sonme econom c evidence of pricing differentials
bet ween markets where Staples or Ofice Depot was by
itself and markets where they -- and we wanted to get
t hat evi dence before the court.

I f you | ook back at that brief, we put a pie
chart on page 2, a graphic that showed pricing

differentials, and the notion was find a way to take
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t hat which we understood on a very detailed and
conplicated |level, nmake it sinple, nmake it clear, grab
the trier of fact as early as you can, well before there

IS an openi ng statenent.

W tended to favor -- and | still do, and
t hi nk Susan may have nentioned had -- nmultiple
story-tellers. It may have been Connie's point, but

this notion of explaining what is problematic about a
particul ar transaction, not just through the |lawers and
through briefing, but if you have an industry expert,
that can help. |If | had Dick Rapp to be not just the
presenter of the econonetric analyses he did, but, you
know, he's always shown ne to be sonebody who is
articulate and thoughtful, speaks in layman terns. |If |
could get himto integrate the rest of the evidence that
he reviewed that fornmed part of his expert opinion about
why this is problematic, that's just a way of
reinforcing for the court that there is a lot here. And
so | would do that.

There are many cases where the w tnesses
avail able to the Governnent are limted. In a
consuner-facing transaction, you know, you can't get in,
you know, Harry and Steve and D ane to -- oh, Diane's
back, probably the wong term she would be good -- but

to offer credible testinony. You know, it just doesn't
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work. So, you need to be m ndful of what you can do and
what you can't do, but | think that notion of not just
showi ng the judge howto get to the decision the agency
believes is appropriate, but nmaking himor her feel that
this is a problematic transaction in sort of the key,

bi g-pi cture way of | ooking at going into court.

COW SSI ONER ROSCH:  kay, Connie, we are
running a little bit short of tinme here. Can you
el aborate on that and al so descri be how you wei gh
evi dence?

M5. ROBI NSON:  Ckay. Well, weighing the
evidence is alnbst a summ ng up of what we have been
tal king about. | nmean, what Bill has just said in terns
of trial strategy is you have to |look at the totality of
the evidence, and it is all the types, altogether, and I
t hi nk Susan used the term in what direction does it al
point? If it is all pointing roughly in the sane
direction, you have a nuch better case.

W all admre what happened in the Staples case,
and there you had econom c evidence that pointed to the
price effect; you had conpany docunents that talked
about nonconpetitive markets where they got higher
prices conpared to conpetitive markets; and you had sone
wonderful real-life pictures of baskets of supplies from

mar ket s where you had one superstore and anot her where
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you had three superstores and the individual itens were
priced higher where there was only one superstore.

Wonder ful visuals, wonderful evidence pointing in one
direction: there is going to be a price rise after this
ner ger.

So, you have to look at the totality of what you
have, and you have to | ook at what the negative side is.
| s your econom c evidence pointing in a different
direction fromthe docunentary evidence? If it is, you
have to ask yourself, long and hard, should |I be
bringing this case? Wat do those conpany docunents
say? Perhaps they have, you know, a wonderfully
provocative nanme, |ike "Project Goldm ne,"” which sone
docunents in Whol e Foods case did, but, you know,
unfortunately, when you read the judge's opinion, he
read further than the name, and he found information in
there that showed that if they closed one of the WIld
Cats stores, two-thirds of the custoners would go to
ot her supermarkets. So, the provocative nane doesn't
necessarily get you anywhere if the underlying docunent
does not point in the sanme direction.

Cust oner testinony, | have already told you ny
bi as about that, but particularly if there is a natural
experinment, that can be very helpful. | think pricing

evi dence in conpany docunents for nme is sort of the
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single best thing if you can find it. It's powerful
evidence to the court of what woul d happen after the
fact. | don't think it exists in very many cases, and
quite frankly, it would be interesting to | ook back at
Staples to see what the other side argued the docunents
meant to see how strong that case was. | suspect there
were some warts in the case that don't come up in the
opi nion so much, but good for them

It is that conbi nati on of docunents; testinony;
and even declarations if they are not cookie-cutter
decl arations, if they make points that underline a key
poi nt of your case, and if the declarants are not
biased. It seens |ike a |ot of judges are kicking out
decl arations on the basis of bias. And so that is
basically how | wei gh evi dence.

COW SSI ONER ROSCH: Well, let ne tee up four or
five specific questions now and ask the reaction of the
panel .

First of all, live testinony versus
decl arations, what's your view?

Second, what's the role of pundits? 1In the
Oracle case, Dan Wall used to wal k out of the courtroom
every day, stroll out to the Hanna Room and there was
just a huge press nob assenbl ed, and he'd hold forth,

usually in a very honmey way, and that was thought not
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only by the client but by Dan to be very, very
inmportant. Wsat's your view about the press that is
received during a trial?

Third, what's your view about a plant or a store
visit? | know that occurred in Staples/Ofice Depot as
wel | .

Fourth, what do you think about cross
exam nation? Dan did sonething very effective | thought
in the Oracl e case where he took the Peopl eSoft
executive vice president in charge of sales and

mar keti ng, who we knew was going to be a very hostile

W tness, and he didn't even -- he really didn't care
what that witness said on cross examnation. It was al
about flashing -- he was using this wtness as a set

pi ece for being able to flash Peopl eSoft docunents up on
the screen, and regardless of what this guy said about
them he | ooked foolish, because the docunents were very
powerful indeed. So, sonetinmes cross exam nation can be
a very effective tool even if you' re not getting a | ot
of really nuggets out of the w tness.

Do you have any views about any of these
subj ects or anything else just to cl ose up?

Susan?

M5. CREIGHTON. Yes. | think that the -- you

know, | have increasingly thought that the use of cross,
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calling hostile wtnesses, is sonething nmaybe that the
agency shoul d think about doing nore. | think it was
pretty effective in Evanston, | think it was effective
in Oacle, and | think it is one way to sort of get out
all those good conpany docunents that can ot herw se kind
of -- the judge does not really hear or see. So,

think that is something -- | nean, it's risky,
particularly if the executive is really good, you know,
you' re opening yourself up to cross where he then sort
of has a chance to tell his whole story, but it mght be
worth the risk. But 1'd be curious what you think of
that, Bill.

And | guess | have al so thought that for the
sanme reason in terns of telling the story,
notw t hstanding the fact that the last tinme | think the
Conmmi ssion won in a district court was Libbey, where it
was basically all on declarations, | think telling the
story really is an inportant thing that the plaintiff
has to do, and so I'd be inclined towards nore |ive
testinony and | ess decl arati ons.

MR. BAER | agree with Susan. | think |I said
earlier that | tend to be biased in favor of telling the
story, telling the story live, and part of it is, you
know, the Governnment has the burden, and you're going

first, and while the opening hel ps, having sonebody up
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there who's got sone credibility independent of the
advocat e hel ps.

On the pundits thing, you know, the honest truth
is | think what Dan Wall did was brilliant, that you
have to be m ndful of the environnent you are in. You
know, you could overdo it. The real action is in the
courtroom but to make sure one is explaining to the
peopl e who are covering a trial what's at stake is, |
think, part of the Governnent's obligation. | nean,
there is a public interest determnation, a reason to
bel i eve determ nation that has been made and what the
hell is it? And so, you know, finding a way quietly,
not necessarily even with the courtroom advocate, to
make sure the press understands why the agency has taken
this tine, invested these resources, seens to ne very
i nportant.

| think Sue has it exactly right about -- and
Tom -- about cross exam nation. You know, each trial is
di fferent, but |ooking for what you can and need to do
to get your best evidence before the court, sonetines
cross exam nation can be a very effective way of doing
t hat .

COWM SSI ONER ROSCH:  Conni e?

M5. ROBINSON: | like live testinony. | have

concern, especially when sone of the judges are now
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requiring canned economc reports, that the first tine
you see your expert witness is when he or she is
testifying on cross exam nation, which is not the way I
think the Governnment wants to start its case.

| agree with Bill. | think that you need to
explain what you are doing to the pundits. | know that
at sonme of the trials | was at, we actually had a press
person who had that role, who would every day capsulize
what the testinony was and what the key points the
Governnment was nmaking. The other side was doing it,
too, but we thought it was essential to equalize that
effort.

Plant visits | think can be very effective.
Clearly the judge | earned sonethi ng when he | ooked at
different stores and thought that the superstores were a
different kind of animal froma Wal Mart, and so |
t hought that that if it can be hel pful to your case,
it's a good idea to suggest it.

COW SSI ONER ROSCH Di ck?

MR. RAPP: Thank you.

Live testinony, well, you know where | stand.
He woul d say that, wouldn't he?

As far as what should cone out of the nouth of
an economc expert, | think as long as it falls wthin

the broad rubric of discussing how markets work and how
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this market works, it is in bounds. There is a danger
of overstepping that, and overstepping it, being out of
bounds, is sonething that you woul dn't want your expert
to -- a situation your expert would be in.

Just a last thought, under your "Q her"
category, | think -- | have never understood the phrase
"gerrymandering markets," because we all start fromthe
Merger Cuidelines proposition that markets can be very
narrow. It seens to ne that there is insufficient
attention paid in these unilateral effects cases to the
tinme and cost of supply response and that perhaps sone
of the skepticismof judges to markets that have nore
t han seven or eight words in their nanme arises from
their saying, "Well, you know, how long is it going to
take for Safeway to get into the organic foods business,
retailing business," and so on and so forth? So, |
think that may be a mssing elenent in the proof of
conpl ai nt counsel that markets that are small and
tightly defined are genuine antitrust rel evant markets.

COWM SSI ONER ROSCH:  You know, | amgoing to
spring this on you, Dick, as sort of a |ast question.
He doesn't know this is com ng.

Wul d you please tell us what you think was the
nost effective cross exam nation that you have ever

undergone as an expert? Can you kind of sumup for us
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what the salient points were of that cross exam nation?
MR. RAPP: The nost effective cross exam nation

was cross exam-- this is going to be an uneducati onal

reply. | have to answer truthfully. It was the first

time | came onto the witness stand in federal court, and

| withheld cross exam nation very well, but | was
unexpected -- | was unprepared for a question that just
appealed to the -- this was not a judge, but a jury
trial -- to their instincts. It was not a nmerger case.

| was asked at the very end, "Well, you wouldn't want
sonme" -- basically, without going into the facts, "You
woul dn't want -- if you were a nenber of what was then a

small firm you wouldn't want sonebody to do that to
you." And | didn't know better than to say, "No,
woul dn't want that to happen.” And that undid a | ot of
very effective cross examnation, and | hasten to add it
was a very long tine ago. I'msorry | couldn't give you
a nore educational answer, but that's the truth.
COWM SSI ONER ROSCH: Wel |, sonetines those pithy
guestions are the best ones.
Wth that, I'd like to thank all the panelists,
and thank you for your attention.

(Appl ause.)

(A brief recess was taken.)
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PANEL 5:
VI RTUES AND LI M TATI ONS COF
ECONOMVETRI C VERSUS OTHER APPRQACHES
FOR DEVELOPI NG ECONOM C EVI DENCE

PROFESSOR BAYE: Welconme to the fifth and fi nal

panel of today. It has been an absolutely great
session. | think this |last panel wll also be
excel |l ent.

As you know, this panel is on virtues and
limtations of econonetric versus other approaches for
devel opi ng econom c evidence, and that seens to inply
that there are nore types of econom c evidence than just
econonetric evidence. | think oftentinmes, when you
listen to sone people talk, they tend to use
"econonetric evidence" and "econom c evidence" as
synonynms. So, we will find out whether or not that is
appropriate and to what extent there are sone virtues
and limtations of different types of analysis.

Before we begin, 1'd just like to briefly
introduce the panel. To ny immediate left is Dennis
Carlton. Dennis rejoined Conpass Lexecon Econom c
Consulting after serving as Deputy Assistant Attorney
General For Econom c Analysis in the Antitrust Division

of the U S. Departnment of Justice. It was really sad to
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see himl eave, because | spent the first two nonths of

my j ob working with himon one of our gas price

i nvestigations. Dennis is the co-author of Mdern

| ndustrial Oganization, a leading text in the field, as

wel | as nunerous articles on a variety of topics in

m croeconom cs and industrial organization. He also

hol ds the position of Professor of Economics At the

Graduat e School of Business at the University of Chicago

and is a co-editor of the Journal and Law and Economi cs.

In addition to his academ c credentials, Dennis served

as the sole econom st on the recent Antitrust

Moder ni zati on Conm ssi on, which also had 11 attorneys on

there. | guess that was a fair fight, one Dennis and 11

attorneys. Dennis also was a consultant on the

Antitrust Division's work on the 1992 Horizontal Merger

GQuidelines, and | amvery happy to have hi m here today.
Sitting to ny far right is Carl Shapiro. Carl

is the Transanerica Professor of Business Strategy at

t he Haas School of Business at the University of

California Berkeley. He's also the Director of the

I nstitute Business and Econom c Research and a Professor

of Econom cs in the Departnent of Economcs at UC

Berkeley. Carl is also a senior consultant at CRA

I nternational, where he also serves on the board of

directors. He has published extensively in areas of
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i ndustrial organization, conpetition policy, the
econom cs of innovation and conpetitive strategy. Car
served as the Deputy Assistant Attorney CGeneral for
Economcs in the Antitrust D vision of the U S
Departnment of Justice during 1995 and 1996. He's
consulted extensively for a wi de range of private
clients, as well as the U S. Departnent of Justice and
t he Federal Trade Conm ssion, and testifies, on
occasion, as an expert witness in the areas of antitrust
econom cs, including intellectual property and patents.
Probably nost relevant for our panel today is the recent
work that he's done with Joe Farrell that got sone
positive advertising, | suspect, or we wll get what
Carl's spin on that is. So, we are |ooking forward to
gi ving himan opportunity nmaybe to respond in sonme ways
to sone things that m ght have been said about his work.
Oley Ashenfelter is at the far left. Oley has
had a di stinguished career and is the Director of the
I ndustrial Relations Section at Princeton University and
has been Director of the Ofice of Evaluation of the
U S. Departnment of Labor. He's been a Guggenhei m Fel | ow
and a Benjam n Meeker Visiting Professor at the
University of Bristol. He's a recipient of the |IZA
Prize in Labor Econom cs; the Mncer Award for Lifetine

Achi evenent of the Society of Labor Econom sts; a Fell ow
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of the Econonetric Society; the Acadeny of Arts and
Sci ences; the Society for Labor Econom cs; and a
Correspondi ng Fell ow of the Royal Society of Edi nburgh;
and a bunch nore stuff that I amnot going to read
because we would not finish the panel. He's also done
an extensive anount of academ c research, editing the
Handbook of Labor Econom cs, and he's currently
co-editor of the American Law and Econom cs Revi ew, and
a previous editor of the American Econom ¢ Revi ew for
about six years. Many of you probably know Ol ey from
the work that he did for the FTC as an expert on
econonetric issues in the Staples/Ofice Depot
l[itigation, and he's al so published several articles
related to that research, but what you may not know is
that Oley is also President of the American Associ ation
of Wne Econom sts and serves no wine until its tine.
To ny inmmediate right is Joe Sinons. Joe Sinons
is Co-Chair of Paul Wiss' Antitrust Goup. He joined
the firmafter serving as Director of the Bureau of
Conpetition of the Federal Trade Conmi ssion. His
history with the FTC s Bureau of Conpetition started in
the late 1980s when he served as the Associate Director
for Mergers and the Assistant Director for Eval uation.
Joe's published a wi de range of articles on

antitrust-related topics. Together with Econom st Barry
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Harris, Joe co-authored the paper that actually
introduced critical loss analysis to nuch of the
conversation that we are havi ng today.

MR. SIMONS: | take the blane.

PROFESSOR BAYE: You take the bl ame, excellent.

Hi s recognitions included Crain's New York
Busi ness "40 Under 40" and Chanmbers USA: Anerica's
Leadi ng Busi ness Lawyers.

So, without further ado, |I think we wll begin
the panel. It will be simlar to the sessions that we
had this nmorning, and I will ask each of the panelists
to speak sonmewhere between three to five m nutes,
starting with Dennis.

PROFESSOR CARLTON: Ckay, thank you.

Let ne start out by saying that the distinction
bet ween unil ateral and coordi nated behavi or that we hear
about so often is really not the sharp one that you
m ght think fromreading the | egal comentary and even
sonme of the econom c commentary or conmentary by
econom sts. It is not the sharp distinction from an
econom ¢ poi nt of view

As practiced, unilateral effects is really a
shorthand for saying that there is a differentiated
product, or sonetinmes it is a honbgenous product, wth

an estimted demand systemusually. | postul ate sone
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usual ly static gane of conpetition, Cournot, Bertrand,
make sonme assunption about the gane, and then | do a
merger sinulation

Coor di nat ed behavior, in contrast, is usually
t hought of as sonething nore conplicated, people are
coordi nating, but in economc terns, in gane theoretic
terns, that neans it is nore of a dynam c gane. But
both are using the econom c theory of oligopoly and gane
theory, and to think there is a sharp distinction could
easily | ead you down the wong path.

Regar dl ess of what type of effects you are
projecting or postulating for a nerger, the rel evant
guestion is, how does conpetition change when you have
one | ess player? You can think about that in the
followi ng way: You can say, hol ding however nuch
rivalry is existing anongst the players in the way they
conpete agai nst each other, if we have one fewer person
what happens? O you can ask, is there sone nechani sm
on which they interact that will change? WII| nore
i nformati on becone available in a way that is not
occurring now if a merger occurs? Those are two
di fferent questions, but they are relevant. Both can be
rel evant.

So, with that introduction, let me nowturn to

what | am supposed to do, which is give you an overvi ew
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of enpirical tools to use to evaluate unil ateral
effects.

First, I wll start out by reiterating sonething
that Tom Rosch was saying earlier, that enpirical -- and
that Mke just said -- which is that enpirical tools are
a conplenment, not a substitute, to other economc
evi dence and analysis. There are two main enpirical
approaches econonetrically to analyze, let's say, a
merger. One is what econom sts called a reduced form
whi ch you are really not asking the nechani sm by which
the price is affected. You are just asking, is price
af fected when you have one fewer player?

This is a -- no longer a very popul ar approach
anong new graduate students witing their Ph.D. theses.
It is not as interesting as structural estimation, but
it does ask the precise question that you want answered;
namel y, what happens if you have one fewer conpetitor or
what happens as concentration goes up in an industry?
The difficulty froman econonetric point of viewis in
answering that question whether you are observing in the
data an experinment that allows you to answer the
guestion in a way that avoids a particul ar probl em
cal |l ed endogeneity, but to |lay people, really another
way of saying it is, can you really determ ne cause and

effect fromyour data?
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And the real difficulty, I will just illustrate
it, is that if the nunber of firns is determ ned by
sonet hing other than the price, then you can see the
nunmber of firms changi ng, and you can then observe what
happens to price. On the other hand, if the only thing
t hat causes the change in the nunber of firns is price
changes, then it is going to be hard to sort out what's
causi ng what, okay?

Wll, it turns out there are ways to deal with
that problem There are plenty of instances in which we
have a natural experinent in which you have entry, that
wi Il occur in one part of the country, for exanple, and
not another, that occurs for reasons whol ly i ndependent
of current prices, and, therefore, you can observe what
is going on. Well, that is a reduced form That is one
way to do things.

The second way to do things is structural
estimation. In structural estimtion, you estimte, as
t he nane suggests, the underlying structure, and you try
and pi ece together what is going on. You estinmte a
demand system and then you postul ate sone conpetitive
interaction, and you do a nerger sinulation.

Now, the estimate of the demand si de uses
typically sophisticated econonetrics, and | think that

that is a real gain for the profession. W have |earned
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a lot about how to estinmate demand systens. The nerger
simulation really tells you howto interpret your demand
esti mat es.

Now, the difficulty with doing nmerger sinulation
is it requires lots of assunptions. You have to assune
what particular conpetitive rivalry is occurring. It is
al ways a static ganme, because we are not that good yet
as doi ng dynam c ganes econonetrically. 1Is it a Cournot
gane? Is it Bertrand? Wat do you assune about retai
conpetition? Is it retail conpetition? Is it not? |Is
it conpetition at retail, or are they passing on and
earning a margin? Are there dinensions other than price
that matters? Advertising? Repositioning the quality
of the product? Because of all these assunptions, it
can often be hard to present such an analysis in court.

One advantage of structural estimation in merger
simulation is it allows you to do |ots of robustness
checks and to figure out why certain things are
happening in the nodel. |If there is a nerger, why is
price going up? Wuld price go up if the demand
elasticity were different? Wuld price go up if |
assunme nore rivalry than I amassumng? So, it allows
you to answer deeper questions than a reduced form but
it is nore conplicated

| will just end by nmentioning two other areas.
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Consuner surveys, we heard a little bit about that in
the previous panel. One thing you should ask is, who is
the consuner? |If you ask a retail store, what do you
t hi nk about a nmerger, the retail store may not care very
much if all the retail store is doing is renting shelf
space. If it doesn't rent shelf space to this product,
it wll rent it to sonme other product, and as long as it
has plenty of opportunity, it may be indifferent to
nmergers. So, you have to ask, is that the rel evant
consumner ?

| f you ask the final consuner, you should recal
t hat econom sts, have a long history of being skeptical
of what consuners say? They prefer to rely on what
consuners have done.

| will nmention critical loss just briefly. MW
own view of critical loss is that it's a shorthand, a
useful shorthand, but a shorthand that sinply restates
everything about a demand elasticity -- everything about
a demand elasticity sinply in terns of the anount |ost.
It does not add anything theoretically to our bag of
tricks, although expositionally, | think it can
soneti nes be very helpful if done correctly. And |
think you should just viewit as an alternative way to
express your findings. Sonetines people take it

further -- not Joe, by the way -- and | think nmake
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errors in howit is used.

So, I will just summarize, these enpirical
nmet hods are conpl enents, not substitutes to other types
of econom c analysis. A reduced formand structural
estimation, each have strengths and weaknesses, and both
are really powerful and nore powerful analytic tools,
thi nk, than either surveys or critical |oss.

kay, thank you.

PROFESSOR BAYE: (kay, thanks, Dennis.

Carl ?

PROFESSOR SHAPIRO | have a few slides, that's
is why | thought 1'd stand up here to present them and
| amgoing to talk about this paper with Joe Farrel
t hat has been nentioned before, but it is a bit broader
than just a question of econonetrics versus other
econom c evidence, but it really goes to the question
about what sort of evidence are we likely to really be
able to get in nost nergers and believe in and have
j udges understand, okay? The intersection between those
three requirenents is pretty small, but it is something
that | think is very useful

| think what ny broader thene is is the whole --
the Guidelines now, with the whol e market definition/
concentration approach, really distracts us from what we

want to be looking at in unilateral effects cases, and
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it is very interesting to me that earlier today, we have
heard people who do this, and the agencies say, "Wll,

of course, we don't really do that, follow ng the

Qui del i nes, because that's all screwy. W |ook at the
conpetition between the nerged firnms, we figure out

whet her there are effects, and then we find a way to
back into a market."

Well, that is telling us, first off, it is bad
if your Quidelines don't reflect actually the way the
agencies do the analysis, and it's causing problens in
court, because it is a very convoluted way to go about
things. Market definition actually works very well for
coordi nated effects cases where you are | ooking at a set
of firms that would find it profitable to collude, but
does not work well for unilateral effects cases. It can
be m sl eadi ng, uninformative, very circuitous, and
introduces all these arbitrary paraneters: The size of
the SSNIP; the 35 percent; where do these HH threshol ds
come from sone conplicated apparatus that distracts;
and | think judges will frankly say, "Wat's going on?"
Plus it's suggestive if sonething is not in the market,
it doesn't conpete at all, and that's wong. So, it is
real ly causing problens for the agencies.

There is a nmuch nore direct approach to take,

and this is in ternms of wll a nerger create upward
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pricing pressure? And one of the other things we have
heard today is how unilateral effects is extrenely
intuitive. Actually, it is, |look, the conpanies were
conpeting beforehand for custoners. That conpetition
will be lost. How significant is that, okay?

Vell, we actually have a way to neasure those
things, and this is the test that | am suggesting. So,
let's tal k about Whol e Foods and Wld QGats, since
that's, you know, the recent case of considerable
interest. Before the nerger, the unilateral effects,
when Whol e Foods goes out and tries to contract
custoners, sonme of those custoners will conme at the
expense of WIld Cats. That will becone cannibalization
rat her than captured business after the nerger

After the nerger, that would be -- we could
think of that as an opportunity cost, a very key concept
in economcs. |f Wole Foods gets business, if it's
l|ost by WId Cats, which is owed by the sanme owners,
the sanme conpany, that will be a cannibalization and a
cost. So, that wll tend -- that cost tends -- since it
is a higher cost in making sales, the price will tend to
go up. On the other hand, there will be sone
efficiencies which will push the price down.

Overall, will there be net pressure up or down

for the price? Well, this is the fornula Dan Wall was
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maki ng fun of earlier, because it actually has two or
three variables init. | mght point out to him-- of
course, he scurried fromthe room | suspect not wanting
to stick around to hear the response --

UNKNOWN SPEAKER: There is no Geek in there
either, | notice.

PROFESSOR SHAPI RO What ?

UNKNOWN SPEAKER: There is no Geek in there
ei t her.

PROFESSOR SHAPIRO No, there is no Geek. |
could put Geek in.

The Herfindahl has many -- is a nuch nore
conplicated fornula, which is far less directly rel evant
anyhow, so, | nmean, the notion that -- | cannot accept
the notion that the agencies are incapable of going to a
j udge and saying we have to multiply two or three things
t oget her and subtract sonething, that that's the test,
okay? So, if that's where we're at, it's very sad
okay?

So, basically, it would take a little longer to
explain this, but the anmount of -- the fraction of the
sal es comng at the expense of Wld Cats, that would be
the diversion ratio, D. The profit margin on each unit
sale at WId Qats, that is the Pmnus Cterm And if

that is bigger than the efficiencies, we have upward
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pricing pressure, okay?
This is extrenely robust. It doesn't matter

what type of oligopoly conduct is going on. W don't

need to know t he shape of the demand system | don't
need to estimate a structural nodel. | don't need to
use econometrics. | need to be able to neasure a few

variables. And | would say, |ooking at conpany
docunents, this is sonething that is doable. This is
very practical, to nmeasure prices and costs. Margins
are already neasured in nmerger analysis. |In order to do
critical |loss, you have to neasure the margin. That's
one of the few things you have to neasure to do that.
You do have to neasure the diversion ratio.
Vell, that's what we really care about. How closely are
these firnms conpeting, okay? And if there are many
other firnms that are conpeting equally or -- you know,
then the diversion ratio will be low, and this wll
result -- this diagnostic test will say we should not
worry about the nerger. So, you know the fanobus quote
fromEinstein: "Everything should be nade as sinple as
possible but no sinpler.” WelIl, that is the one thing,
besides the margin, prices and costs, to neasure the
extent to which custonmers are swi tching between the two
firms, okay?

G right at it innm view, and |I think you see
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that often in the docunents. There is no black box
here. There is no sinmulation. A lot of the criticisnms
of merger sinulation is that it's not robust, that it's
hard to understand, don't apply, okay? So, this is very
sinple and transparent, extrenely well rooted in
econom cs, based on the general principle if costs go
up, prices wll go up, okay?

Sanuel son had a theoremin 1943 that was

extrenely general. As | said, you only need to neasure
a few variables. And the reason it works so well is it
totally focuses on the change due to the nerger. |If you

are going to estimate a structural nodel, for exanple,
in econonetrics, you need -- you are trying to explain
basically a master theory of how prices are set in this
i ndustry, okay?

| don't have such a vision, okay? | just want
to know in which direction is this nmerger going to tend
to push prices fromtheir current levels? So, focus
entirely on the change, which is the internalization of
what had been conpetition and becones canni bali zati on.
There is no arbitrary paraneters here; no artificial
boundaries. You don't have to say other firnms are not
conpeting. You don't run into the traps that Dan WAl
has been setting for us at all, okay? Yes, the other

firms conpete. Mergers wth them m ght also raise
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price. You know, we will talk about that if they
propose one. No artificial boundaries. You don't have
to explain a broad structural presunption or what it's
based on or Herfindahl |evels.

So, this, it seens to ne, could really cut
t hrough things substantially, and as | said, it is
extrenmely robust. W show in our paper it does not
depend on the form of oligopoly conduct. If you wanted
to estimate the demand system go ahead and be ny guest,
but it won't matter for this test, and we're not trying
to predict the magnitude of the price increase; just
price pressure. So, we're proposing this as an
alternative to the market definition/ market
concentration screen to tell whether nergers are
problematic, and then there could be further analysis
beyond that.

And likewise, if this were put in the Cuidelines
as an alternative, then in court, the agencies could say
we did this test, the nmerger showed that it had a
tendency to raise price, and then we did additional
anal yses to see whether repositioning, entry, additional
efficiencies, the back part of the Quidelines, could
basically still be used, but we wouldn't get into all
t hese struggles with market definition, market

concentration, and getting bollixed up, |osing cases,
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because of an inability to define the rel evant market.

| agree with Dan Wall that -- just so | nention,
the second-stage inquiry would be simlar to what it is
now. So, | agree with Dan Wall that it seens to ne you
need to change the Quidelines to do this, because
ot herwi se, you will have that "gotcha," okay, but it
does seemto ne that it is sonewhat dysfunctional now,
does not reflect the actual practice, and this is very
strong, solid economcs. So, if you have additional
evi dence so you can do econonetrics, that m ght be very
useful at the second stage, but I don't want that -- but
you don't -- you often don't have that, and that is not
going to ultimately probably convince the judge as part
of the story. The story here is very sinple. It's a
story of |oss of conpetition, and then we have a way of
qguantifying that.

Thanks.

PROFESSOR BAYE: Thank you.

Oley?

PROFESSOR ASHENFELTER: | have a few sli des,
t 00.

| hope you can hear ne while | try to -- can you
hear nme all right? | amlosing ny voice. Once again,

Carl gave nme a cold. W were neeting on the --

PROFESSOR SHAPIRO | |iked your work.
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PROFESSOR ASHENFELTER: | am sure you did. W
had a neeting on the weekend of industrial organization
econom sts at the National Bureau, actually, and it was
remniscent in a way of the difference between this
nmeeting and that one, and the difference is that when
you are here, we are the economsts, nostly. It is
apparent that naybe we are not that wel cone. There was
a very -- a very good friend of mne sent ne -- there is
an underground on the internet, by the way, of econom st
j okes, and | amrem nded of -- by the way, there was an
article, if you want to send ne an email | will send it
to you, an article in the Sentinel Chronicle where the
guy went off on the internet and got all these jokes
about econom st, and I amrem nded of one which is the
story of the devil taking a man down to hell, and on the
way down, they pass a really beautiful woman who's in a
heat ed di scussion with an econom st, and the man says,
"That's no fair. How conme that econom st gets to talk
to that beautiful wonman?" And the devil responds, "Wo
are you to question the penalty of that woman?" | guess
you get the point. Sitting in a roomwth economsts is
really no fun, and it is worse when you talk to
econonetricians, and that's probably ne.

The normal -- the standard j oke about them --

and this drives |lawers crazy, and it's true -- i s about
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the three econonetricians out hunting a deer and with
their weapons, and they see one, and the first
econonetrician raises his weapon to his shoul der and
fires and msses by a neter to the left. The second one
i mredi ately raises his weapon and fires and m sses by a
meter to the right, at which point the third one | eaps
up and says, "W got him" | have heard those comments
basically all day | ong, because precision, we really
don't believe in precision that mnuch.

So, let nme just nmake a few comments about the
role of econonetrics. | was the econonetric guy, one
anongst others, in the Staples case, and | have been
i nvolved in several others, including the one that was
menti oned here, Swedish Match. The first point 1'd |ike
to make is to distinguish between -- and this is
rel evant for Carl's paper, too, which | have read, by
the way -- actually, | lost it, did you take it back
fromme? -- it is a very interesting paper and
interesting idea, but the first point is the difference
bet ween regul ation and trial.

| don't know if you realize, if you are an
econom st, the undertow this norning. The regulatory
agencies operate really in a different way than when
they go to trial, and | guess this neeting is, in part,

aresult of that. So that as | sat and |listened to Carl
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or | read his paper, actually, | think what he has in
mnd is very sensible fromthe point of view of
regul ati on; however, | have testified in a courtroom as
have sone of the others, and | amnot really sure how it

woul d go over in the courtroomitself. So, there is a

distinction, | think, that has to be nmade between those
two. | appreciate -- | think |awers do understand that
well -- maybe econom sts don't understand it so well --

about whether you are really thinking about sonething
that will be done on a day-to-day basis, whether you are
just thinking about a regulatory environnent as opposed
to the courtroom

Now, the courtroom let ne tell you ny defining

story about that. It actually changed ny whole life in
sonme ways. For years and years, | have taught judges
in -- |Iike Vaughn Wal ker is a student of mne, not a

student like at Princeton, but a student in courses for
judges. And D ane Wod was a student, and | think Doug
G nsburg, too. Al of themwere students. And ny
menory of this started in 1979. W did this starting in
1979. | had done it with a private group at George
Mason and also wth the Federal Judicial Center, and in
my menory of it, | was struck by the foll ow ng:

W were in a lovely place, and a federal judge

at the tine, we started talking, and -- very informally,
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and he explained that he was in Princeton a lot, went to
Princeton. | said, "Ch, that's nice. Wy are you there
so much?" He said, "Well, | amon the board of
trustees.” Well, that's pretty big, ny boss really. |
said, "You know, |let nme ask you a question. There has
been this discussion in the press" -- and this has had a
big effect on the way judges can learn sone of this

mat eri al, about how judges are being brai nwashed by

the -- whoever it may be, the Federal Judicial Center,
which is actually their own agency, or sonebody el se.

So, | couldn't resist, and | asked him "Wat do you
think of that, of our brainwashi ng?" And he said
sonething that | will never forget. "Oley, with al

due respect, | have been brai nwashed by the best, and
you're not in that |eague."

In other words, the point is we are really rubes
as econom sts when it conmes to nmaki ng argunments, and |
took away fromthat sonething that | think is very
inportant in litigation but also in ny own work, which
is the credibility of what you do. So, the discussion
of natural experinents, | nmean, to sone extent,

i nvented natural experinments. Difference in
di fferences, these are all about, to sone extent |
invented that, too. | nean, probably one of the

earliest papers published uses that, sonmething | did in
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t he Labor Departnment when | was a bureaucrat, and here
is howit cane about.

It came about because | wanted sonething that
was credi ble and sinple. A difference in differences
regression, | will just take a second, is basically a
regression with panel data that takes out fixed effects
for individuals and tinme periods, but all of it can be
presented as take a nmean, subtract another nean, take
anot her mean, subtract that, and then subtract the two.
That's actually a nonster regression. |It's an extrenely
powerful technical nethod, a very, very powerful nethod,
but it can be presented in a very straightforward way,
and it is now -- | nean, people talk about it every day.
It's kind of alnbst in the ordinary |ine of business
t hat peopl e have done that, and nost people do not
realize it was never a nethod. |It's a regression, but
it's a way to present the regression so that anybody can
understand it if they can subtract. Now, | admt, not
everybody can do that, but subtracting is all you need.

So, let nme give you an exanple of it, because
this is a paper actually -- Carl presented this paper,
al though it's our paper, done with a guy upstairs, Dan
Hosken. This is a study, | just want to showit to you
the way it | ooked, a retrospective study of nerger

effects, and it's actually a difference in differences,
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just a sinple thing. These are nergers that went
t hr ough.

You can see up there, they are all fromthe |ate
nineties. | bought the data fromIR . There is, of
course, cereals and notor oil and various things,
pancake syrup. You can see the change in the HH that
was inplied by them typically problematic. W picked
t hese because they woul d generally have been consi dered
"problematic" based on public information, public
record. | imagine that sone people in these agencies
woul d understand nore about this than | do.

And then how do we do the analysis? Wll, it's
just a difference in differences. W had different
control groups, but the sinplest one is to take the
change in prices for an aggregate -- you can do it
product by product if you want, whatever -- and take the
change in prices pre- to post-nerger for the nerging
products and subtract the change in price fromthe sane
period for private |abel brands in the sane category, of
whi ch there are many. The gap between the private | abel
brands and others in price is enornous, by the way, as
in that case study that was presented earlier.

Now, | only present this because actually, I
could take that first nunber up there, in front of a

judge or a jury or anybody, and |I could tell them
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exactly howit's constructed. There's four nunbers that
underlie it. There's a pre; there's a post; there's a
control group pre and post, and | have to subtract al
four of those nunbers. | could showthat to you, and
t hen once you see that, suddenly, | think anybody can
under stand how credi ble that is.

Now, | nean, what's the problen? WelIl, the
problemis, of course, | can do this. | was
interested -- these were selected, by the way, to be
probl ematic, and they give you sone feeling for what
merger effects -- nmergers that were at the margin, that
we think are the worst case, were that were going
t hrough, what's the problen? WIlIl, the problem of
course, is that in a nerger analysis, you can't do this.
These are retrospective, after it's all happened.

Now, Carl and | probably would agree -- Dennis,

too, maybe -- that one of the things the agencies have
not done very well -- and this was basically touched on
this norning -- is sone retrospective anal ysis of

nmergers that actually go through. One of the reasons
that | think people, as it was commented upon this
norni ng, don't see antitrust problens out there is
because no one's telling themthat prices are going --
relative prices are going up because of nergers. There

is no evidence on it.
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Now, admttedly, the worst cases probably are
not occurring, but it would be logical to see nore of
this kind of work going on, and | think it would help to
inform in a nore general environnent instead of a
[itigation environnment, what we nean. But the reality
is that you can't do this kind of work going
prospectively except in sone very, very rare situations.

The rare situation, | fell intoit, was the
Stapl es case, and | want to nmention it only because it

| eads ne to a basic point, which is, what nakes, from

the point of viewof litigation, a good case? | think
what nmekes a good case is one -- it has been said by al
the | awers here -- where you have a good story; where

there is disinterested anecdotal evidence, sure, but
nost anecdotal evidence is not by disinterested parties,
so, you know, one of the few |l egal phrases | know is an
adm ssi on against interest. Those are very val uabl e,
but there is not very many of themin courtroons. So,

t hose are val uabl e.

A story that hangs together with sonme credible
evi dence that anybody can really follow -- and | nean by
t hat anybody -- is what nmakes for a really good case.
The Staples case was strange in the follow ng way: It
was strange because the anecdotal evidence -- anecdot al

here in this particular case were business docunents. |
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mean, nore or |ess, you know, |ike a Kell ogg MBA woul d
have witten them \Wat do you do when a conpetitor
cones in? And, you know, make sure 30 days in advance
to l et everybody knowto | ower prices, and -- so, this
was all kind of out there in the public -- well, it was
obtai ned, clearly not sonething that really is used in

t he course of business and not sonething that was gi nned
up just for the nerger

And then there was -- there were facts to back
it up, | guess Judge Hogan accepted those, and the only
reason | got involved is because, really, at sone
fundanental point, there is a difference about whether
cross-section differences are as good as difference in
differences, and that was really the source of ny
initial involvenent init.

But I think that the thing held together because
it had a good story and it had very credible evidence,
but it did not have -- the thing that surprised
everybody -- a great exanple of market definition, which
you can see nost of us are driven crazy by this, because
it's ginned up so that you can construct an HH. In
fact, when | put those nunbers up right there, people
ask me, "Yeah, but for what market are those HH's
cal cul ated?" And, of course, the answer is just for the

ones that | have that set of data, just a sinple-m nded
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i dea.

So, anyway, the last thing, | think that a case
that would make good litigation is not necessarily the
same thing fromthe point of view an econom st as well
as the point of view of a |awer, and being able to go
forward with credible evidence that has a good story
behind it is really critical, | think, fromthe point of
vi ew of the agency w nning cases, and we need for them
to do that, because that's the one thing that | think
operates as the big background factor that other nergers
that m ght be anticonpetitive have to operate in the
shadow of. So, we need that shadow. W need to cast a
shadow out there so that that issue is credible.

PROFESSOR BAYE: Thank you, Ol ey.

Joe?

MR. SIMONS: So, Mke will probably wonder why |
amstanding up. | have no slides; it's just that ny
back is just stiff.

They pick these panels, you can tell, with a
purpose. So, if you | ooked at the panel that appeared
earlier, you would see there was one econom st and four
| awers, and | felt bad for Dick Rapp, the |one
econom st. Dick was ganged up on a little bit. So,

t hat panel was kind of geared toward the nore | egal

stuff, and this panel has four econom sts and one
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| awyer, and so this panel is geared toward, the

i nportance of econom sts. Although you m ght not
recogni ze that, given ny fell ow panelists are so
sel f - deprecati ng.

| think one of the things that's really
inportant for the Comm ssion or any prosecutor to do
when they go to trial -- and to do it really early -- is
to pay attention to the economcs and to the econom sts.
| think that is absolutely critical. These guys sitting
here are inportant, and all the economi sts in the room
here are absolutely critical.

One of the reasons that they are so critical is
because everyone tal ks about telling a story; you want
to say sonething that is consistent; you want to have
t he judge hear the sane thing over and over again from
various w tnesses. Wll, how do you do that? Well, you
have a construct. You have an economic theory. That's
your story. Your economc theory is going to tell you
what evidence is inportant and what evidence is not
i nportant.

So, you can have all the custonmer affidavits you
want, you can have all the hot docunments that you want,
but if those docunents and that testinony doesn't relate
to what is relevant, then you have nothing. So, that's

why these guys are absolutely critical. And I'lIl echo
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sonething that the earlier panel said, which is that the
trier of fact is invariably a federal judge, has very
little econom cs background, probably maybe a little
nmore antitrust, but maybe not nuch, and so what is that
judge going to do during the trial? The judge is going
to think, reason the way the judge normally thinks, the
way nost of us in this roomnormally think, which is
based on experience. You extrapolate. That's what
peopl e tend to do.

So, what the judge is going to do to extrapol ate
based on experience in that courtroom \Wat does that
judge see? So, that's why you have to have this overal
construct. You have to tell the judge, "Here's our
theory." And you have to tell the judge, "This evidence
is relevant, this evidence is not relevant, here's why."
And then, "Here's the evidence." And then the judge
hears it, sees it, and knows exactly where to put it in
the construct, right? That is how peopl e renenber
things. And if you haven't spent tinme with your
econom st during your investigation, then you do not
have a really good construct in all |ikelihood.

One other point 1'd |like to make about the
econom sts as it relates to the trial is that when
you're the prosecutor, at |east when | was a prosecutor

the thing I wanted to know really badly, before the
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Commi ssion voted out a conplaint, was what is the cross
exam nati on of ny econom c expert going to | ook Iike?
Because if | don't know that, then |I have a chance of
getting blind-sided. | could have put together an
entire case where | amputting all this evidence in, and
the other econom st gets up and explains, "Wll, that
evidence is really not relevant and here's why." And
then | amreally in bad shape.

The only way that you actually get to see the
cross exam nation before the conplaint gets voted out is
you have to show the nerging parties what in effect
woul d be your case on direct, and you have to do it
early and often. Have a dialogue. Mke sure you are
telling them what you are thinking, what your econom sts
are thinking, let themtalk to your econom sts, and nake
sure there is a real dialogue. Don't have this
di scussion go solely through the | awers, which, can get
m scomuni cated or lost in translation. That, to nme, is
absolutely critical, and it's really inportant that the
Conmmi ssion do that as well.

And then the third point I want to nmake is that
| agree with Carl, on the first point he made. | think
it'"s really inportant. The Merger Quidelines in 1982
were just a huge devel opnent, a huge advance in

antitrust jurisprudence, and ny own personal viewis
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t hey were an advance because it was a conpl ete,
integrated whole. They were geared specifically to
evaluating the possibility of nmergers causing tacit
col | usi on.

The market definition is structured to deal
exactly with that goal. Wen the Guidelines were
anmended to include unilateral effects, the market
definition was not changed in any neani ngful way. So,
the unilateral effects was shoehorned into an
pre-existing structure, and the Quidelines |ost their
cohesive whole. And so one of the things that I would
strongly recomend is that the Conm ssion not just run
into court and say, "W don't have to do narket
definition.” Go back and think about what the
Quidelines -- what the anal ysis should be done, fromA
to Z, for unilateral effects. Mke it a unifying, whole
approach, just |like was done for collusion in the 1982
Mer ger Cui del i nes

Thanks.

PROFESSCOR BAYE: Thanks, Joe.

To kick things off, I wll start out with a
question, and | hope it will keep us on the thene of the
virtues and limtations of these alternative sources of
econom c evi dence.

Denni s tal ked about a nunber of tools that are
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avail able, and I think he highlighted one of the
tensions that exists between many of the new Ph. D.
students who are very interested in structural
estimation versus kind of where we are in litigation
matters. So, looking at the entire litany of tools that
we have avail able, fromreduced formestimation,
structural estimation, nonecononetric techniques, like
critical loss analysis, and so forth, what are the
relative limtations of those nethodol ogi es or how
robust are those alternative technol ogies for answering
uni l ateral effects questions?

PROFESSOR CARLTON: Are you asking ne? Ckay,
okay. You were |ooking at ne.

Actual ly, | thought a bit about this. There are
a lot of techniques out there, and the question is, has
anyone eval uated whi ch techni ques work better? | nean,
we can all theorize which techniques are likely to work
better. Actually, there is a paper in the Journal of
Law and Econom cs that eval uates the different
techniques in the context of an actual nerger, and it
says which ones do better, and these structural -- these
very conplicated structural estimtions, which are
appeal i ng, you know, to the set of new Ph.D.s, turn out,
surprisingly, not to do better in predicting price

effects than sone of these sinpler, reduced forns
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anal yses, and that's not a big surprise for people who
sort of learned macro when | | earned macro in graduate
school .

It was about the tinme when these giant macro
nodel s were | osing popularity as predictive tools in
contrast to very sinple, sort of trend |line predictions,
so that sonetinmes sinplicity can do a good job of making
predictions. So, you know, ny own sense is that these
di fferent techni ques are conplenents to one anot her
reduced formand structural are conplenents, but there
is a great benefit for sinplicity. And if you think
about real sinplicity, you don't want to nmake things so
sinplistic that they are usel ess, but market definition
is an attenpt to make sonething very sinplistic for
soneone who does not know nmuch about econonetric or
econom ¢ technique, and, therefore, there is a virtue of
trying to, if you can, convince a judge that what you
are doing is reasonable by saying, "Here's -- you know,
| have done this sophisticated anal ysis, and by the way,
anot her way of thinking about it that m ght square with
your thinking is here's a reasonabl e market definition,
and | o and behold, this is howit energes,” and, you
know, fromny analysis, that | find a problem and if
you did yours, a nore sinplistic analysis, which is

extrenely crude, you get the sane answer.
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So, | think we have to be a little careful of
dunpi ng too nuch on market definition, because even
though we may think it's inferior to a lot of tools we
use, it may be sonething that's nuch easier for a judge
to grasp, and, therefore, he's less likely to nake an
error.

Now, there was sonething that Joe said that |
wanted to followup on. | agree with him that
unilateral is kind of stuck in there, and if you really
believe in unilateral effects, then -- you know, two
firms having an effect on price, well, if two firnms are
having an effect on price, if all other prices were
constant anong the products, they al one should be a
mar ket, and you get a peculiar situation in which you
can get very narrow markets, and | think that makes
j udges unconfortable, and that's because, you know,
there is just a -- it may be perfectly sensible from an
anal ytic way of interpreting the Guidelines and to an
econom st, but a judge wants sonething nore heuristic.

That's why | don't like this distinction so nuch
bet ween unilateral and coordinated. | think it is an
artificial one, but all I would say is | don't think we
shoul d dunp too nmuch on market definition, because it is
sonet hing that can prevent, especially unfamliar --

judges and juries unfamliar with economcs, from
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devi ati ng too nuch.

Having said that, if the other quantitative
t echni ques show that there is an effect, | would say,
"Listen, Judge, there's an effect here. One way to
think about it is the market exists, but don't, you
know, get hung up on sharp dividing |ines between what's
in and out of a market, and don't let that deter you
from under standi ng the econom c forces that ny anal ysis
is revealing."

PROFESSCR SHAPIRO If | could add a comment on
that, too, the question you raised, Mchael. The fact
is these mxed structural nodels are a lot of fun for
t he econonetricians and exciting nethodol ogi cally, but
they're pretty fragile, and | don't think they have a
very good record. | think it is the Peters paper that
you are referring to.

PROFESSOR CARLTON:  Yeah, Peters.

PROFESSOR SHAPI RO Wi ch | ooks at the airline
nmergers and --

PROFESSOR CARLTON: He's at the Departnent of
Justi ce.

PROFESSOR SHAPIRO Is he? GCkay. But even
hol di ng asi de and conparing their predictions versus
what actual ly happened, we just know that they are

finicky, these nodels, and as Dennis said before,
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there's already this assunption of static nodel. Wll,
where did that cone fron? You know, there's all these

assunptions, the functional forns and they require a | ot

of data, and so | just -- and it seens very -- extrenely
nontransparent. | just don't see how judges are going
to ever put much weight on that. | don't -- not for --

we are nowhere near there, and | don't see why they
shoul d.

So, | think the nore reduced form approaches are
much nore prom sing, and the question is sinply, when
can you do that? | nean, as Oley pointed out, Staples
was sort of lucky in that respect. | nean, you could
have a case where you could say there was an industry
went fromfive to four players three years ago and we
saw the price went up, and so now we really shoul dn't
let it go fromfour to three, or you m ght have
di fferent geographic markets or sonme other way that you
could have just a direct test of the question, but
that's pretty rare in ny experience, and that's -- so, |
think, while those are nuch nore straightforward, we
can't usually do that, and so that is why | go back to a
sinple test based on a few observabl es.

PROFESSOR ASHENFELTER: Let ne just conment on
one thing, which is that, first of all, | agree with

Dennis. The eval -- | nean, to some extent, the failure
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to evaluate the effect of what actual nergers have
acconpl i shed, what effect they have on prices, is
related to this problem of evaluating the nodels. You
can't really do that unless the nerger takes place. So,
there's a sense in which those are rel ated probl ens, and
wi t hout having -- and a lot of work. So, that's point
one. It's really -- if there were nore ex post
eval uation, retrospective, there would be nore better --
nore and better ways to test sone of these nodels.

Point two is the big -- many structural
nodels -- the high end, I will say the nost el aborate
nodel s that econom sts use that study industrial
organi zation, are actually undergoing quite a |ot of
change. At the neeting Carl and | were at, we heard one
i ncredi bly di sturbing paper where people are using a
certain kind of nonlinear estimation procedure, and it's
qui te uncl ear whether or not the published literature
actually has objective val ues that have been m nim zed.

Thi s paper actually took two very fanous
exanpl es and used ten different algorithnms. There are a
|l ot of different ways to solve these very nonlinear
problens, |ike an engineering problem and wth
different starting values, many different starting
val ues, and had a quite disturbing record of what was

there, and this guy wasn't even trying to reproduce what
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was already in the literature, but there was a | ot of

under ground di scussion -- nobody wants to tal k about it
very much -- that a lot of -- sone of that work may
change.

So, the old-timers would say, "Well, maybe it's

better, if you are going to use a sinulation nodel, to
use sonething not too conplicated,” and the grounds for
that are at | east we know -- you know, better the devil
you know than the one you don't. On the other hand --

so, let me just say that.

Now, on the other hand, sone -- in effect,
everybody's using the simulation nodel when they do a
prospective nmerger analysis, because even Carl here has
to get a diversion ratio. So, that neans he's got to
fit some kind of demand curve. So, there's got to be
sonme econonetric analysis that's going to be done for
this exercise or at |east sonething that would give us
sone idea of what that is, and | think demand estinmation
is avery difficult subject. | nean, trying to find out
what cross-elasticities are is not -- that is not a
si nmpl e project.

If you want to do that credibly, even if you
have a bunch of econom sts sitting around -- in other
words, we are tal king about regul ation here rather than

going to trial -- even then, it can be tricky as to
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whet her or not they'l|l agree about what they think is
the best way to estinmate them And then, if you go
further, you get into the courtroom then, of course,
it's a lot nore conplicated, because you have to try to
expl ain what a cross-elasticity is. Diversion sounds
better, | agree, but still, you have to have sone
measurenment of it.

So, the -- | think the answer is that we cannot
really do without themif we are going to do anything
that is prospective, and so the only correct answer here
is we have to work better to try and figure out howto
use these things in a better way, and |I think all these
suggesti ons have been good ones.

PROFESSOR BAYE: Joe, do you have anything to
add?

MR. SIMONS: The only thing I would add is just
to say that | think it is really inportant that, you
know, for the trier of fact, for the judge, that you
have a whol e range of weapons in your arsenal. Sone
coul d be conplicated; sonme can be really nuch nore
sinple; and sone could be as sinple as |looking in the
conpany's docunents and saying, "Here, they did this
survey, this is consistent; there are these |ost sales
reports, this is consistent; here is this authorization
for capital, which explains what this project is going
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to do, and that is consistent." So, | think you want to
have a full range of economc tools in your testinony.

PROFESSOR CARLTON:  Could | just say -- follow
up really on two points Oley raised?

You know, | agree with himthat, you know, what
Carl is doing, you need cross-elasticity, so it is a
kind of sinmulation, but | think a nore fundanental
poi nt, even when you use market shares, that is a
simul ation. So, when a judge adds these nunbers
t oget her and says, "Oh, now | amgoing to use what they
say in the Merger Guidelines to estimte, you know, if
it is a price change | should be worried about,"” that's
a sinple sinulation nodel. So, the question isn't
whet her you are going to have a sinulation or a
predictive nodel. You do. It is only how sinplistic
you want it. And the market share is real sinplistic,
and then you can get increasingly sophisticated.

The second point is really perhaps not so nuch
aimed at the attorneys in the roomas at the econom sts
in the room and that has to do with what do econom sts
know about nergers after they've occurred? And when
was on the Antitrust Modernizati on Conmm ssion, Hew Pate
asked a very good question. He says, "How do we know we
are doing a good job?" And we chose not to study that

question. But this summer, when | was at the -- you
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know, in the Departnment of Justice, | decided I'd wite
a neno, a one-page nmeno, to Tom Barnett about how to
answer that question, and ny instinct was to use
retrospective nergers, nmuch like Oley was sayi ng.

It turns out that one-page note turned into
about a 20-page paper, in the Departnent of Justice
Econom ¢ Analysis G oup, a web series, because it is a
much nore conplicated question, because the nergers that
you see that have gone through are nergers that we have
all owed to go through at the Departnent of Justice, and
unl ess you take that into account, you are going to get
a biased answer as to the effect of nergers, because if
it is areally bad nerger, we don't let it go through.
So, you are only seeing the nergers go through that we
think won't create a problem

So, if you |l ook at nergers and you see that nost
don't create a problem that is just what you should
expect, okay? So, it is not telling you, in general, if
you |l et a nerger go through, what happens. So, here is
what it turns out: It is very hard to determne if we
are doing sonething right in antitrust policy just
| ooking at retrospective nergers. |In general, we are
going to find they are not going to cause too much
trouble. You have to nmake a correction for the fact

that we are prescreening.

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

268

But it is even nore than that, and this is where
t he burden cones on econom sts at both the Departnent of
Justice and Federal Trade Comm ssion. |If you really
want to determine if you are doing a good job, what you
need is at the tine you either decide up or down on a
nmerger, you should wite down what your predictions are
about prices, about entry, about, you know, product
quality, and then what you do retrospectively is not
just see what happened in the marketplace, but see what
happened in the marketplace relative to our nodel s that
you are using to predict, and statistically, that turns
out to be a nmuch nore powerful way of meking a
determ nation as to whether the FTC and DQJ are doing a
good j ob.

And until we gather that data, the nost critica
pi ece being what it is you think your nodels are telling
you at the tine you are making a decision, | think we
are going to really remain in the dark as to whether we
are doing a good job or a bad job at the federal
agenci es regarding antitrust policy. So, | encourage
t he econom sts, one, to read the paper | have, and two,
to gather the data that intuitively you nust have when
you are nmaking a decision, and do not be afraid to wite
it down, data about your predictions.

PROFESSOR ASHENFELTER: Let nme just -- | don't
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really agree with you on that. The -- | agree with the
poi nt about, yes, in fact, basically, anybody who fits a
si mul ated nodel, and then that can be done in the
agency, and then you can |ook |ater at what happens, it
is a good idea. | conpletely agree with that. Doing
all that is a great idea.

But | don't agree with the notion that doing a
retrospective nerger analysis doesn't tell us a | ot
about the agency. The reason is because, for exanple,

t he design of that paper | was show ng you, the design
of that is to take the ones that are the nost
probl ematic that went through

Now, if those were big price effects --
actually, a lot of people would have thought they would
be negative. They weren't. They were positive. So,
there is some nergers going through that have, in that
period, small positive price effects, but that does tel
you that there is a |lot worse ones that didn't get
t hrough, but by getting a upper bound on how bad they
are, you are getting -- that's what the agency is
supposed to do, right?

| mean, the alternative is not that we abolish

the whol e procedure. |If that were the alternative, we
could say, "Well, sure, many nergers are probably
cost-helping." W are only in -- the business is just
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totry to get rid of the ones that are going to be
anticonpetitive. There is lots of others that are not.
And the -- | think the best test for is that bound.
Now, if, for exanple, the data we have for the nineties,
if, for exanple, that bound has slipped upward in the
retrospective, if I were | were to do this again and the
bound has slipped upward, yeah, |I'd say we are not doing
as well as we used to in terns of finding
anticonpetitive things and stopping them

Now, | don't knowif that is true, but the point
is, in away, you could alnost have a third party -- by
t he way, you should never ask the agency to eval uate
itself. That is |like conpletely crazy. | |earned that
much a long time ago. So, there has to al nost be sone
third party that does that. | nean, it is just not
appropriate -- it is not fair even to ask the FTC to
evaluate howit is doing. Sonebody else has to do that.

So, to sone extent, you could say it should be
academ cs, but, of course, they don't have any interest
indoing it either. So, it is kind of a difficulty
here. It should be an agency -- |like the GAC should do
it or sonething, right, sonebody who's at a higher
| evel .

PROFESSCR CARLTON: | don't care who does it --

MR. SIMONS: You said that with a smle, right?
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PROFESSOR CARLTON:  -- but the point | was
making is the informati on you get fromretrospective
nmerger studies would be greatly inproved if you could
conpare it to the predictions at the tine.

PROFESSOR ASHENFELTER: | conpletely agree with
that. That woul d be fabul ous.

PROFESSOR CARLTON: The other point is that if
you are finding positive effects for sonme of these
mergers, they are actually even nore positive than you
m ght ot herw se think because of the self-selection
probl em

PROFESSOR ASHENFELTER: Wel |, dependi ng on
whether | selected right. 1In other words, if | picked
the ones -- you know --

PROFESSOR CARLTON.  Ri ght.

PROFESSOR ASHENFELTER: -- there could be worse
ones, you are right.

MR. SIMONS: And al so you want to | ook at the
efficiencies if you are going to do that, because sone
of these m ght have involved relatively small parts of a
transaction or relatively small markets.

PROFESSOR ASHENFELTER: Well, there are a | ot of
i ssues about doing retrospective things, right, because
you would like to have | onger periods. | nean, how to

doit -- I think if you were positioned well, as Dennis
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was describing, | think you could do a pretty good job.
| think it would be very informative.

PROFESSOR BAYE: Anot her question | wanted to
ask, | think Dennis touched on this a bit in his opening
remarks, but | want you to talk a little bit about the
rel ati onship between econonetric evidence, proving
conpetitive effects, and narket definition.

What are your views on whether or not
econonetric evidence al one ought to be enough to prove a
case? And if not, what other evidence is useful or
woul d be a substitute? And once one has established
econonetric evidence of conpetitive effects, is it
necessary to do what sone of the earlier panelists
suggest ed and go back then and construct a rel evant
mar ket around those conpetitive effects?

PROFESSOR SHAPIRO  Well, | think I have stated

pretty clearly it would be nmuch better if we did not

need to do the market definition exercise. It is not
really getting us the answer. It is very round-about.
| nmean, really, what you -- if you have reason to
believe there are effects -- and | don't care what

met hod you are using for this argunent, whether it's a
sinple test that | proposed, whether it's a reduced
form whether it's a big structural nodel, if that's

what convinces the agency, let's say, that the nmerger is
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causing a problem to then go back and do a quite

di fferent exercise about market definition, nmeasure
shares, in order to use that as a surrogate for effects
seens rather retarded, actually.

And | think the only reason we do it is for
hi storical reasons, and | guess -- | nean, according to
sonme people, fine, we have to do it because that's what
the case lawis, okay? So, if that's what you are
telling -- if that is what the |awers are telling ne,
then I wll say, "OCkay, we will do it since we have to
do it, but shouldn't we look for a route to a nore
coherent approach by changi ng the CGuidelines and
eventual ly bringing the courts along in what is a nore
di rect approach?”

So, | think it would be very nice to have an
alternative track that didn't go with market definition
not to take away that track as a way for the Governnent
to make its case.

MR. SIMONS: | was going to say, | think, just
chimng in for the | awers here, the statute does say
tends to substantially | essen conpetition in any |line of
commerce, which neans a narket.

PROFESSOR SHAPI RO Really? Wy does it nean
t he mar ket ?

MR. SIMONS: Well, because that is what the
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cases say.

PROFESSOR SHAPI RO  Well, that's different.

PROFESSOR CARLTON: | think you have to ask
who' s answering the question whether you need a market
definition. | think if economsts do a study, nost
econom sts would say, "If | know there are conpetitive
effects, if | can show you that prices go up, and I am
convinced of that, that ends the inquiry." That is
preci sely the question.

So, the only issue is the decision-maker, who is
not maybe an econom st, is going to have to eval uate
econom c evidence, and if the econom c experts don't,
you know, for and agai nst the nerger do not unani nously
agree, yes, there are conpetitive effects and prices
going up fromthis nerger, then the judge -- and
obviously that won't be the case -- the judge is going
to have to decide, "Who do | believe? One econom st
says there are no conpetitive effects; the other one
says there are conpetitive effects.™

Now, nmaybe he can wei gh those, but the question
is, what else can he look at? He can | ook at other
evidence, but | think he -- and | think he will be
conpel l ed by the cases to ask, is there sone market that
would -- if I do a market definition, would give ne an

inkling as to being an additional piece of information
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that mght help me? Now, in many cases, | agree with
Carl, it is a conpletely circular exercise for the
econom st if he knows there are conpetitive effects, but
for someone who doesn't know which econom st to believe,
this can prevent himin sone cases from making errors.

Now, in other cases it could cause himto create
errors where none would exist. So, that seens to ne the
rel evant question for soneone who has to deci de which
econom st is telling the truth, is this hel pful or
harnful ? And, you know, ny own sense is that if you are
a persuasi ve econom st and you have conpetitive effects
that are clear, you should be able to explain to a judge
why that nmust nean, from an econom c point of view that
sone rel evant market -- and you should, if you can,
articulate one as best you can -- that is roughly
consistent with your views.

But | think you shoul d enphasize that market
definition is not this very highly tuned, scientific,
anal ytic exercise that the GQuidelines seemto nake it
out to be. That | think is something | would certainly,
you know, agree with that criticism

MR, SIMONS: | was going to say this discussion
makes ne think back to the article by Landes and Posner
in which they had that fornula, that denonstrated the

i nportance of the demand elasticity is facing the
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"market" that you ve defined. So if you find effects,
then, there are potentially a whole series of markets
you coul d define, one nore plausible than the next, and
| agree with your point conpletely.

You could present it to the judge in a way that
says, "Judge, here, this is -- this nerger is going to
have an effect or this conduct is having an effect. You
could define the market this way, this way, or this way.
In either case, the shares are whatever they are, and
you Wi I | probably be able to define one or several where
the shares are reasonably high, and naybe not, 50
percent or 75 percent, but, you know, in the range in
whi ch courts have found nergers to be unlawful." And
this would make the judge feel confortable, which is
really inportant.

And then the other thing | was going to say is
think the agency really needs to start -- you know, | am
repeating nyself -- revanp the Quidelines, cone up with
its owmn -- its own analysis, just like they did before
in 1982, and start to sell that approach in court in a
way that is seeped in through the econom sts. The
judges then start to buy it, and if nothing el se, you
still may require a market definition, but you end
upcom ng into an |Indi ana Federation of Dentists world

where the court does not pay too much attention to
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mar ket definition at the end of the day. And the other
alternative is, to go to Congress, but who knows what
happens there?

PROFESSOR BAYE: \What about the first part of
the question? That is, is econonetric evidence
sufficient to prove a case or is there other economc
evi dence that one would need to present?

MR. SIMONS: Wth the nost brilliant econom st
i magi nable with the nost fortunate set of data
i magi nable, it's just hard for ne to believe that you
could survive with just that, and | think you have
really got to have a full picture.

PROFESSOR SHAPI RO Wl |, you know, we heard
earlier that, you know, eventually you have to tell a
story and convince a judge that the effects wll be
there. So, | guess the -- kind of what | am picking up
is if you do that, then fromwhat the | awers are
telling me, then you would be foolish not to then
backfill a market that is consistent with that, which
seens to -- | think to the econom sts to be kind of a
poi ntl ess exercise, but we are checking off a |egal box,
and then | think the question is whether Dan Wall and
his folks will be able to throw up enough snoke around
that and say, "Are you kidding? This stuff that is

outside the market. You say they don't conpete. That's
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not true." He cross exam nes the w tnesses. You get
all that junk getting brought in, and | guess you are
telling e we can't avoid it. It seens like a shane to
me, but -- and effectively you are | everaging the
effects to define the market to try to check that box.
PROFESSOR ASHENFELTER: There is anot her point
I"d like to nmake, especially after listening this
norning to these other discussions. The value of forma
econonetric evidence is -- even if we can di sagree about
its interpretation -- is it's not just nmy opinion. The
power of this is very, very inportant. You see it every
day in nedicine. You nay have seen that the study of
di abetics, maybe there is soneone in the roomthat's
been alarnmed by this, that worked hard to get their
bl ood sugar down is killing them They stopped the
study part way through. These are random zed trials.
It is the gold standard way of doing it.
There is -- everything in nedicine says bringing
down your bl ood sugar is a good thing. This is a
conpl ete shock to everybody. So, you could have found
every doctor who woul d be saying the nore you can do to
pound that sugar down, the better, and you woul d have
been killing yourself. W have seen |ots of exanples in
medi ci ne and even in econom cs occasionally where sone

powerful facts that just cone about because of an
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acci dent al nobst, not an experinent, let us get that new
i nformati on.

| think what always bothers ne about, you know,
isthisinthis market or is this in this market or, you
know, | think this car is like -- | like this kind of
car alot and it would be a big substitute for that one
or I ski in this place and the other ones are not really
close to it or sonething |ike that, | always want -- you
know, we know consuners have het erogenous preferences.
There is absolutely no reason to think that that single
anecdote tells you anythi ng about anybody el se's
pr ef erences.

And there is a -- | think there is a tendency to
appeal to that in sonme ways sonetines when you are not
usi ng any kind of econonetric evidence. It bothers ne.
So, it's certainly not -- | agree that it can never be
the only thing, the econonetrics, but it's pretty scary
when you don't have any.

MR. SIMONS: Yeah, those anecdotes that you were
just telling are actually the genesis of critical |oss.
| sat in roons with people and we had di scussi ons about
how much substitution is enough? And it becane clear to
me after a while that sone of the people in the room had
in their mnd that sone | arge percentage of the

custoners had to view the other product as a substitute,
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like 75 percent. It wasn't being stated expressly, but
when you peel ed away the layers, it was there. The
econom cs hel ps you get all those assunptions on the
table up front. |In fact, if you went back and | ooked at
t he NAAG Merger Cuidelines, they say the sanme thing.
You have to have I think 50 or 75 percent of custoners
view two products as substitutes for those products to
be in the sane market.

PROFESSOR ASHENFELTER: Carl's diagnosis --
met hod here, by the way, does get around that. | nean,
you notice how the margi n nakes a huge difference as to
whether -- | mean, that's a sinple intuition, right? A
little bit of diversion with huge margins is worth a
lot, but it is kind of hard to explain that w thout
havi ng, as you say, sonething that can -- | think it can
be explained in words to people, and if you can back it
up, it's fine, but I only nention it because the
anecdote -- | appreciate you're trying to -- you're
trying to find a way to explain sonething to peopl e that
they can't otherw se get their hands around, and |
appreci ate that.

PROFESSOR CARLTON:  You know, there is another
issue, and that has to do with what is the proper way to
present expert testinony and is our court system geared

for that? It is a slightly different topic, but there
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are other forums in which, when you have opposing
experts, what the court tries to do is hone down between
the two experts and see what is the consequence for
their differences, and when it's just opinion, as Oley
was saying, that's hard to distinguish, you know, what
is the scientific basis for the difference?

When they are using analytic techniques, it's
a-- it can be actually refreshing to see a judge or a
panel getting the different experts to explain their
di fferent assunptions and then for the arbitrators, for
exanple, to say, "Well, why don't we adopt this one?
This is the nost reasonable one. Now redo your stuff.
Now redo" -- so, you narrow the differences between the
experts, and, you know, | have had two experiences with
t hat .

One is when you testify in -- 1 think it was in
New Zeal and, they put the experts together, and you
don't get cross -- give your direct testinony. You give
a presentation, and then the other expert gives his
presentation, and you are sitting together, beside each
other, and the |l awers can ask any expert a questi on.
So, ny |awer would cross examne Oley, and if he
didn't |like the answer Ol ey gave, he woul d say,
"Prof essor Carlton, what do you think of Professor

Ashenfel ter, what he just said? |s that bal oney or how
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woul d you answer that question?"

It turns out to be a nore -- a very effective
techni que of reining in what experts can say. But
probably the nost unusual experience or -- positive
experience | had along those lines was | was in an
arbitration, actually, Oley was in the sane
arbitration, in which the arbitrator was an
econonetrician, Dan McFadden. Oley and | were on the
sanme side, though, representing different clients.

People got in a room and they each expl ai ned

what they did, and then McFadden said, "I think this is
the best assunption for that. | think this data set is
t he best one for that. | think this is the nost
reasonable way to" -- and there was generally

convergence, then, by all of the sides.

So, these nore conplicated techniques can be
qui te useful for narrowng differences. | amnot sure,
t hough, that a jury systemor a judge system the way we
have in the United States, is the appropriate way to use
t hese sophisticated techni ques anong different experts
to narrow a di vergence of opinion, but there may be
other settings in which that would be desirable to
pur sue.

PROFESSOR BAYE: Well, since we have conver ged,

we have actually converged to 5:00, which neans our tine
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has expired.
On behal f of Chairman Maj oras and the
Comm ssioners, the Bureau of Conpetition, and the Bureau
of Economcs, 1'd like to thank you all for
participating in this event, and we | ook forward to
working with you all in a positive way in the future.
(Appl ause.)
(Wher eupon, at 5:01 p.m the workshop was

concl uded.)
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