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EXPLANATION OF RECORD REFERENCES .

References to the record are made using the foillowing abbreviations:

CPE Complaint Counsel’s Proposed Findings of Fact

CPL Complaint Counsel’s Propased Conclusions of Law

X Taint Exhibit (JX1 - TX109)

CX Complaint Counsel Exhibit (CX201 - CX623)

RX Respondents’ Exhibit (RX701 - RX731)

Complaint  Complaint of the Federal Trade Commission, Dkt No. 9298, issued July
31, 2001

Answer Answer ol Respondenis, fled Aogust 23, 2001

PHC Tz, Pre-hearing Conference Transcript, dated March 4, 2002

Trial Tr. Tria! Transcript pages on which no withess testimony appears

Stip. 9 The Parties” First Set of Stipulations filed Febmary 20, 2002

The testimony of the witnesses may be found as follows:

Professor Catherine Moore  Volurne 1 (March 5, 2002}
Rand Hoffman (Public) Volume 2 (March 6, 2002)

Rand Hoffman (In Camera)  Volume 2 (March 6, 2002)
Anthony O'Brien Volume 3 (March 7, 2002}
D, Stephen Stockum YVolume 4 (March 8, 2002}

F25 2714
278:16-373:5
373:6- 38119
389:9-558.3
363:9 - 840:1

References to trial transeript are made using witness name, page and lines:

Moore 1391119

Trial franscript references that carry pver to a later page are referenced in the folfowing fashion:

Moore 101:14-103:4

Multiple references to the same witness and volume are made as follows:

Moote TE:I:E, F5:27-6:12

References to exhibits include prefix, number and page if applicable:

CX383 at UMG003284
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References to investigational hearing or deposition transcripts that have been inclnded in the triaf
record as exhibits include witness narne and the designation “LH.” or “Dep.”, exhibit number, and
transeript page and lines:

Caparro Dep. (CX609) 71:8-21

Effort has been made to note in camera portions of the record by inserting “(in camera)” after the
relevant exhibit,

Hofiinan 373:12-24 (in camerg); CX583; CX232 (in camera).
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1 Backaround

A, Procedural Ristory

1. The Federal Trade Commission issued its complaint in this matter on July 31, 2601. The
compiaint alleges that Respondents PolyGram Holding, Inc. {“PelyGram Holding™), Decca Music
Group Limited (“Decca MGL™), UMG Recordings, Inc. (“UMG™) and Universal Music & Video
Distribution Corp. (“UMVD™) agreed with competitor Wamer Commupications Ing, (“Wamer
Communications™): {a} to restrict price competifion, and (b) to fﬁrgc advertising. The complaint
charges that such conduct violates Section 5 of the Federal Trade Commission Act. Complamt 7
17, 18.

2. In a separaie and parauel.proceeding, on September 17, 2001, the Comrnission made final
a consent agreement with Wamer Communications. Warner Communnications was i;enjnined from:
{(a) agrecing with a competitor to fix, raise, or stabilize prices ot price levels, and
{b} agreeing with a competitor to prohibit, restrict, or limit truthful, non-deceptive advertising or
promotion. Werner Conmmunications fne., C-34025 (Sept. 17, 2001).

3. On January 11, 2002, Respondents moved for Summary Decision, arguing that
abbreviated rule of reason analysis is available only where the challenged restramts “both have an
obvious anticompetitive effect in a relevant market and do nef have any plausible justification.”
Resp. Mem. Law in Supp. OF Summ. Dec. at 1 (Jan.11, 2002) (emphasis in criginal). On February
20,2002, the Court cieniad Respondents’ Motion for Surnmary Decision, holding that the alleged
agreements not to discount or advertise certain albums may be presumptively anticompetitive, and
that *[1]f the efficiency argument [advanced by Respondents] is determined to be plausible it must

be valid, and may be rejected where it is speculative ar unproven, where there is a less restrictive



alternative, where the argument sweeps teo broadly, or where the restraint is not an effective remedy
for the competitive problem that it purports to address.” Order Denying Motion for Summary
Decision at 7-8 (Keb. 26, 2002) (eitations omitted). |

4. A four-day trial of this matter commenced on March 3, 2002, Complaiot Counsel called -
a total of four witnesses. Complaint Counsel called two fact witnesses, Anthony O°Brien from
Aflantic Recording Cormp. (an affiliate of Warner Communications) and Rand Bofiman from
PolyGram Holding. Both fact wimesses confirmed the existence during 1998 of a horizontal
agrecment between PolyGram ﬁd Warner' to resirict discounting and advertising for audio and
video products featuring the Threc Tenors.

5. Complamt Counsel also called two expert wilnesses. Professor Catherine Moore, the
director of the Music Business Program at New York University, provided .I:-ackgmund information
conpcerning busingss practic&é in the recorded music industry. Dir. Stephen Stockun, an econormnist,
testified that price restraints and advertising bans are inherently likely to have an adverse effect on
competition and consumers. Both Professor Moore and Dr. Stockutn concluded that the efficiency
arguments advanced by Respondents 1o justify the suspect restraints on competition were not valid —
cilher, in Professor Moore's case, from the standpoint of the marketing or dismbution of record
music, or i Dr. Stockum's case, from the standpoint .caf anlitrust economics.

6. Respondents listed a total of ﬂli.l'tﬂ.ﬂﬂ intended witnesses on their final witness Hist, but
rested without calling- any witnesses. See Respondents’ Proposed Witness List, Diesignations of
Depostlion Testimony and Exhibit List (January 18, 2002); Trial Tr. 846:4-11. The deposition

testimony of these indtviduals {including two expert witnesses) was admitied in evidence,

! The entities PolyGram and Warper are defined below.
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However, (hese witnesses were not subject to cross-examination, and ihe Cnun had no opportunity
10 assess their credibilily.

B. The Three Tenors

7. The Three Tenors is a musical collaboration consisting of renowned opera singers Jose
Carreras, Placido Domingo, and Luciano Pavarotis, Stip. 2. Beginning in 1990, Carreras,
Domingo, and Mavarotti have come together every four years at the sitc of the Werld Cup soceer
finals? for a combination live concert and recording session. Stip. Y 84,

&, During the 1990s, The Three Tenors tecorded three albums, each a mix of operatic atias
and medleys of popular songs. The first album, The Fhree Tenors (“3T17), was released in 1990 by
PolyGram. The second album, Three Tenors in Concert 1994 (“3T2™), was released in 1994 by
Warner. The third aibum, The Three Tenors — Paris 1998 (“3T37), was released in 1998 pursuant to
2 collaboration befween PolyGram and Warner. Sdp. 85,

C. The Respondents

0. Each of the four Respondents is a direct or indirect subsidiary of Vivend! Universal 5.A.,
& French corporation. Stip. 9 5. Respondents UMG and UMVD are subsidiarics of Respondent
PolyGram Holding. Stip. T 14

10, Respondent PelyGram Helding is a Delaware corporati on with its office and principal

place of businass located in New York, NY, Stip. 9 6.

* The World Cup is the pre-eminent international soccer tournament, and is held every
four years. The World Cup final match was located in Rome in 1990, in Los Angeles in 1994,
and in Paris in 1998. Siip. T 83.



11. Respondent Decca MGL is a United Kingdom corporation with it.f; office and principal
place of business located in T.ondon, England. Decca MGI. is snccessor to, and was formerly
named, The Decca Record Company Limited (Decca™. Stip.‘.ﬂ 7.

12. Respondent UMG ia a Delaware corporation with its office and principal place of
busmess located in Sants Monica, CA, UM is successor to, and was formerty named. PolyGram
Records, Inc. (“PolyGram Records™). Stip. 4 3.

13. Respondent UMVD is a Delaware corporation with its office and principal place of
* business located in Universal City, CA. UMVD is successor to PolyGram Group Distribution, Inc.
(“PGD™). Stip 45

14, PolyGram refers to a group of firms — affiliated with PolyGram N.V. — that were for
many years engaged in the business of producing, marketing, and distributing recorded music and
videos in the United States and worldwide. Among the finms comprising Polygram in 1998 were
PolyGram Holding, PolyGram Records, PGDD, and Decca, all subsidiaries of PolyGram N.V. Stip.
L3, 1S

15. As detatled herein, in 1998 Decca owned 3T1 an-:l had certain marksting responsibilitics
for the album. Stip. §55. See afso CPF 7 111116, 175 . PolyGram Classics & Jazz (“Poly(iram
Classics™), a division of PolyGram Records, also had marketing responsihilities for 3T1. Stip. 1
79, 132. PGD was responsible for distributing 3T1 in the United States. Sirp. 1 134. PolyGram
Holding was raspon;ible for negotiating and then overseeing the collaboration between PolvGram
and Warner with regard to 3T3. Hoffman 406:22-407.9, 479:6-13. See CPF | 70, 132-135.

16, PolyGram Holding was ‘I‘an administrative arm of PolyGram.” Hoffiman 287:9-18.

During 1998, PolyGram {lolding provided various services to its subsidiarics, including legal



services, financial services, business affairs services, and human resources Sﬁr.vicesi Stip. {16
Hoffman 287:9-18.

17. ]jec:ca was a music “label.” Decca and other labels are n the business of developing,
acquiring, and producing recorded music. Stip. § 74. During the period from 1990 to 1998, Decea
owned the copyright in and to the master recording of 3T1. Stip. 9 ¢5. Decca did business in the
United States under the name London Records. Stip. § 96. |

18, In 15598, Poly(ram Classics was a division of PolyGram Records, Stip. 17, PolyGram
Classics was a “label group,” in the business of supporting, oversesing, and assisting the activities
of several Poly(Gram labeis, including Decea, Philips Classics, Deutsche Grammophon, and Verve.
In 1998, PolyGram Classics was also one of the entities responsibie for marketing, promoting,
pricing and advertising 3T in the United States. Stip, T 79, 132.

19. In 1998, PGD was a “distribution company” in the business of distributing snd selling
audio and video products in the United States. Stip. 782, PGD was the sales and distribution
organization responsible for servicing all of the PolyGram labels and joint ventures. Caparro Dep.
(CXo09) 12:5-13. During the 1990s, PGIY executed PolyGram Classtes’ marketing sirategy as it
related to retailers. Caparro Dep. (CX609) 25:23-26:4; Cf Moore 34:19-36:17.

20. From 1990 to date, cempact dise, audio cassette, and video cassette versions of 3T1
have been distributed in the United States by PGD, and by its successor UMVD. Stip. 1 91. During
the 19903, and im:lu:;ling 1998, PGD was onc of the PolyGrarn cntitics responsible for decisions
regarding the wholesale price and the advertising strategy for andio and video versions of 3T1 sold

in the United States. Stip. 9 133,



21, In Decermber 1998, PolyGram N.V. was acquired by The Seagram Company Lid.
(“Seagram™). The music busmesses of PolyGram N.V. (i e., Polygram) were i..mmbillf:d with the
music businesses of Seagram to form Universal Musie Group (“Universal™. Twg }'ea.-rs later, |
Seagram merged with Vivendi S.A. and Canal Plos 5.A., fo form Vivendi Universal 8.A. Stip. 18.

22. Most of the key PolyGram actors in this case continued to hold positions of
responsibility with Universal after the merger, in;:Iuding: Chris Roberts, former President of
PolyGram Classics; Rand Hoffman, the former Senior Vice President of Business Aftairs for
PolyGram Holding: Bert Cloeckaert, the former Viee President for PolyGram in Continental
Europe; and Kevin Gore, the former Senlor Vice President and General Manager of PolyGram
Classics. Stip. 19 24, 26, 29, 32; Roberts Dep. Vol, 1 (TX92) 5:21-6:25, $:9-17; Hoffman Dep.
(TX99) 6:2-7:24; Cloeckaert Dep. Vol. 1 (JX97) 5:15-16, ?:ld-lﬁ.; Goare Dep. (TXE7) 6:6-6:21, 7:4-
7:9.

23. As sct forth in detail below, Decea, PolyGram Records, PolyGram Helding and PGD
agreed to, participated in, and implemented a horizontal agreement that restricted the discounting
and advertising of 3T1 and 3T2 in the United States and worldwide. Respondents Decca MGL,
MG, and UMVD are the successors to Decea, PolyGram Records, and PGD respectively.

D. PolyGram’s Competitor: Warner Music Group ~
24, Warner Communications, a subsidiary of’ AOL Time Warner Ine., is a Delaware

corporation with its office and prmcipal place of business located in New York, NY. Siip. 7 19.

Warner Music Group (“Warner™) refers to a group of firinz — affiliated with Warner



Communications — engaged in the business of producing, marketing, and distritniting recorded
music and videos in the United States and worldwide, Among the firms comprising Warner are
Atlantic Recording Corp. ("Atlantic™) and Warner Music Interpational {(“WMI™), Stip. ] 20. |

25. Atlantic is a label engaged in the business of developing, acquiring, and producing
recarded music.  Atlantic operates primarily in the United States. Srip. q 75.

26, WMI manages and coordinates the music operations of Warner operating companics
located outside <I:1f the United States. Stip. F21.

E. Interstate Commerce

- 27, PolyGram and Warner are gach verticaily inlegrated producers and distributors of

recorded musie. Complaint 49 6-7; Answer 1% 6-7. Both PolyGram and Warner distribute their
products through a netivark of operating companies, or "opcos" — subsidiaries wmible for sales
within a particular country. Stip. 4 148, In 1998, PolyGram Classics was the United States “opeo™
for classical music produced by PolyGram. Greene Dep. 40:7-19.

28. Respondent PolyGram Helding, PolyGram Records {the predecessor to Respondent
UMG) and PGD {the predecessor to Respondent M] all enpage in, or engaged in, acts and
practices that affect commerce as “commerce™ i8 defined in Section 4 of the Federal Trade
Commission Act, 15 U.5.C. § 44. Stip. 19 10-12. B

29. In 1998, recorded tnusic products produced by Decea, including 3T, were distributed
throughout the Un_iten.i States, primarily by PGD. Stp. ] 76, 134; Caparro Dep. (CX609) 24:24-
25:18. In 1998, PGD distributed recorded music and videos, including 3T1, 10 retaiiers in each of
the fifty states and in the District of Columbia, and maintained a warehouse facility in Indiana from

which it distributed recorded music and videos. Stip. T 135; Caparro Dep. (CX609) 16:4-8, 24:24-



25:18. Today, recorded music products produced by Decca MUL (including 3'1"1] are distributed
throughout the United States, primarily by UMVD. Sup. Y 77.

30. Warner has disiributed 3T2 in the Uniled States from 1994 to date, and has shipped 3T2
in commerce from state to state. 0'Bnen 402:15-403:15. Warner bas distributed 3T3 in interstaie
commerce from 1998 to date. O°Brien Dep, (JX104) 19:4-7.

31. The terms of the Three Tenors moratorium agresment were discussed, negottaled, and
aurced Lo by PolyGram and Warner at mectings in the Tnited States, including a meeling in New
York, NY in March 1898, See CPF 9 99; CX382.

. Overview of the Older Three Tenors Recordings

A, The 1990 Three Tenors Concert

32. The Three Tenors first performed together at the [aths of Caracella in Rome, on the eve
of the 1990 World Cup final match in July 1990. Stip. ¥ 85.

33. In February 1990, PolyGram acquired from the concert promaoter distribution rights to
products derved from the 1990 Three Tenors performance in Rome, CX213; CXZ15; Siip. T 89.
Compact disc, audio cazsette, and video cassctic vorsions of 3T1 were released by Pnl}'i}rém n
August 1990, Stip. 4 50, -

34. 3T1 became a major commercial success, and the best-selling classical album of all
time. Stip. T100. More than twelve million audio units, and three million video units ol 3T1 have
been sold w::rldwid;. Stip. 1 101-102, 3T1 was the number one classical album in the United
States for [991 and 1992, and was the third highest selling classical albwm for 1993, CX584;

CX585; CX580. By 1994, 3T1 was considered by Decea ta be its most valuable asset. CX270 at



' UMGH05049; Hidalgo Dep. (2X88) 19:17-20:7 (%it was one of the most anartant albums in our
entire life, conunercially speaking ™).

B. The 1994 Three Tenors Concert

35, On July 16, 1994, the Three Tenors performed at Dodger Stadium in Los Angeles,
California on the eve of the final match of the World Cup. 5tip. % 103, The 1994 "Three ['enots
concert was organized by concert promoter Tibor Rudas, CX246 at ITENOG07693, All of the
major nmsic companies, including PolvGram and Warner, vied to acguire distributton rights for
products to be derived from the 1994 Three Tenors concert. CX247 at 3TENCGQO1127] (*[Warner]
abtained these rights [to 3T2] in the face of enomous competition from zll the major recerd
companies, and in particular from PolyGram.™).

36. During 1993, PolvGram negotiated with the Rudas Organization to Ell‘.‘ﬂl.lirﬂ tha Tight to
distribnte audio and video recordings of the 1994 Three Tenors concert. Stip. 9 104, PolyGram and
the Rudas Organization exchanged drafts of a license agreement, but were unable to agree upon the
final terms of a contract. Kronfeld Dep. (JX86) 21:11-13, 22:20-23:11.; CX228; CX230; CX231;
Constant Dep. {JX96) 80:5-81:1.

37. Warner acquired from the Rudas Organization the nght to distribule audio and video
recordings of the 1994 Three Tenors concert. Stip. Y 105. i

38. At the time of the 1994 concert, Pavarotti was obligated by contract to record
exclusively for Decc;.. =tip. 9 108, In 1994, Decca apreed, in exchange for certain considerations,

to waive its rights to the exclusive services of Pavarotti as a recording artist, thereby permitting

Pavarotii to perform on an audio and video product distributed by Warner. Stip. 4 109.



39. Upon the release of 3T2 in 1994 and thereafter until 1998, PolyGram {3T1) and Warner
{3T2) competed aggressively to sell their respective Three Tenors albums. See CPF Y 233-267.

4{). Despite competition from Pﬂlj."Gl'a]]'l, Warner considered 3;1‘2 tobea husinesus sui;c-ass.
See CPF 9 255, O°Brien 406:2-10.
M.  The Three Tenors Moratorium Agreement Between PolyGram and Warner

41. In 1997, Wamer and PolyGram agreed to collaborate on the distribution of products
derived from the 1998 Three Tenors concert. Warner would distribite 3T3 in the United States, and
PolyGram would distribute 3T3 cntside of the United States. See CPF 7 60-65.

42. PolyGram and Wamer were concemed about the commercial viability of 3T3. In
n=rticular, they were concerned that IT3 weould lose sales 10 3T and 3T2. See CPF 1§ 91, 301-306.

43. Therefore, PolyGram and Warner agreed to a “moratorium™ nn.the dizcounting and
advertising of their older Three Tenors products in the weeks smrounding the release of 3T3. This
strategy was first agreed upon at a meeting between Warner and PolyGram in March 1998, The
agreement was reaffirmed in a senes of verbal and written communications between PelyGram and
Warner representatives in late Junefearly July 1998. See CPF ] 150-167. The agreement was
made with the knowledze and approval of sentor mmuuﬁ\rr;‘_ss al PolyGram and Wamer, Sez CPF T
01, 104, 133, 166.

A, PolyGram and Warner Executives Admit that there Was an Agreement to
Restrict DMscounting and Advertising

44. Paly(Gram and Warner executives admit that there was an agreement to restrict

discounting and advertising of Three Tenors products. See CPF 1% 45-47.
45. In 1998, Anthony (’Brien was Executive Vice President and Chicf Financial Officer of

Atlantic Records, and Warner's principal contact with PolyGram for the 3T3 project. Stip. %] 49,
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30. O'Brien testified at triai that PolyGram and Wamer agreed to restrict the discounting and
advertising of 3T1 and 372 during 199§ in the United States and worldwide. O'Bren 390:1-15.

). And in 1998 Warner and PolyGram agreed to restrict the
discounting and advertising of the 1990 and 1994 Three Tenors
albums tor 3 period extending from Aunpust 1, 1998 through October
135, 1994; is that right?

A. That's correct.

(). The agreement applied to the United States; correct?

A, Correct.

(. And the agreement applied to all markets outside of the United States as
well?

A, That's correct.
Q. The agreement was implemented in the Unifed States?
A, twas
46, Rand Hulfman, Senior Vice President (or Business A flairs for PolyGram Holding
durmng 1998, also acknowledged the cxistence of the moratorium agreement. Hoffman 250:10-14.

Q: Mr. Hoffman, during 1998, PolyCGram and Warner apreed to restrict the
discounting of the 1990 and 1994 Thre¢ Tenors afbums; is that correct?

A: There was a general agreement 1o that, yes, there was,

47. At his deposition, Paul Saintilan, the Senior Marketing Director for Decca/PolyGram,
acknowledped that PolyGram and Wamer agrecd o residct the marketing of 3T1 and 3T2.
Saintilan Dep. (JX94) 47:18-48:1.

(}: At some point did you and Warner representatives reach an apreement as to how

the old Three Tenors albums would be marketed at the time of the release of 3T3
album?

1



A: Yes. We reached an agreement that we would try to preserve a window for the
new atbum.

48. The existence of the challenged agreements is further evidenced by numercus
conternporaneous internal Warner and PolyGram business documents that acknowledge that
PolyGram and Warner reached an agreement to Iimit the discounting and advertising of 3T1 and
3T2 for a period of time around the release of 3T3. JX1: JX2; JX3; JX4; JX35 at UMGO{(1527; IX6;
TXG: JX28 at UMGO01487; IX40;, JX42; TX43 at UMGG0479-480; TX48; IX62 at 3TENOO0G35536-
3I8; TX63; TX64: TX66; TXT2; TXT4; CX204; CX404; CX429.

B. The Terms of the Three Tenors Moratorium Agreement

49, PglyGram and Wamer agreed to forgo certain competitive activity for the older Three
Tencas . oduets for o pertod of time extending from August 1, 199§ through Oetober 15, 1998,
(FBrien 390:1-6, 443:22-444:1; Hoffinan 311:9-312:15; TX4 at UMG000208; CX202; JX9-A.

50. PolyGram and Wamer apreed not to “agoressively”™ discount 3T1 or 3T2. That is,
neither party would offer the older {or “catalogue™) Three Tenors preducts at a price that would
provide an mcentive to retailers {o sell the product ot 2 price below suggested retail price, or
prominently to position the product in the store. O'Brien 442:19-443:21; Hoffiman 311:22-312:2;
IX3 (“The prices should be ‘nermal’ and not subject to any special discounts or prometion.™); TX9-
A (will not discount “below normal full price™). '

51. PelyGram and Wamer agreed not to advertise or promete 311 or 312 for the duration of
the motatorium. ('Brien 390:1-6, 436:11-16; JX1-A, X4 at UMGO00208 (“The moratorium
prohubits price discounting, advertising and promotion of the 1990 album and video during this

period.™).
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32. PolyGram and Warner apreed that the moratorium would apply beth to Three Tenors
audio products and to Three Tenors videe products. ('Brien 446:1-8; Hoffman 326:17-22; JX4 at
UMGO000208; TX9-A; CX202; CX203 at UMG00491 1.

53. PolyGram and Warner agreed that the moratorinm would apply to the marketing of 3T
and 3T2 in the United States and worldwide. O’Bren 390:10-12: Hoffrnan 312:3-15:

TX9-A (*“worldwide moratorium™).

54, Poly(ram and Warner understood that, outside of the United States, there might be
difficullies in imﬁ]mncnting the restrainis on a consisient basis, thus some discounting of catzlogue
Three Tenors products during the moratorium period might be unaveidable. JX74 at UMGO00203
(“[W]e hoth accept that if the moratonium is to be re-enforced from August 1, at this late stage (mid
Tuly) there may be some spillage and jate compliance.™). See also IX74 at UMGON0205,

55. PolyGram expressed concern to Anthory O'Brien that Atlantic not “overstack™ 1.8,
retailers with 3T2 in the period prior to August 1, 1998. PolyGram did not want product sold by
Atlantic prior to August | to be offered by retailers at a discount price after August 1, 1998 (f.e,
during the moratorium period). O'Brien therefore instructed Atlantic’s sales department not fo
overstock retailers in the United States in the peried leading up to August 1, 1998, O'Brien 444:2-
445:25,

IV. The Origin and Negotiation of the Three Tenors Moratorinm Agrecment

A, Pul_v(éram and Warner Agree to Collaborate on the 1998 Three Tenors Project

36, During 1996, concert promoter Tibor Rudas approached Warner to discuss the next
Three Tenors project: a huge open-air concert in front of the Eiffel Towef scheduled to coincide

with the World Cup finais in Paris in July 1998, CX319 at UMG004205; (' Brien 407:13-15.
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57. Initially, Warner was interesicd in distributing the 3T3 products without a collaboration
with PolyGram. O'Brien 550:20-331;20; CX317, CX321 at STENOOQ04277,;

58. During the negotiations with the Rudas Organization, Warner was concerned that the
Rudas Organization might make a deal for 3T3 with ancther music company., X354 at

3TENOOO022T]:

59. During 1996, Endas also discussed with PalyGram the possibility of PolyGram
acquiring the rights to the 1998 Three Tenors concerl. SUp. Y 122; CX315. In November, 1996,
DeccaPolvGram exceutives negotiated with Rudas and submitted a detailed memeo to PolyGram’s
senior executives requesting their approval to make an offer for the rights fo the 3T?; praject. At this
time, PolyGram did not anticipate or desire a collaboration with Warner. CX327.

60. In 1998, as in 1994, Pavarotti was under exclusive contract to recerd for PolyGram.
stip. 9 125, Thercfore, in the spring of 1997, Ahmet Ertegun, the Chairman of Atlantic
(a Warner subsidiary based in the United States) met with Alain Levy, his counterpart at PolyGram,
“to ask that PolyGram allow Luciano Pavarotii to record the project for [Warner].” CX366 at
ITENOODOTI34.

| 61. PolyGram’s counter-offer was that Warner and PolyGram should “be partners for the
1998 concert pmject“and all derivative praduet.” CX366 at 3STENOOOGT334. See also JX22 at
UMGO01342; C3345 at UMGO016335.

62. Wamner calculated that if the third Three Tenors album seld only 60 percent as well as

3T2, then Warner and Polylram would each make over $5.5 milhon. CX366 at ITEN00007334. If
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the profits had been projected to be only $3 million, Warner still wounld have gone ahead with the
deal. O"Brien 412:6-18. |
B. PolyGram and Warner Negotiate the Terms of the Collaboration
63.
the Rudas Organization licensed to Warner the worldwide audio, video, and hame
television rights to the 1998 Three Tenors concert (the “3T3 Righis™). Stp. T 126;
. Compared to advances offered to other classical
rausic arlists, is high. Moore 40:24-41:12.
1. The Basic Terms of the Collaboration
64, Pursuant 1o the Concert/License Agreement dated December 19, 1997, Warner and
Poly(Gram agreed to collaborate on the distribution of products derived from the 1998 Three Tenors
World Cup concert. The contract is iormmally between Warner Benelux B.V. and PolyGram S.A.
Stip.  127; JX10.
65. Among the important provisions of the contract between MolyGram and Wamer are the
following:

i Atlantic, a Warner affiliate, is responsible for exploiting the 3T3 Rights within the
Uniled States. JX10-N.? ]

2. Warner licenses to PolyGram the right to exploit the 3T3 Rights ocutside of the
United States. JX10-N-O,

3. Wamer and Poly(Gram are separately responsible for developing and implementing
marketing plans for their respective territories. Neither party has the tight to approve
ar disapprove the other’s marketing plans. TX10-P,T. However, Wamer and
PolyUram agree to “consult and coordinate™ with respect to marketing and prometion
activities in connection with the exploitation of the 3T3 Righis. JX10-P,

* To “exploit” a tecording is a music industry term that encompasses selling, advertising,
marketing, and promoting the album. O’Brien 422:6-11.
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66.

67.

Wamer and PolyGram are each entitled ta 50 percent of the net profits and net losses
derived from the worldwide exploitation of the 3T3 Rights (as well as from the
production of a Greatest Hits album and/or 2 Box Set 1n;:m‘_pcrat1ng the 1990, 1994
and 1998 Three Tenors albums). JX10-0).

PalyGram agrees to reimburse Wamer for 50 percent of the $18 miliion advance paid
to the Ruirdas Organization. JX10-S.

Other expenses incurred by either Wamer or PolyGram in the expioitation of the 3T3
Rights are to be deducted from revenues for purposes of calenlating net profits
{losses). JX10-03-5.

2. The Limited Covenant Not to Compete

16



68. The parties’ non-compete obligation is contained in Paragraph 9 of the {inal, executed
Concart/License Agreement:
oldback pp Fuiture “Three Tenors” Products: Neither Warner nor Poly(ram (nor
any of their respective parents or affilizies) shail relcasc any phonograph record or
audiovisual device embodying the joint performances of all of the Artists (whether
. pre-existing or newly recorded), anywhers m the wotld, until June I, 2002, anless
such release 1s pursuant fo this agreement. Nothing contained in this paragraph 9
shall be construed to prohibit (a) Warner from continuing to exploit the 1994 Album

or (b)PolyGram from continuing to exploit the 1990 Albnm {(as defined in the
Rights Agreements).

JX10-U-¥Y at UMGIG1076-77,

69, As of the date the Concert/License Agreement was entered into, PolyGram did nnt. kmow
Warner’s plans for the explaitation of 3T2 upon the release of 3T3. Hoffman 305:20-24. As of the
date the Concert/License Agreement was entered inte, Wamer did rot kuow PolyGram’s blalls for

the exploitation of 3T1 upon the release of 3T3. O’Brien 501:18-24, 548:12-17.
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70. Althongh the Concert/License Agreement is formally between Warner Benelux BV,
and PolyGram S.A., the Holdback Provision was understeod by both parties to apply to all Warner
affiliates and to all PolvGram affiliates. Hoffman 305:25-307:4; O'Brien 421:18-422.5. o
Rand Hoffinan, the PolyGram Holding executive whe negotiated the ContractLicense Agreement,
anderstood his role in these nepotiations as representing all of PolyGram, and not just the French
company {(PolyGram 5.A.) that ultimately executed the apreement. Hoffinan 307:5-9; Stip. § 29.

i Negotiations ﬂve;' Control of the Repertoire

71, A controversial issue negotisted among Warner, Polygram and the Rudas Organization
was who would control the repertoire for the 1998 Three Tenocrs concert and recordings. Warner
and PolyGram recogpized that the success of the new Three Tenars aibum was tied to the repertoire.
The music companies wanted to be sure that the repertoire on 3T3 would be “distinctive,” and that it
would not repeat selections from the earlier 1hree Tenors recordings. Roberts Dep. (JX92) 12:3-16,
13:R-14-4, 14:20-15:11, 15:22-16:21. See alen Holfman 300:6-12 (PolyCGiram wanted repertoire for
3T2 to be distinet from 3T1 and 3T2 so that the new alburn would be atiractive Lo consumers);

O Brien 410:8-12 (Wamer wanted to be sure that 3T3 was new, exciting and different from 31 and
3T2); CH331 (“Objective: No repeat repettoire other than Nessun Dorma,™); CX343; CX402,
CX330 at UMGO000512 {zales level “depends upon repertoine™).

72. Both Warner and PolyGram proposed to the Rudas Crganization that they should have

the right to designateﬂ or approve a significant part of the repertoire to be performed and recorded at

the 1998 Three Tenors concert. OX357: C3340 at

STENOOOOOS23; CX349 at ITENGO000520; CX354 at 3TENO(02272; O’ Bren 410:5-7.

18



73. The Rudas Organization insisted that it and the artists should control the choice of
songs. CX334; O'Brien 410:17-25 (“[the Tenors] were somewhat reluctant to learn new
repertoire”).

74, In 1997, Phil Wild was Executive Vice President for Atlantic/Warner. Ina memo to
senior management, Wild identified the repertoire issue as one of the most significant busincss risks
presented by the Three Tenors transaction:

We do not [in the current draft,] have contractual approval over the repertoire
- . - As a practical matter [Ahmet Ertegun, Co-Chairman of Atlantic,] feels
comiortable with his relationship with Tibor [Rudas), the Tenors and
~ [conduetor] James Levine and that we will be able to work out the repertoire
on a mutual basis. PolyGram, however, is still insisting that Warner should
obtain from {Rudas] a contractual approval right. Even withsuch a
contractual rizht, it is unlikely we could force the Tenors to sing that which
they do not w..ii to sing. Therefore, there is always the risk that, after all is
said and dene, we could end up with an album comprised of repertoire which
has little commercial appeal.
CX354 at 3TENGOO02272; see alvo CX356 at 3TEN00002249; O*Brien 418:1-7 (in Deccmber
1997, Warner considered the repertoire issve to be one of the most significant business risks of the
3T3 project).

75, Wild's memo identifies and discusses several other “significant business risks™
associated with the 3T3 transaction. Significantly, Wild does not identify as a problem free riding,
consumer confusion, ot difficulties in developing an effective marketing strategy for 3T3. CX354 at
ITENOOODZZ71-000022713,

76. Ultimately, PelyGram and Warner agreed to forgo the right to approve the repertoire for

the 1998 concert. C}{SSE at ITENCGQGOZ249 (“PolyGram has dropped this point™); JX322 at

UMGO01342; O°Brien 418:13-21.
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77, The final contract between Wamer and the Rudas Organization provides that the Rudas

Organization shall contro! the selection of songs for the Paris concert.

TX22 at UMG001342 (“RPL [Rudas] will
consider our input [regarding repertoire], but in the event of & disagreemsﬁt RPL’s decision is
final.”}.

C. PolyGram and Warner Congider YWays to Dﬁﬁn omish 3T3

78. In 1995 and 1997 nrior to agresing to distribute 3173, both Poly(Gram and Wamer were
concerned that the 1998 Three Tenors albwm would be neither as onginal not as commercially
appealing as the 1990 and 1994 releases. CX318 at UMG004146, UMGO04150 ("The
exhibitionistic milking of the 3T formula, particularty with the ongoing tour probably will —in spile
of enthusiastic crowd reaclion — take away a fot of the myth, charm, sumprise ctc of a thard recording
project . .. | tééi uneasy about the prospects of 3 tenors (11, since the three have refused to inchide
any additional ‘new” attractive element._ . . ), CX321 at ATENOGGO04277 (“The [Three Tenors]
concept, unique in 1990, anticipated in 1594, will, by the time the current concert tour is completed,
have been considerably diminished.™); CX424 at UMG003563 (“the public perception of the Three
Tenors 1n the UK. is- now that they are jaded, and their coneerts {ommulaic™).

1. PolyGram and Warner Seek to Develop a Uaique Identity for 3T3
79. PolyGram snd Wamer considered various marketing stratezies aimed at creating a

unique identity for the 1998 album, distinet from the previous Three Tenors recordings. Saintilan
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Dep. (TX94) 101:19-22 (marketing campaign for 3T3 attempted to create an identity distinct from
3T1 and 3T2); CX381 at ITENOOODO247 (public relations campaign for 1998 Paris concert must
“underline and promaote the unique qualities of the 1998 c-:;nccﬁ in terms of location, seale, fres
attendance, new repertoire and set ete.”); CX386 at UMG004596 (“Message —new and fresh,
unique outdoor event, different packaging");. Cx423 at UUMGO03603 (“The principal objective of
this campaign must be to show that this recerd is totally different from 3 Tenors | and 3 Tenors [1L™).

80. Imtially, PolyGram executives wished to differentiate the 1998 concert by including a
guest performer. Stip. § 128; Roberts Dep. (JX92} 25:9-26:12, 27:7-13 (inclusion of guest
performer would make 3T3 “more interesting, more compelling, potentially more commercial™).
However, this suggestion was rejected by the Tenors, Roberts Dep. (JX92) 25:9-26:21; CX318 at
UMGO04130 {Ienors “have refused to inchide any additional ‘new’ attractive element™).

81. Apother PolyGram proposal was t0 commission the wﬁﬁng.nf' ome or more original
songs. PolyGram considered soliciting new material from Andrew Lloyd Webber, Elton Iohp,
Stevie Wonder, or, from writers associated with Celine Dion, Barbra Streisand, Andrea Boeelli and
Whithey Houston, CX485 at UMG004182. See alea CX331 at UMGO04185-184. These ideas
were not implemented.

82. TolyGram and Warner discussed “positioning™ themes for 3T3. Pesitioning means
“creating an identity or a set of messages aroumd a CD that differentiate [it] from other CDs.”
Saintilan Dep. [D(Qa;} 61:19-21. For example, the parties’ marketing activities for 3T3 emphasized
“that it was a speclacular Parisian evenl, that # was an awesome spectacle with a completely

different context from either the *94 album or the “90 album.” Saintilan Dep. (TX94) 101:23-102:2,
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83, The parties alse recognized the desirability of designing packaging for the 1998 Three
Tenors products that was “as different as possible from the two previous releases.” CX383 at
UUMGO03284; I3(26 at UMGO00372; Saintitan Dep. (IX94) 66:9-67:2,

2. Rudas Promiscs an All-New Repertnire

84. On January 6. 1998, Tibor Rudas publicly armounced that the Three Tenors would
perform in Paris in front of the Eiffel Tower, on July 10, 1998, as part of the World Cup
celebrations, Rudis promised “a totally new repertoire of operatic arizs and world-renowned
popuiar songs.” CX380 at 3TENOO003974.

25. In addition to promising the werld a *totally new repertoire,” Rudas repeatedly assured
the music companies that the atbum to be recorded in Paris would consist of new songs not
appearing on the prior two albums. CX387 at INVG03148 (“Mr. Rudas emphasized that everyone
should know that the Tenors are performing an entirely new program.”).

86. PolyGram and Warner determined that the all new repertoire “not on albums 1 & 27
would be a key selling point for 3T3. CX383 at UMGO03283-284; Saintilan Dep. (FX%4} 57:12-
58:2 (*[all new material | would provide a more compelling reason 10 purchase the album than if the
materizl had been repeated on previous albums™); Saintilan Depl. (JX54) 58:13-15 (*[PolyGram] feit
the more new material that was an the album, then the sironger it would be in terms of the
marketing proposition™); CX381 at ITENODD0GZ245-00000246 (“The repertoire for the concert will
be entirely new and ;h:resented to the world for the first time™); CX3%91 at UMG0O03218 (“Emphasis
on all new repertoire angla ., .}

R7. PolyCiram relayed this message to its eperating companies. JX25 (Saintilan informs

opcos: ©T can assure you that . . . we’ll have a great, new reperteire”™); CX40% at UMGO04908 (“the
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Pariz 1998 release will feature only brand pew wmaterjal™) (emphasis in original); CX417 at
UMG003384 (PolyGram operating companies informed of “ALL NEW REf‘ERTDIRE”] -
{emphasis in original), CX471 at UMG003862 (*Please remember — the new reportoire is your
biggest selling point.™).

84. Informed of Rudas” intention to deliver new repertoire for 3T3, PolyGram operating
companies agreed that the new repericire would be a significant selling point for the 1998 Three
Tenors album, JX39 (It would be a strong selling paint for us if you could make a Feature of the
new repertoire on the front cover.™); CX423 at UMGA03603 (“The principal objective of this
curmpaign ust be to show that this record is totally different from 3 Tenors [ and 3 Tencrs IL™):
CX343 (“Estimate of *%8 sales for 3 Tenors [in France]: 100,000/150,000 [F NEW
REPERTOIRE.™} {emphasis in original).

89. The meszage that 3T3 would contain all new repertoire was one of the promotional
themies presented to the media by PolyGram and Wamer. CX477 at ITEN0Q008309 (“With Jose,
Placido, and Luciano performing an entirely new repertoire of operatic arias and beloved songs in
six languages, their millions of fans can expect an exceptional mew album and a dramatic video.™);
Saintilan Dep. (IX24) 112:;7-19; CX496; JX82 al UMGO03853 (& brand new programme ol
popular aras™). _

90. As will be discussed in further detail below, despite the desire for and expectation of all
new repertoire for 3T3 to increase the likelihood of 3T3's commercial success, ultimately both

PolyGram and Warner concluded that the repertoire was disappointing. See CPF 5% 142-1406.
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V. Polyeram and Warner Agrec to Restrict the Discounting and Advertising of their
Older Three Tenors Albums

A. Warner and PolyGram Agree Not to Promote Catalogue Products

91, The jdea of a moratorium on competitive activity originated with Chris Roberts,
President of PolyGram Classics. Saintilan Dep. (JX94) 41:10-15. Initially, Roberts was concerned
shout the actvities of PolyGram's own operating companies. That is, Roberts wanted to be sure
ihat the PolyGram operating companies did not promoete 3T1 in a way that would divert sales from
3T3. Saintilan Dep. (TX94) 41:10-15, 44:21-45:4. Roberts expressed this concern to Paul Saintilan,
the individual at PolyGram respensible for managing the marketing of 3T3. Saintilan Dep. (JX94)
41:10-42:1.

92. Tn early 1998, I"au] Saintilan relayed to PolyGram operating companies Chris Robes
view that 3T1 should not be promoted i a way that captures sales from 3T3. The response from the
PalvGram operating companies was that i Wamer were promoting 3T2, then they wanted to be free
. to promote 3T1. Saintilan Dep. (JX94) 41:16-42:10; Szintilan Dep. (TX94} 46:9-23,

1. Warnci ana Pobveram Discaas Marketing of Older Albums

93, On Janvary 29, 1998, representatives of PolvGram and Warner first met to discuss
“marketing and operational issues™ relating to the release of 3T3. Saintilan Dep. (1X94) 56:11-57:8.
CX583 is minutes of {he January 29 meeting, prepared by Paul Saintilan shortly afier the meeting,
Saintilan Dep. (TX94) 55:13-56:6.

94. The following persons attended the Jannary 29, 1998 meeting: From Warner, Pat

Creed, Vicky Germaise, and Margo Scott; From PolyGram, Chris Roberts (PolyGram Classics),
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Rand Hoffinan (PolyGram Holding), Roger Lewts {Decca), and Paul Saintlan (Decea). Also in
aftendance was Wayne Baruch, a representative of the Rudas Organization. CX383 at
IMGO03282; Saintilan Dep. (JX94) 56:14-235.

93. Various issues relating to the marketing of 3T3 were discussed at the January 29, 155§
meeting {e. g., cover art, positioning, packaging). In addition, Chris Roberts (PolyGram Classics)
raised with the group his “general concern™ over how older Three Tenors prodnets would be
marketed upon the releasc of 3T3. Saintflan Dep. (JX94) 42:24-43:14. One option, Roberts
mdicated, was to “impose an ad moratorium until November 15,7 CX383 at UMGO0328; Saintilan
Dep. (TX94) 72:20-73:11. There wete “no concrete discussions™ regarding the proposed advertising
moratorinm. Indeed, the Warnes representatives expressed no view on the subjeet (at least none 1.
Saintilan recalls or enicred into his notes). Santilan Dep. (JX94) 72:20-73:11; Saintilan Dep.
{IX%4) 74:15-18. Roberts simply raised the issuc of advertising older Throe Tenors albums, and
sugpested that it could be resolved at some future date. Saintilan Dep. (JX54) 42:24-43:3.

96, At the January 29, 1998 meeting, PolyGram and Warnar did ant reach any agreement
regarding the concem raised by Chris Roberts (PolyGram Classics). Saintilan Dep. (1294} 73:14-18
{no agreement or resoluticn was reached): Saintilan Dep. (X94) 1[19_':5 -110:10,

97. At the January 29, 1998 meeting, there was no discussion concerning the pricing of 3T
and 3T2; only advertising was addressed. Saintilan Dep. (JX94) 73:21-24 {does not recall
discussion of pricing of older Three tenors albums); Saintilan Notes (January 29, 1998 Meeting}
(UMGO03282-89) (CX383) (no reference to discussion of pricing).

98. Af an internal PolyGram meeting on February 9, 1998, Saintilan reported thal there werc

*Wo restrictions on 1990/1994 products.” CX386 at UMG0045906.
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2. PolyGram and Warner Agree to Restrict the Marketing of 3T1 and 3T2

99. The next meeting of PolyGram and Wamer representatives to discuss the 3T3 project
was heid in New York on March 10, 1998. CX333 at UMG003289 (scheduling folfow-up meeting
" for second week of March); Saintilan Dep. (JX94) 75:17-21. Between the January 29 meeting and
the March 10 meeting, there had been no communications between PolyGram and Warner relating
ta the prnpuséd Three Tenors meratorivm. Saintilan Dep. (1X94) 75:17-21 (Szintilan recalls no
communications belween January 22 and March 10 on subject of moratorium). JX5 is Saintilan’s
notes from the March 10 meeting, prepared on or about March 10, 1998, Saintilan Dﬂp.. {TX94}
110:23-111:21.

101 The following persons attended the March 1€], 1998 meeting: From FalyGram, Roger
Lewis (Decca), Paul Saintilan (Decea), Rand Hoffman (PolyGram Heolding), and Alex Darbyshire
(PolyGram Video); From Warner, Vicky Germaise, Pat Creed, and Marge Scoit. Wayne Baruch
from the Rudas Organization also attendad. JX& at UMGO001523; Hoffman 308:20-309:21.

101, Atthe March 10, 1998 meeting, PolyGram and Wamer representatives discussed the
marketing of 3T1 and 3T2. Saintilan Dep. (D{94.] 113:10-16. Saintilan’s notes of the March 10,
1998 meeting state that, at the meeting, the parties reached an “Agreement that a big push on
catalogue shouldn’t take place beforc November 15, JX5 a[IT_]T'u‘IGﬂﬂlSET; see qiso CX388 at
ITENGGOOR009 (Warner notes of March 10, 1998 meeling) (“ernbarge — Nov. 15 *nol actively”
pushing back catelogue, after that a free for all™).

102, Catalogue is a music industry term that refers to older albums that continue to be

offercd for sale by a music company. Hoffman 309:22-310:3; O’Brien 394:19-23,



103. The agreement between PolyGram and Wamer to forgo 2 “big push” on catalogue
products was explained by Saintilan at his depesition. According to Saintilan, at the March 10,.
1998 meeting, PolyGram and Warner agreed to observe a “'window™ or “moratorfum™ at the time of
the release of 3T3 in which prive discountling and promotion of 3TT and 3T2 would not take place.
Saintilan Dep. (JX%94) 115:24-116:3.

104. Roger Lewis, President of Decca, attended the March 10, 1998 meeting and
participated in the discussions regarding the marketing of 3T and 3T2. [.ewis approved of the
moratorium agreement, Saiptilan Dep. (JXS4) 117:3-8.

105, It was Saintilan’s understanding that, at this meeting, a commitment to the mormorum
was being made by Decea on behalf of all PolyGram companies worldwide, including the PolyGram
affiliates in the United States. It was also Saintilan’s understanding that a commitment to the
moralorium was being made by the Warner representatives on behalf of all Warner companies
worldwide, inchuding the Warner operating companigs in the United States. Saintilan Dep, (JX94)
124:04-125:25,

106. During the March 10, 1998 mecting, the precise startiog date for the moratorium wis
not specified, JX5 at UMGO01327.

3, The Maoratorium Was Understood and lntended by PolyGram and
Warner to Apply to the Markeiing of 3T1 and 3T2 in the United States

107, The uncierstanding reached by PolvGram and Warner af the March 10, 1998 meeting
was that the moratorium on competitive activity would be implemented in all markets worldwide,
including the Umiled States. Samiilan Dep. (JX94) 116:16-21. PolyGram was concerned about
possible discounting of 3T2 by Warner, both internationally and in the United States. Saintilan Dep.
(FX94} 77:1-7.
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108. In order for PolyGram to implement the moratoriem in the United States, PolyGram
needed the cooperation of PolyGram Classics and PGL, Saintilan Dep. (JX94) 49:8-15,

109. In 1998, Kevin Gore was the Senior Vice President and General Manager of PolyGrarn
Classics in the Upited Sustes. Stip. 5 26.

110, In the spring of 1998, Paul Saintilan spoke to Kevin Gore about the Three Tenors
moeratorium. This conversation took place in the United States. Saintilan toid Gore that he
{Saintiian) wanteg PolyCGiram Classics to forgo discounting and advertising for 3T1 in the TInited
States for a period of time. Gore responded that PolyGram Classics “would seek to comply.™
Saintilan Dep. (J2494}) 49:16-50:24, Samtilan understeed that Gore intended to communicate with
PGD reparding the moratorium, and to ensure that PGD complied with its terms. Satnfilan Dep.
(TX94) 51:3-15. Thus, PolyGram executives were genuinely concerned that, absent the moratorivm
agreement, the U.5. companies would discount 3T1 in the period following the release of 3T3,

B Polygram Develops Marketing Plans for 3T1
Constrained by the Moratorium Agreement

111. By memaorandum dated Febmary 27, 1995, Saintilan regquested that each PolyGram
operating company provide DeccaPolyGram with an outline of its local marketing campaign for
3T1 and 3T3. CX417 a1t UMGHO03382. With regard to 3T 1, Saintilan sought a description of
planned marketing activities, expenditures, and target incremental sales. CX417 at UMGO03390-
(403391, The metne ;equests that the operating companies respond by March 18, 1998, £X417 at
UMG0033382, 303390,

112, The opeos responded to Sainlilan’s request by submiiling a deseription of planned
marketing activities for 3T, JX50 at UMGG03661-62. Several of the PolyGram operating
companies planned price discounting and advertising campaigns for 3T1 during 1998, which they
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forecast would result in significant incremental sales. £ g, JX350 at UMGO03666 (Australia); JX50
at UMGO03685 (France): JX50 at UMG003746 (United Kingdom), See airo CX427, IX37 (price
discounting in Franee would treble sales).

113, During 1998, the practice within PolyGram was that if an operating company wished to
significantly reduce the price of 3T1, that operating company was supposed to request and obfain
the congent of both Decca (the repertoire owner) and Poly(Gram Viee President Bert Cloeckaetrt.

Cloeckaert Dep. (IX97) 52:2-13; Cloeckaert Dep. (JXB8) 176:7-177:6; CX510 at IIMGN06328;
CX543 at UMG006214 (*operating companies are nol alilowed to go below prices given to them on
the price harmonization sheets.™); Hoffman 313:10-18.

114. In the spring of 1998, several Polypram operating companies formally requested
permission ftom Decca and PolyGram Lo discount and promote 3T1. JX35; CX401; CX402;
CX403; CX404; CK427. PolyGram operating companics wished to offar 3T1 at a discount price for
all or part of the period running from August 1 to October 15, 1998, CX403; CX428; CX42% at
AMGO03056; CX442 at UMO000195; TXAS; T4

115. PolyGram Vice President Bert Cloeckaert expected that a temporary reduction in the
price of 3T1 would lead to significantly higher sales levels. Cloeckaert Dep. (JX97) 81:1-82:9.
PolyGram’s reduction in the price of 3T1 in Furope during the pre-moratorium period did in fact
lead o hipher sales levels. Cloeckaert Dep. (TX97) 81:9-22.

116. In a series of memos, PolyGram instructed its operating companies: (i) that in view of
the upcoming World Cup tournament, ithey could reduce the price of 3T1 and advertise its
availability; but (ii} pursuant to an agreemeni with Warner, aggressive marketing campaigns in

support of 3T1 would have 1o terminate by the end of July 1598;
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“To keep in line with an agreement laid down with Atlantic and [PolyGram Classics
President] Chris Roberts, we should not encourape any promotion on the original
[Three Tenors] aibum from the day of release of the new album {probably in-store
August 10) for a perind of argund 6 weeks.” IX40.

“We have agreed with Wamers to discourage any promotion on the first [Three
Tenors] album from the day of release of the new album . . . for a period of around 6
weeks. So all promotion on the first album should have slopped by then.” CX404
{emphasis in criginal),

“PolyGram has made an undertaking to Atlantic Records that no advertising or point
of sale material originated for the launch of the new album will feature packshots of
the 1990 album. This is based on Atlantic reciprocating by omitting the 1994 album
in their initial POS [point of sale}/ads, and telling their OpCos to back off promating
the 1994 album worldwide until 3 sufficient window has been observed.” JX28 at
IIMGR01487.

“Following furiher discussions with Warners regarding the joint marketing of the
1998 ‘3 Tenors' album, it is now fett that we should avoid any ageressive price
campaigns of the 1* *3 Tenors” album. This means that we will be unable to give
conscnt o Germany and France for their campaigns and that we shall discourage any
further requests from other opcas . . . . We do hope that you will appreciate that this
decizion is partly beyond our control and arises from 3 complex set of ongoing
negotiations between PolyGram, Warners and the Rudas Organisation,” JX42
{emphasis in original).

campaizn first canvassed by Bert Clocckaert in Europe has also been re-introduced
{mid-price royalty break available from Stephen Greene on application). . . . Atlantic
and PolyGram have agreed that we will jointly refrain from any promotion of the
previous albums that could potentially undermine sales of the pew album around the
time of the inttial releasze.™ CX459 at UMG 5K 0005,

See glso CX391 at UMGO03227 (“00/94 Catalogue — agrecd no big push on this
before 15 Nov™); CX3593 at UMG000541; CX413 at UMG3I058 (per agreement with
Atlantic, ail price diseounting on 311 shonld be discontinned from July 24, 199K,
JX48 ("[W]e will need a very aggressive markeling campaipn on the Origmal Three
Tenors to sell 60k uniis, which perhaps will see us in breach of the agreement with
Warners — so it is a delicate sinzation.™).

30



. PolyGram Seeks Assurances that Warner Is Ailso Preparing to
Comply with the Moratorinm Agrecment

117. PolyGram was concemed that Warner might cheat on the moratorivm agracmeﬁl b}r
discounting 3T2. In April 1998, Chris Roberts, President of Poly(Gram Classics, instructed Paul
Saintilan lo “ensure’ that Warner would comply with the moratorium agreement. JX34. Saintilan
understoad compliance to mean that Wamer would not discount or advertise 3T2 in the pericd
tollowing the release of 3T3. Sainfilan Dep. (JX94) 129:13.23.

118. Saintilan’s strategy to confirm that Warner intended to comply with the moratorinom
agreement was to request that Warner provide to PelyGram copies of Wamer®s ternal directives to
Warncr operating companies instructing ¢ompliance with the moratorium agreement, JX34.

119. During 1598, Pat Creed was Senior Director for Product Develnpment.fnr Atlantic
Records, and was responsible for marketing and promotional activities for 3T3 in the United States.
Stip. 1 36. Creed had attended the March 10, 1998 marketing meeting at which the Three Tenors
maoratorinm was first agreed upon by PoelyGram and Warner. JX5 at UMG0015235.

120, Om April 29, 1998, Saintilan (Decca/PolvGram) sent a letter to Creed
{Allaniic/Warner) sceking assurance that Warner was planning to abide by the moratorinm. The
letter to Wamer references PolyGram’s written instroctions to Polylram operating companies
requiring an end to discounting of 3T1 by July 24, 1998, Kainfilan requested confirmation thai
Warner planned to “;nfmce the same window.” JX6.

121. Pat Creed forwarded Samitilan’s Apal 29, 1998 letier to Anthony Q' Brien, Executive

Yice President and Chief Financial Officer of Atlantic. Creed’s cover memo notes that Saintilan’s
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letter includes “a copy of the message sent by Decea to their affiliates around the world, They are
still looking for some sort of assurance from us that the same is being done for Warner Music
Intematicnal.” CX415 at 3STENOGO10551.

122. Saintilan also sent a copy of his Aprii 22, 1998 jeiter 1o Rand Hoffman (PolyGram
Holding). Hoffiman forwarded a copy of the letter to Margo Scott, an attemey for Wamer, Hoffiman
320:10-16. |

1. . Warner Music International Launches an Apgressive Discoant and
Promotion Campaiga for 3T2

123, Wamer had no responsibility for the sale, markeling or promotion of 3T3 cutside the
United States. For this reason, WMI personncl were not involved in planning for the release of 3T3,
and were not aware of discussions concerning the moratorium. No WMI representatives attended
any of the joint PolyGramy/Warner marketing meetings, and there is no evidence that WMI was
provided with any information regarding the marketing plans for 3T3. See CPF 19 24, 100.

124, In December 1997, WMI began planning a television advertising campaign for 3T2 to
ran in Europe from July through December 1993, WMI planned “to aggressively advertise, position
and discount-price the 1994 album™ throughout the second half of 1998, CX443 at 3TENOQO03641;
CX366 at 3TENG00I7335; O'Brien 414:1-9. ) B

12.5. WMTI forecast that dropping the wholesale price of the 3T2 from 313.40 per unit to
$8.50 per umit, cumb}ned with an aggressive advertising campaign, would increase the company's
sales of 3T2 by 170 percent. JX31 at 3TEN00009930. In order to subsidize a price cut, in-gtore
merchandising, and tzlevision and press advertising for 3T2, WMTI asked the Rudas Organization to

otanl WMI a temporary reduction in royalties owed. JX60 al 3TEN0O002561. WMI assured Rudas
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* that, given the anticipated increase in sales volume for 3T2, the Rudas Organization would garner
higher profits at the lower royalty rate. JX60 at 3TENO00G3561; JX31 at 3TEN00009930.

126. Warner did not require the consent of the Rudas Organization to lower the wholesale
price of 3T2. Warner did need such cousent in order to reduce the royalty owed to the Rudas
Organization on sales of 3T2. CX398;

127. In May 1998, 'Tibor Rudas consented to a2 reduced royalty rate for the 3T2 andic and
video products for the period from May to December 1998. CX426 at 3TEND0G03357-58; JX60 at
ITCND0003S61 (“to 17 Jan agree™); CX431 at 3TEN00009923; CX432; CX434 at STENOGO11049,
CX435 at 3TENOOO17859; CX436; C448 at ITENOOO11077-78.

128, On May 15, 1998, WMI issued a bulletin te its operating companies woridwide
announcing the launch of a discount campaign {or 3_T2, eliective from May 17, 1998 umil
December 31, 1998, CX435 at 3ITENGO017900.

2. PolyGram Learns of Warner’s Plans to Discount and Promote 3T2

129, A copy of WA s bulletin announcing the discount campaign for 312, scheduled to run
through December 1998, was obtained by PolyGram in June 1998, CX425 at UMGU00I66-67.

130. Polytram had hoped to obtain intemal Warner documents confirming Warner’s
intention 1o comply with the moratorium. instsad, PolyGram obtained information indicating that
Warnier would be selling 3T2 at a substantial discount. CX429 at UMGOQ03056 (it seems Warners
arc already in breach of the arrangement made by the two CECQ's!™); CX441,

131. PolyGram’s operating companies informed Saintilan and PolyGram’s central

management that they wanted to respond to Warner’s price discounts on 3T2 by discounting
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PolyGram™s 3T1. CX425 at UMG000167 (“Warner has reduced 3T2 . . . So if consumers are going
ta buy ‘other’ product, I would prefer it to be a decea ed.™); CX429 at UMG03056; CX440; CX442
al UMG0O(0194.

3 WHMI's Disconnting Creates Concerns About the Implementation of the
Three Tencrs Moratorium Agreement

132. Rand Hoffman served as PolyGram’s ligison with Warner for contract issues relating
1o the 3T3 project. In June 1998, Chris Roberts (PolyGram Classics) forwarded to Hoffiman a note
complaining that Warner was significantly discounting 312 in Europe. IX66.

133. Haffinan had attended the March 10, 1998 marketing meeting, and understand that
PolyGram and Warner representatives had agreed to implement 2 moratorium on competitive
activity for 3T1 and 3T2. Hoffman 280:10-14; I35 at UMGO01523.

134. On June 11, 1908, Hoffman sent a letter to Warner. 1{offinan 322:4-6. Hoffman
complained that in Denmark, and perhaps elsewhere in Europe, Warner was offering 3T2 at a “very
low price,” This action, Hoffman charged, contravened the understanding bebween PolyCram and
Warner. Hoffman asked that Warner take steps to eliminate this discounting {IX64):

This [low price] clearly vinlates tha general understanding PolyGram and Atlantic
reached sbout not promoting or selling the 1990 and 1994 albums in a manner that
would negatively affect sales of the 1998 album. T widerstand the difficulty of
corpmimicating a consistent policy on a worldwide hasis, but I must ask thal you
comtact whomever is necessary in the Wamer Internanonal organization so that this
practice and others like it stop immedialely.

135. Holfman was not then aware that the moratorium period was scheduled to commence
at the end of July. When informed of this fact, Hof¥man revoked his letter. JX66; Hoffman 322:22-

323:14; YX635 (“revoked by Rand Hoffman 6/12 (apparently there was an agreement that untii July

both coutd specially price prior records)™).
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136. PolyGram understood that its central manapement did not have complete control over
the prices charged by its operating companies, and understood that Warner had similar problems
controlling its operating companies. Saintilan Dep, (J3X94) 153:4-17. PolyGram therefore was
concerned that it would be difficult for both companies to implement the moratorium consistently
on a worldwide basis. Hoffinan 322:16-21; Saintilan Dep. (JX%84} 153:4-17,

137. PolyGram managers dischssed what to do about price discounting on 3T1 in light of
the confusion regarding the starting date for the moratorivm. Chris Roberis, President of Poly(Gram
Classics, advised that the moratorium agreement was likely to fall apart because of the mutual
distrust between PolyGram and Warner at the leve] of the operating companies, Saintilan Dep.
(IX84) 134:22-136:6; X606,

158. Saintilan concluded that PolyGram should not coax and cajole its local operating
companies to sbide by the moratorium; If Wamer discounted 3772 in a local market, the PolyGram
operating company would be permitted to “retaliate” with discounts on 3T1. Saintilan Dep. (YX94)
138:17-21 (*I couldn’t be constantly intervening in the 50 - the conversations going on in 50
countrics around the world on this issuc; and therefore, there was an option of stepping back and
[etting natural forces take hold.™). Saintilan distributed an e-maii message to PolyGram executives
seeking their concurrence in this course of sction:

[TThe moratorium will almost certainly fall apart between the two comipanies, and we
should not police it within PolyGram. Is everyone DK with this? T'm reluctant to
send an official note throughout the company, as it deliberately contradicts the earlier
rationale we gave, and is completely inconsistent with a fax T actually sent to Atlantic
saying that we vigorously police a window from “late July™ through to “when the
Christmas campaigns hit the shops.” Better to ket it fall apart naturally on 2 temitory
by territory basis with us failing to police any retaliation. That’s my preferred optien
anyway.

IX66.



139. During June 1998, senior management at PolyGram concluded that there was likely to
be discounting and promotion of the older Three Tenors products upon the release of 3T3,. .
notwithstanding the agreement of senior executives at PolyGram and Warner to observe a
moratoriin. Hajﬁtilan Dep. (1X94) 139:9-19, 154:13-18. Nevertheless, PolyGram did not modify
its plans for advertising and prometing 3T3. Saintilan Dep. {JX94) 139:20-23.

140. During June 1998, senior management at PolyGram expected that there might be no
motatorizm on the discounting and premotion of the older Three Tenors products upon the release
of 3T3. Saintilan Dep. (TX94) 139:9-19, 154:13-18. See CPF 71 136-138. Duriny this period, there
i3 gg-cvidencc that:

- PolyGram abandoned {or considered abandaning) the PolvGranyWarner joint
venture;

- PolyGram cancelled {or considered cancelling) the Pariz concert;

- PolyGram modified (ar considered madifying) its plans to manufactire, market,
distribute, or sell 3T3 ouiside of the United States;

- PolyGram directed Wamer to modify Warner’s plaps to manutacture, market,
distribuie, or sell 3T3 in the United States; or

- PolyGram ceased to coordinate with Warner marketing activity for 3T3.

141. In other words, PolyGram’s ondy response to the expectation that Warner would be
discountmg 3T2 upon the release of 3T3 was to notify its opemating companics that they were free to
retaliate by discounti;'jg 3T1. JX9-B at 3TENOOCOD1 3 (“informal puidance has been given 2t a local
lavel that in the event of failure by Warners to enforce any moratorium they should react as they feel
appropriate™); JXi-B (“we have informally allowed jthe moratorium] to collapse at a local level to

allow a response to Warner pricing.™).
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D, Warner and PolyGram Are Alarmed by the Proposed Repertoire for the Paris
Coneert

142. PolyGram and Warner hoped and expected that the 1998 Three Tenots recm:di-xi-gsn |
would consist of all new maierial. See CPF T 84-89.

143. In June 1998, the Rudaz Organization informed PolyGram and Warner of (he intended
repertoire for the upmmiﬁg Three Tenors concert.  CX486; CX487, CX488. PolyGram and
Wamer were alarmed to learn that the intended repertoire tor the 1 998 Three Tenors concert was
“not substantially new.” CX490; CX489; (¥’ Brien 424:23-425-13_ Instead, the intended repertoire
for the 1998 Three Tenors concert would overlap substantially with the repertoirs of the earlier
Three Tenors concerts: *“4 out of the 5 songs Pavarotﬁ 1s considerg singing were performed in
either 1990 or 1994, In addition, 7 of the 8 scheduled encores were perforlﬁed in ei;uher 1990 or
1994." CX48%; CX450,

144. The parties were concerned that i the overlap in repertoire between 3T3 and the earlier
Three Tenors albims was too extensive, then 3T3 could [ose sales to 3T1 and 3T2. (FBrien 426:4-
4 The mmpa.ﬁies had expected new and exeiting repertoire, and the failore to deliver such a
repertoire risked the success of the venture. See CPF Y1 71-77, 84-89.

145, On several occasions from mid-June through to the date of the concert, PolyGram and
Warner expressed to Tihor Rudas their dissatisfaclion with the intended repertoire. CX487; CX489;
CX4RO; C3{400.

i46. PolyGram and Warner understood that the Tenors® failure to deliver a substantially
new repertoire at the 1998 concert would jeopardize the commercial success of the 1998 album and

video. According to Warner executive Anthony O Brien:
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[T]he proklem that we had was that The Three Tenors [are] perhaps three of
the laziest performers we have ever seen performing this type of music, and
what we were hoping for, when we were making the *98 concert, was to have .
new and exciting repertoire. . . And they’re not particularly given to sort of
learning new arias, and so Nessun dorma! would come back again, or maybe
Carreras would sing one of the Pavarotti songs or vice versa. And so

although the album was different . . . it wasn’, perhaps, quite as new and
exciting as we had hoped it to ba.

O'Brien L1 (JX101) 74:2-16.

E. Atlantic Learns that WMI's Discounting Campaigs Will Take Place
During the Planned Moratorium Period

147. At abont the sarnc time that they leamed that the repertotre would not be substantially
new, Anthony (' Brien and other executives at Atlantic/Warner became aware that Warner's
" c.mationa! operation, W, was using a discount campaign to seli 3T2, and bence that the Three
‘Tenors moratorium agreement was i jeopardy of falling apart. JXG8.

148. On June 24, 1998, Atlantic forwarded a memo o Ramon Lopez, the President of WhL.
Atlantic warned WMI that its price cut on 3T2 could lead PolyGram to discount ifs catalogue Three
Tenors album: |

WMI’s campaign could have a serious negative impact on PolyGram’s
matketing of the new Three Tenors album . _ . . PolyGram is planning on a
nmoratorium on marketing theit 1990 albom . . .. [W]hen PolyGram leams of
WMI's plans, PolyGram will be forced to market aggressively their 1950
album as well. When all is said and done, the real loser could be the Wamer
Music Group and its $% million invesiment in the new album.

X443 at ITENOO003641.
149. Rameon Lopez, President of WML, responded to Atlantic on July 1, [998, insisting that
PolyCram had mitiated the price reduction:
Fam somewhat baffled by vour asscrtion that PolyGram is planning a
moratorium on the marketing of their 19%0 album. You should be aware that

PolyGram has been markeling and pricing very aggressively their 1990 album
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for approximately a month and a half already - well ahead of us — and in
some markets they are actually giving the dealers incentives not to buy in our
album . ...
Far from the Warner Music Group shoating itself in the foot by us marketing
our alburn, we wili be doityg precisely that if we allow Poly(Gram to have g
free run in marketing theirs with us doing nothing with ours.

JX8.

¥1l. PolyGram and Warner Reaffirm the Moratoriom Agreement

A, Warner and PolyGram Provide Oral Assurances to One Another

150. Onp June 25, 1998, Anthonry O’Brien (Atlantic/Warner) and P'aul Saintilan
{Decca/PolyGram) discussed by telephone the Three Tenors moratorium. JX9-4A at ITEN0QO3(2
{tef -:ing to telephone conversation hetween O’Brien and Szintilan on June 25, 1998); JX74
{referring 1o telephone conversation between O°Brien and Saintilan two weeks in advance of July
10).

151. During the June 25, 1998 relephone conversation, Saintilan reaffirmed PolyGram’s
wiilingness to forge discounting and advertizing of 3T1, provided that Warner reciprocated with
regard to 3T2. 'Drien assured Saintilan that his company, Atlantic, would comply with the
moratorium agreement in the United States. O'Brien 433:3-20. i

152. O’Brien also told Saintilan that he would communicate with representatives of WMI to
ensure that WMI would also abide by the moratorium. (' Brien 433:21-25,

153. During the June 25, 1998 telephone conversation, O'Bricn understood that Saintilan

had the authority to agree, and did agree, to the moratorium on behalf of all of PolyGram. (’Brien

434:1-110.
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B. PolyGram Sceks Farther Assorances of Compliance from Warner

134. On July 2, 1998, Paul Saintilan (PolyGram) forwarded a letter to Anthorny (' Brien
confirmning the terms of the maratorium on competition, and requesting additional assurances that
Warner intended to compiy on a worldwids basis. The letter specifies that audio versions of 3T1
and 3'T2 will not be discounted or advertised for the period from August 1 to Gcetober 13, 1998,
JXS-E.

155. Later the same day, July 2, 1998, Paul Saintilan forwarded a revised letter to Anthony
{¥'Brien confirming the terms of the moratorium on competition, and requesting additional
agsurances that Warner intended to comply on a worldwide basis. The revised leiter differs only
shipghti . from the original letter. The revised letter makes it clear that the proposed moratorinm
agreement should apply to both Thres Tenors albuins and Three Tenors videos:

re:.  THREE TENORS 1990 & 1994 MORATORIUM

I would like to confitmn in writing [PolyGram’s] position on the above, which was
stated in our felephone conversation of Junc 25, We believe that without any firm
agreement between our two companies, there will he nnrestricted price competition
cn the 1920 and 1994 albums and videos, which will damape sales of the new
release, Thus to protect our massive investment, we believe in the principle of &

worldwide moratorium on discounting and promoting the previcus albums and
videos to create a window for the new release.

The widest window that we believe is enforceable at the moment is from August 1
through to Thursday October 15. Duning this lime we would not price discount the
1990 album/video below normal full price, nor would we incorpornate the 1950
formats in any advertising or point of sale materials for the new release . .. . This is
all clearly dependent upon Warners fully reciprocating, and providing the
undertakings in such a way that we have complerc confidence that they will be
enforced.

IX6-A at 3TENQGOO0OT 2.

40



156. (FBrien (Atlantic/Warner) understood the July 2, 1998 Jetter from Saintilan
{DeccaPolyGram) to be for the purpose of detailing the terms of the moratoriurm that had already
been agreed to for the United States, (FYBren 434:11-20.

157, The rwo letters dated July 2, 1998 from Saintilan (Decca/PolyGram) to O° Brien
(Atlantic/Warmer) were sent to Rand Hoffman (PolyGram Holding) in New York, who forwarded
them on to O'Brien (Atlantic/Warner), JX%-A {(“via Rand Hoffman™) and JX9-E (*via Rand
Hoffman™).

C. Poly(zram Sends Follow-Up 1.etter Requesting Assurances of Complianece with
the Moratorium

158, The Thres Tenors performed in coneert in Paris on July 10, 1998, (O’Brien 435:15-17.

159. O’Brien was in Paris on July 14 to attend the Three Tenors cancert. {};Brin:n 435:15-
19,

160, On July 10, 1998, Saintilan (Decca/PolyGram} forwarded a follow-up letter to (O’ Brien
(Atlantic/Warner) providing additional details regarding the implementation of the moratorium
agreement, and again seeking formal confirmation of Warner’s intention to comply on a worldwide
basis:

re: THREE TENORS MORATORIUM ON 199 & 1994 ALBUMS
Az discussed, we fully supporl a moratorium on the above albums which we
strongly believe will be to our murtual benefit. The dates we are prepared to
commit to are from August 1 to November 15 {subject to the qualifications In

italics below}.

The moratorium would constitute the following:
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1. Advertising and promotion
The original 199 album would net be advertised or promoted during this .

period. We have already omitled the 199¢ album from ali advertising and
point of sale materials centrally originated for the new albumn.

2, Pricing

The ariginal 1990 album would be sold at the top classical price point that it
has historically traded at in each market . . . .

As discussed before, PoiyGram operating companies have already been
advised of the above moratorium, however we have informally allowed if to
cellapse at a local level to allow a response to Wamners pricing. When we
have a clear underiaking from Warners that (he above agreement will be
adhered to, we will re-enforce things from our side . . . .
So in summary, once a price agreement has been made, and we have clear
gvidence that Warners will enforce the moratorivm, then we will re-enforce
the moratorium on our side.

IX1-A-B.
1. WMI Provides Assuranees of Compliance with the Moratorium

161, The PolyGram leiters were distributed to sehior cxecuiives within Warner, inchuding
Ramon Lopez, President of WM. This led to a serics of internal discussions. O°Bricn 434:25-
435:8, 437:3-21; CX202; CX457. Lopez acceded to the request of the Atlantic executives to
comply with the moratorinm between August 1, 1998 and October 15, 1998, (¥’ Brien 437:22-4338:2,
439:5-17; IX3; IX2.

162, Lopcz advised ' Brien that he did not wish to enter inlo a detailed written contract
with PolyGram regarding the Three Tenors moratorium “as this may constituie anti-competitive
behaviour.” TX3.

163, On July 13, 1998, WMI distributed a memorandwm to Warnier operating companies

instructing that ibe company’s discount campaign for 312 must end on July 31:
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The previously announced period of the Three Tenors mid price campaign has
changed. This campaigh must now finish July 31st. No further discounting or new
marketing activities which are nol already in place may occur between Augnst 1% and
October 152,
CX458 at ITEN0OOT 7892,
See also JX73 (draft version of WMI’'s July li;’f directive, specifically attributing termination of mid-
price campaign to agreement with PelyGram); O°Bnen 438:3-6,
2. Atlantic Relays WMI's Assent to PolyGram

164, Om Ity 13, 1538, Anthony O’ Brien (Atlantic/Warner} telephoned Paul Saintilan
{Decca/TolyGram) to confirm that WMI was on board and that the moratorium on discounting and
promoting the elder Three Tenors recordintgs would be honored throughout Warner, both in the
United States and internationally. JX3; 7X2; O'Bricn 440:10-441:13. O'Brien furt.her informed
Saintilan that WMI had issued a directive insiructing all Wamer operating companies to observe the
Three Teners moratorium, JX3; IX2.

165. Saintilan independently confirmed (through a friend at Warner) that the directive had
been issued throughout Warner. Saintilan was satisfied that the terms of the directive “cmﬁp].ied
pertectly” with his agreement with Warner. JX4 at UMGO000207.

3.. PolyGram Re-Enforces the Moratorium Internally

166. Later that day, July {3, 1998, Saintilan forwarded an e-mail message to various
PolyGram executives und managers describing his conversation with O’Brien, and informing them
that the moratorium agreement was now securely i place at Warner:

'J'ony {’Bricn advised today that Ramon Lopez had issued the directive
through Warner that they will observe the moratorium from Augest 1 through

to October 15, The exceptions will be in markets where four weeks notice of
a price change is required. Lopez . . . believes that they should police us, and
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we should police them. ‘The prices should be “normal™ and not subject to any
special discounts or promaotion.

IX3.

The recipients of Samiilan’s July 13 e-mail message include Chris Raberts (President, Poly(Gram
(Classics), Kevin Gore {Senior Vice President, FolyGram Classics in the United States), Rand
Floffman (Senior Vice President, PolyGram Helding), and Roger Lewis (President, Decca).

167. Om or about July 14, 1998, Paul Saintilan (Decca/PolyGram) distributed a
memorandum to PolyGram operating companies worldwide “re-enforeing” the company’s intention
to comply with Lhe agreement not to compete with Warner:

Ramon Lopez, the Chairman and CEO of Wamer Music Intemational issued a

dire ive on July 13, that there should be no price discounting, advertizing or
promotion on the 1994 Warners Three Tenors album-from Angust 1 until October
15, The only exceplions to this will be where legal obligations to retailers exist (such
as four weeks notice of a price increase).

We now seek to re-enforce the moratorium on PolyGram’s side, from August 1 to
Cctober 13, on a worldwide, not simply European basis. The moratorium prohibits
price discounting, advertising and promotion of the 1990 album and video during this

period . . ..

Should you find any evidence of Warners failing to comply with this agreement after
August 1, please conlact me providing as much detail as possible.

JX4 at UMGO00208; Saintilan Dep. (TX94) 171:3-3. . -

. The Ineffectual Intervention of Pohv(fram and Warner Atforneys

168. In late Jill}f 1993, after the Paris concert but prior to the release of 3T3, the legal
departments of PolyGram and Warner becamne mvolved with ﬂl;.t moratorium issue, CPF T7169-

17%, 176-130.
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169. On July 17, 1998, Paul Saintian forwarded his documents relating te the Three Tenors
moratoriam to PolyGram’s General Counsel, Richard Constant. Saintilan then proceeded to
“delete” such documents from his files:
Subject: 3 Tenors 1 — Promotion & Pricing — Forwarded
Dear Richard,
Please find attached afl the communication I have on file (which is
now being deleted). This is the complete audit, and ['ve cotng clean
about everything. Having now re-read it all, you will be concemned
that the first e-mail attachment to the opcos specifically mentions an
agrecment, and the document 3t1 which does the same was included
in a conference pack to classical delegates. The remaining docnments
are messages to Atlantic.
The pee ~ig who have generally been preseni at (he Adanlic meetings
and included in the discussions are Chris Roberts, Roger Lewis, Rand
Hoffman, Alex Darbyshire and mysclf.

CX459 2t UM SK D001.

170. In this e-mail messape to PolyGram's General Counsel, Safntilan discusses
“delet[ing])” communications, “com{ing] clean™ about the moratotium and concern ahout
“mention|mg] an agreement.” These references suggest that Saintilan was aware of the antitrust
risks associaled with the moratorium.

171. On July 30, 1998, Paul Saintilen forwarded a memorandum to PolyGram operating
companies denying the existence of the moratorivim agreement between PolsyGram and Warner:

Contrary to any previous suggestion, there has been ne agreemeni with Atlantic
Records in relation to the pricing and marketing of the previous Three Tenors

albums.

IX7To6 at UMGOO0Z1 3.
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172. At trial, PolyGram execative Rand Hoffman acknowledged that Saintilan’s statemert
that “thers has been no agreement”™ was not correct. Hoffman 367:19-368:6. In light of the July 17
e-mail to PolyGram’s Geperal Counsel, it is reasonable to conclude that the July 30 memerandum
was an atlempt lo cover up the moratorium agrezment.
173. Whilc disavowing the existence of a moratorivm agreement, the July 30 memo aiso is
careful to discourage any price discounting of 3T1:
With immediate effect Diecea has concluded that it is appropriate to adopt a
tlexible position that allows operating companies the chance to make their
own commercial decisions on the optimum pricing of the 1990 album, We
should ermnphasize, however, that in deciding how to market and price the
1990 album, operating companies should take tull account of PolyGram’s
massive investment m the 1998 album and the need fo maximize reiuwns on
this inves: eat

JX76 at UMGO0021 3.

174, Saintilan’s July 30, 1998 memorandum was likely understeod by managers at the
PolyGram operating companies as a pretense.  First, these very same operating companies had, over
the previous months, received at least three memoranda advising that there was an agresmeant
between PolyGram and Atlantic resiricting the discounting of previons Three Tenors albums. JXH43
at UMGO00479; JX43 at UMGON0480; JX4 at UMGO00208. Second, altheugh the memorandum
purports to give discretion over 3T1 pricing to the operating companies, the operating companies
understood that thev still could not discount 3T without the express consent of Decca and Bert

Cloeckaert of MolyGram, Cloeckaert Dep. (X588} 175:13-176:18; Stainer Dep, {TX89) 80:11-81:14;

Hidalgo Dep. (JX88) 110:1-5,
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175. Third, as Saintilan acknowledged at deposition, this notification came too late to
permit the opeos to couple the release of 3T3 with a marketing campaign for 3T1. Saintilan Dep.
{TX94) 183:3-184:7:
Due io the very late nature of this communieation, any real planning and
campalgning would have been difficult to implement bocausc it was so late in
the day . . . . The first step would be fo seek the internal permission from the
repertoire owner [Deceal. The second key step is to seek the support of key
retailers and to ensure retail support. Retailers require notice; retailers need
1o, you know, have forward planning. They praduce materials, promational
materials, planning things, vou know, some distance i advance of things
taking place. Therefore a key impediment or a limitation is to ensure retailers
are on board.

See also Gore Dep. (JX87) 46:4-106 {lead time of 34, 60, 20 days depending on the account™ needed

in order to institute a campogn™); Stainer Dep. {JX89) 15:1-5.

176. In 1998, Stephen Kon was outside counsel for PolyGram. Kon testified at deposition
that he told Stuart Robinowitz, an in-house attorney at Warner, thar PolyGram would be sending
Warner a letter outlining its position on the moratorium. Kon Dep. (RX71%) 9:1-11:17. However,
no such letter was ever sent, O'Orien 473:15-474:1, CX596.

177, Anomeys for Warner and PolyGram reviewed a draft letter from O Brien to Saintilan
purporiing te reject the moraiorium agreement for non-U.8. markets. RX706 al UMG SK 0021;
RX707 ai UMG SK 0027, RX708 at UMG 5K 0030,

178. On August 10, 1998, Anthony O'Brien was told to sign and forward to Paul Saintilan a
letter that the attorneys had drafied. O°Brien followed this advice. O'Brien 452:2-24, 470:9-12.

17%. The August 10, 1998 letter executed by ' Brien purports to reject the moratoriom

agreement, and asserts an inteniton to make unilateral decisions on pricing and premetion for 3T2.
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IX81. As O’Brien peinted out at trial, however, the letter specifically references Warner Music
Intcrnational and thus “only pertains to the situation outside the U.S.” O°Brien 471:3-4..

180. On or abeut August 10, 1998, Anthony (F'Brien had a final telephone conversation
with Paul Saintilan regarding the moratorium agreement. O’Brien informed Saintilan that he
(O'Rrien) had been requested by counsel at Warner to send the August 10 letter. °Brien further
informed Saintilan that the August 10 letter notwithstanding, Atlantic and Warner Music
International still ntended fully to comply with the moratoriom aprsement. O Brien 471174712,

181. During his testumony at trial, " RBrien described his August 10 telephone conversation
with Saintilan, during which O"Brien restated Warner’s iotention to comply with the moratorium. .
O’'Biien described the same ¢ v ursation at his deposition and at his investigational hearing, prior to
Warner's apreement to setile this maiter. O°Brien 470017 - 471:2; O°Brien Dep. (X100} 65:15-
G6:16; O'Brien LH. (JX101) [76:24-180:7.

182. Paul 5aintilan never communicated to Anthony O’ Brien that PolyGram did not intend
to implement the moratorium sgreement. O'Brien 473:11-14.

183. Anthony O’Brien was Warner's lead negotiator with regard to the 3T2 project and the
moralorium agreement. Stip. T 30; JX2 (O'Brien “advised PolyGram™ that he would be the “go-
betwizen for any problems’). Therefore, he would have becn mntact-ad by Poly(iram if PolyGram
wished to communicate an intention not to comply with the moratorivm.

184. No representative of Pnly(rram ever communicated to Anthony (3'Brien that PolyGram
did not intend to implement the moratorium agreement. O’Brien 473:15-19; O'Brien LH. {(IX101)
181:5-14 {O’Brien testified that he “received no communication from PolyGram indicating that they

— that they would be breaching that agreermnent™}.
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185. No representative of Poly(Gram ever communicated to Anthony O'Brien that PolyGram
mtended to withdraw from the morstorinm agregment, O'Brien 473:23-474:1, 494;18-23.

1%6. During the period August 1 through October 15, 1998, Anthony O Brien understood
that PolyGram intended to, and was in (acl, complying with the moratorium agreement. (°Brien
472:11-13, 494:24—495:2.

E. The 1998 Three Tenors Recordings Receive Generally Unfavorable Reviews

187. The 1998 Three Tenors album and video were released an August 18, 1998, O"Brien
471:17-21.

188, Several music reviewers recognized the overlap in repertoire between the 1998 Three
Tenors album and the earlier Thy. "~ .nors recordings. The Gazette (Montreal} {July 11, 1998)
CX575 (“This was a rehash of material from earlier Three Tenors concerts.”™); The Seattle Times
{Sept. 13, 1558) CX580-B (*a reprise of too many past hits (from ‘0 Scle Mio® to “Nessun Dorma’),
all sung at lower musical wattage than before™); The Boston Herald {Oct. 4, 1998) CX579-B-C (“the
aria-song st is unchallenging and dull . . . Pavarotii gets through ‘Wessun Dorma’ one more
time.™).

189, Published reviews of 3T3 were generally unfavorable.

1. The Kan Franeisco Chronicle {(Oct. 4, 1998) CX576:

. Love them dearly, of course, ut thix is hardly a fribute to the
considerable charms of the world’s great tenor threesome, and there is
an air of routing about their latest overhyped outing. All of them
sound beiter elsewhere, the sclections are both predictable and — for
these three - unexciling, and the medleys by Lale Sclufrin are duil.

2 The Boston Cilobe at N1 {Oct. 4, 1998) CX577-C:

The problem isn’t the vocal condition of the siogers — the public could
not care less — but that they don’t take the arias seripusly enoagh, and
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they take the pop music too seriously. Operatic music is ripped from
context and delivered through the mikes like & rock anthem. The
popular music is often unconvineing in delivery, unidiomatie in .
rhythm, phrasing, and stylc — this isn't crossover at all, because they
sing pop songs like rock anthems toe. Notihing is relaxed, nothing
swings, nothing suggests intimacy or genuine feeling, and everything
comes out sounding the sanze.

3. The Vancouver Sun at D12 {Sept. 26, 1998} CX578-D:

Less singing than bawling . . . . Carreras wobbles, Pavarotti sobs and
straing, only Domingo seems up to it. The Paris audience sounds
borad.

4. The Star-Ledacr (Newark, NJ) (Sept. 26, 1998) CX574-C:

This is billed as “the concert of the century, recorded live.” It's more
like, “the cash cow of the century, Part 8. Leave it on the shelves.

5. The Jerusalem Post at 9 (Sept. 2, 1998} CX581-B:

.If}’ml don’t have the first Three Tenors disc, get it quick. The second
1s fun teo. But the last 1s a dise to avoid.

F, Warner Launches an Aggressive Marketing Campaign for 3T3
in the United States

190. Warner treated 3T3 as a high-priorty record, and the marketing campaign for 313 in
ihe United States was well-funded. Moore 71:5-135.
191, Wamer's marketing campaign for 3T3 during 1998 included the following:

- PBS broadcast of the Three Tenors concert in Paris

- release of a single (“You'll Never Walk Along™)

- release of a music video

- advertiscment in the Atdantic monthly sales catalogue

- four color sales brochures

- three minute sales presantation piece for the Warner convention

- six foot tall stand up floor merchandisers in the shape of the Eiffel Tower
- newspaper and magazine ads

- store clrculars

- prominent pesitioning in retail stores (e g, endcaps, fonl counter displays, listening
stations)
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- radio spots

- lelevison ads

- posters

- mailers

- New York City transit bus tail ads

- Access Hollywood feature to coincide with album release

- E! Entertainment TV piece

- special web-site (featuring videa interviews with the Tenors, conductor James Levine and

Tiber Rudas, a tour of Pavarotti’s dressing room and a fan bulletin board and chat room).
X482, CXARS,

192, Warner’s campaign for 3T3 in the Uniied Siates included a cooperative advertising
program with retailers that funded extensive television and print edvertisements. CX483 at
ITENODOD1423-1424: CXA4E2: Moore 74:1-76;7, 82:19-83:4,

193, Warner coordinated in-star: - iaplays for 3T3 and advertizements in circulars with
major record chains. CX483 at 3TEND0001418-1419; CX482. This aspect of the marketing
campaign involved “significant merchandising support,” including nameboards, four-celor
lightboxes, six-foot-tall stand-up floor merchandiser in the shape of the Eiffel Tower, window
displays, end caps and posters. Warmer alzo arranged that 3T3 would be promoted az “album of the
week™ by some rotailers. CX482 at ITENOOODH48; Moore 72:11-73:25, 79:13-82:18, §3;5-83:22,

194, Warner launched a publicity campaign that involved coordination with radio staticns,
release of an electronic press kit, 2 website, and solicitation of articles and reviews. CX483 at
ITEN0OO1425-1426; Moore 76:24-79:12. Warner arranged to have the single “You'll Never Walk
Alone™ delivered to radio stations nationwide. Moore 77:21-79:17, 234:23-235:12; CX483 at

ATENUDTO1426.
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195. Warner sought to increase sales of 3T3 by offering discounts to customers. The initial
discount in the United States for 3T3 was seven percent to wholesale customers, and five percent to
retall customers. CX483 at ITENODODL4] 8.

Cx. PolyGram and Warner Camply with the Moratorizm Agfeement
in the United States

196, Atlantic (Warner) and PolyGram both complied with the moratorium agreement in the
- 1inited States, O'Brien 474.2-4, 476:3-0.

197. Between August 1, 1998 and October 15, 1998, Atlantic (Wamer) did not aggressively
discount 3T2 in the United States; 3T2 was sold by Atantic at full price only. O’Brien 474:5-12.

198. Between Augosi 1, 1998 and October 15, 1998, Adantic {Warner) funded no
advertising for 3T2 in ihe Uniled 8tatcs. O'Bricn 474:13-16.

199, Between August 1, 1998 and October 15, 1998, Anthony O'Brien observed no
discounting or advertising for 3T1 by PolyGram in the United States. No employee of Warner
within the United States reported to (' Brien that PolyGram was not complying with the |
moratorium. It was O’Brien’s understanding that PolyGram was in fact compiying with the
moratorivim in the United States. O Brien 476:3-14.

200. There is no evidence that during the moratorivm period. PolyGram sold 3T1 at a
discount price in the United States. See RXT13 at UMGO04899-4900. This i1s consisteni with
Kevin Gore's pledge-that he would “seck to comply” with the moratorivum in the Unifed States. See
CPEY 110,

201, According 1@ PolyGram’s economic expert. Dr. Janusz Ordover, PolyGram’s average
wholesale price for 3T1 during the moratorium period (August/September/October 1998) was

higher than two relevant benchmark periods; that is, (i) higher than the average wholesale price for
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3T1 during the preceding three-month period (May/June/July 1998), and (i) higher than the averase
wholesale price for 3T1 for the pericd Augnst/Septeraber/October 1937, RX716 (Ordover Expert
Report) ¥ 55,

202. Between August 1, 1998 and Qctober 15, 1998, PolyGram's total expenditures for co-
operative advertising for 3T1 was $437.50. RX728. Dr. Ordover’s expert report erronecusly
indicates that PolyGram’s co-operative advertising spent for 3T1 during the moratorium peniod was
$10,437.50. Dr. Ordover has mistakenly attributed advertising expenditure dur'm-g {October 2000 10
October 1998, Compare X716 (Crdover Expert Report) 1 66 073 with RX728.

203. Respondenis® expert, Dr. Ordover, calculated that if the moratorium had not been
agreed to in the first place, PolyGram’s sales «» Tl in the United States (CD version only) during
the months of August, September, and October 1998 would have been approximately $258,000.
Stated differently, sales of 3T1 during the meratorivm period would be “160 percent of the salcs
over the immediately prior three month period, i e, May to July.” RX716 {Ordover Expert Report)
35,

204. During the months of August, September, and October 1998, PolyGram's actual net
revenues from the sale of 3T1 in the United Statgs {CD version only) were approximately $74,000.
RX713 at UMGO04899. Instead of increasing by 160 percent relative to the pre-moratorizm
benchrmark (as predicied by Dr. Ordover), sales ol 3T1 actually declined by approximately 35
percent redative to this benchmark.,

205, Kevin Gore, Scnior Vice President of PolyGram Classics durng 1998 and currently

President of Universal Classics, testifizd in his deposition that if he had found out that Warner was
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discounting 3T2 during the meoratorium period, PolyGram’s pricing and discounting decisions for
AT1 could have been affected. Gore Dep. (JX87) 111:15-22, 113:4-11..

H. PolyGram and Warner Comply with the Moratorium Agreement Outside of the
United Statcs

206. Warper comphied with the moratorinm agreement outside of the United States.
{)’'RBrien 474:17-20, CX453. This suppoerts the conclusion that the moratorium was in effect
worldwide, and not abandoned, as PolyGram claims.

2037, Between Aupast 1, 1998 and October 15, 1998, Warner did not discount or advertise
STi outside of the United States. O°Brien 474:5-20.

208. During the moratorium period, Warner’s International eperation { WM monitored
PolyGram’s prices for 3'.['1 outside of the United States, CX450 at STEN{}ED{]‘}!}M; Had Warner
observed Poly{ram discounting 3T1 outside ﬂf the United States, WMI would have brought such
noncompliance to the attention of Anthony (°Brien. The reason is that if PolyGram were cheating
on the agrcement,.ﬂlcn WMI wanted to respond by discounting and advertising 3TZ. O'DBrien
476:21-477:6; X450 at ITENGG009904.

209, Anthony D’Bﬁen received no complainis from WMI during the moraterfum period
concerning PolyGram’™s marketling activilies in suppurl of 3T2. O'Brien 476:3-477;14.

210. From August 1, 1998 through Qctober 15, 1998, Warner perceived that PolyGram was
substantially compl},;i-ng with the moratorium apreement outside of the United States. CXN204;

Y Brien 477:7-14.
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211. Respondents claim that some units of 3T1 were sold by PelyGraimn at a discounted

price outside of the United States. This is not evidence of non-compliance with the moratorium

agreement.

1.

Only a small volume of discounting of 3T1 occwrred in Europe during the
mgratorinm period. For example, a total of four units of 3T1 were sold at a discount
price in the Czech Republic during the moratorium period. RX709 at TMGO0Q3021,
In pegotiating the moratoriam agreement, Wamer and PolyGram recognized that
oniside of the United States, some discounting during the moratoriurn period would
be unavoidable. JX74 at UMGO00203 (“may be some spillage and lats
compliance™). For example, cach company would need to honor commitments made
to retailers. PolyGram and Warner agreed to be “completely transparent about these
problems, tabling where issues exist and advising why compliance is difficult and
when it would take effect.” JX1-B. See also TX2; IX3; CX452; CX454; CX455;
CX456.

One, and only one, PolyGram operating company (Spair) sought and received
permission from Deeca and PolyGrar * ~rt Cloeckaert) to offer 3T1 ata signiffeant
dizcount dunng the moratorium period. RX725; Greene Dep. (JX95) 146:6-148:9,
149:1-24. This authorization was limited to allowing customers that purchased 3T73
to place a sinple order for 3T at a discounted price. $tip. 9 146, 147. This single
order represented the “highest quantity™ of discounted product seld during the
marateriwmn peniod. Cloeckaerd Dep. (TX98) [35:17-156:5.

Before Renewing Discounting on 3T2, Warner Confirms that the Moratoriem
Has Expired

212, On October 2, 1998, Ramon Lopez (President, WMI) reminded Val Azzoli (Co-

Chatrman, Atlantic) that the term {or the Threg Tenors moratorium agreed upon by Polv(iram and

Warner was approaching its end. Lopez asked that Azzoli contact PolyGram and discuss an orderly

transition away fromithe moratorium, CX204,

213, On October 15, 1998, the agreed-upon term for the Three Tenors meoratorium came to

anemd. Eg, JX5.
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214, Om October 16, 1998, Val Azzoli (Atlantic) provided Ramon Lopez (WMI) with
confirmation that the moratorium on discounting the older Three Tenors products had come to an
end, and that Warner and PolyGram were ¢ach now free to compets independently. {X462.

215. On October 26, 1998, WM notified the Warner operating companies that the
moratorium on discounting older Three Tenors products was no longer in effect. CX463.

216. With the expiration of the moratorium, Warner anticipated that PalyGram would “now
discount heavily™ 3T1. CX462.
¥II. Each of the Respondents Played a Significant Role in the Moratorium

217. Respondent Decea, through its employees Paul Saintilap and Reger Lewis negotiated.,
agreed to, and helped implement the Three Tenors mors? oo, See CPF Y 101, 104, 119-122,
150-160, 164,

218. Respondent UMG {fonnérly PolyGram Records), through its employees Chas Roberts
(President, PolyGram Classics division) and Kevin Gore conceived of, approved, acquiesced in, and
helped implement the Three Tenors moratorium. Roberis also managed and supervised the
activities of Paunl Saintifan with regard to the moratorium. See CPF 1§ 21-95, 110, 117, 132, 186,
169. PolyGram Records was responsible for the marketing, promotion, wholesale price and
advertismg strategy for 3T in the United States. In that capacity, it implemented the moratorium
agreement in the United States, and instructed PGD to comply with the moratorium. See CPF 1 18,
110,

219, Respondent PolyGram Holding, through its Senior Vice President Rand Hoffmen,
participated in the negotiation and implementation of the moralorium agreament. Hoffinan attended

the March 1998 meeting at which PolyGram and Warner first agreed to the moratoriun, See CPF
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100. Iloffinan later complained to Warner that Wamer was not complying with the maratonium
apreement. Hoffiman urged Warner to indueg its operating companies to comply with the
moratorium agreement. See CPF 1§ 132-1335. Hoffman WH;S respongsibie for overseeing contractual
issues relating to the PolyGram/Warner collaboration, and in that capacity received, reviewed and
forwarded to Warner, inter-company correspondence relating to the mogatorium agreement. See
CPF 1 122, 157, 166. Thus, PolyGram Holding approved of ot acquiesced in the actions of its
subsidiaries PolyGram Records and PGD with regard to the moratorinm.

220. Respondent UMVD (formerly PolyGram Group Distribution, or “PGD"™) parlicipated
in the implementation of the moratorium in the United States by selling 3T2 at the conspiracy price
during the moratoriumn period. Gore Dep. (IXE7) 28:16-28+ “The distribntion company is
involved in setting up promotional plans with accounts, so they would have to, vou know, in
executing their promotional plan with the account, they would bave to be involved in that
discussion.”); Caparro Dep. (X600} 44:19-45:5, PGD exscuted the sirategy developed by Decea
and PolyGram Classic for the sale, promotion and marketing of 3T1 in the United States. See CPF
79 19-20, 110.

221. The distinctions among PolyGram corporatc entihies werc not observed by MolyGran.
*Polyliram was a labyrinth of companies set for specific legal and tax purposes.” Kronfeld Dep.
{JX86) 15:2-16. Throughout their dealings with Warner concerning the 3T3 collaboration, and
including the negotiations conceming the moratorivm, the PolyGram mmpalﬁes. acled a5 a single
entity and enterprise. Both PolyGram and Warner understood that with regard to the moratorium,
PolyGram representalives Pan! Saintilan, E_{and Hotfman, and Roger Lawis represented all of

PolyGram. See CPF Y 70, 104, 105, 134, 153,
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222, Hoffinan, an cmployee of PolyGram Holding, negotiated the 3T3 collaboration with
Warner on beball of all of PolyGram, and sought to enforce the moratorium ou behalf of all of
PolyGram. See CPF Y 74, 134.

223, Representatives from several different PolyGram companiss (including Saintilan of
Decca, Hoffman of PolyGram Holdings, and Roberts of PolyGram Becords) attended the 3T3
meetings where the moratorium was discossed. See CPF Y 94, 100,

224, Decca’s Saintilan sought approval for the moratorinm from empleyess of PolyGram
Records, including Chriz Roberts,  See CPF 9 137-138, 166, 169; IX3; IX4. Saintilan sent
relevant correspondence regarding to the moratorium to PolyGram Holding®s Rand Hoiffman, and
souzht [foffiman’s approval regarding the moratorium. See CF w122,

225, PGD implemented the moratorium in the United States at the direction of Decca and
PalyGram Records. See CPF T 110

226. Warner representative Anthony O Brien reasonably underswood that Paul Saintilan had
the authority 1o agres to the morstorium on behalf of all of PolyGram. Saintilan believed that he
was agreeing to the moratorium on behalf of all of PolyGram. CPE Y 105, 153; JX1-A-B.

227 As one of the entities respomsible for the pricing of 3T1 in 1998, PolyGram Records
had actual authority to determine the price o 3T1 charged by PGD in the United States. See CPF 4
18. -

228. As one of the entities responsible for the pricing of 311 in 1998, Decea had actual
authority te determine the price of 3T1 charged by PGT) in the United States. Gore Dep. (JX87)

98:14-95: 1.
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¥T1II. (vher New Three Tenors Albums Are Released
Withount Restraints on Competitive Activity

A. Sopy Released a Three Tenors Recording Without a2 Moratorinm on
Compctition

o0 2729, In 1999, Luciano Pavarotti was obligated by contract to record exclusively for
PolvGram. CX224 at UMG(004248. In 1999, PolyGram agreed to waive its exclusive rights to the
recording services of Pavarotti so as to permit Pavarotti to record & Three Tenors album for Sony.
X515, CX516.

230. In October, 2000, Sony released an album derived from a performance of the Three
Tenors it Vienna, The album is entitled The Three Tenors Christias, and consists of Chrisimas
songs from around the sorld, O'Brien 482:9-14; Gore Dep. (JX87) 66:23-67:9.

231. Sony did not request that Warner restrict competitive marketing activity in support of
3T2 and 3T3 at the time of the release of the 2000 Three Tenors album. Nor did Warner agree-m
foreo competitive marketing activity in support of 3T2 and 3T3 at the time of the releasze of the
2000 Three Tenors album. OBrien 482:15-24,

232 Bony did not request that PolyGram restrict its competitive marketing activity in
support of 3T1 and 3T3 at the time of the release of the 2000 Three Tenors album. Nor did
PolyGram agree to forgo competitive marketing activity in support of 3T1 and 3T3 at the time of the
rzlease of the 2000 Three Tenors album. Hoffman 329:14-19,

B. In 1994, Warner Released 3T2 Without Any Agreement with PolyGram
Restricting the Discounting and Advertising of 3T1

233, In 1854, Warmner controlled the rights 10 3T2, while PolyGram controlled the rights to
3T1. Stip. 1783, 90, 106. 312 was distributed and marketed by Warner without any agreemenl
between Polygram and Warner concerning Polygram's pricing or marketing of 3T1. Stip. T 149,
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1. Warner Promotes 3T2 During 1994

234, During 1994, the effective marketing and promotion of 3T2 represented a major .
priority for Warner. Moore 89:24-90:8; CX247 at ITENOO(}11271; X241 at ITENQ00007230.

235. As it prepared its marketing campaign for 3T2, Wamer anticipated that PolyGram
would advertise and discount 3T1 at the time that Warner released 3T2. CXES?; CX249 at
3TENO00011254; CX256 at STEN0004763, 4763-66 (Warner document noting that PolyGram was
offering “Massive Price Reductions™ on the first Three Tenors album}; CX258 al 3STEN0GRO5402
(Warner document noting that “PolyGram are spending considerable money on television
advertising to promoile the album and they are marketing the package as the "ORIGINAL’ version.”
{emphasis in original)y, . V255, CX244.

236. One goal of Wamer’s marketing effort was to differentiate 3T2 from 3T1. CX25% at
JTENODO] 110% {“the concept of the genuine or “real thing’ will underpin all local implementation”
of markeating activity for 3T2); CX249 at 3TEN0001 1254-35 (describing strategy for differentiating
ATZ, “we alome will have the actual repertoire from the concert, including the unigue medleys™);
CX242 at ATENOCGOO044 1 (“The challenge will be to differentiate [3T2) from the last one, to
capitalize on its potential on a global basis and to ensure that it becomes internationally recopnized
as ‘the’ event of the year.™); CX248 a1 3TENGOOT 1260 (“Tn terms of positioning, we will be looking
10 establish this [Three Tenors] concert as “the’ event of the summer, highlighting the differcnces
between this and the first collaboraiton, at the same time emphasizing the fact that it is both the first

reunion event featuring all four artists and the first time that all of them have perfonmed mgé:ther in

the United States.™).
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237. Warner launched an aggressive and expensive international marketing campaign in
support of 3T2 with a campaign based on a “high-power pop marketing effort.” CX247 at
3TENO00O11271; O'Brien 405:22-406:1; Hidalgo Dep. (JX88 ) 46:15-47;10 (PolyGram executive
viewed Warmner's campaign in support of 3T2 as “the most impressive campaign I have seen tn my
days™ and “one of those campaigns that you realize that the entire company has been put behind the
product, which doesn't happen that efien™); Stainer Dep. (JX89) 10:16-24.

238, Warmner's marketing campaign for 3T2 in the United States was comprehensive and
expensive. CX243 at 3TENO00O7150-58. The marketing campaiyn included the following
clements:

- Coordinated campaigns with major retatlers;
- Newspai«<: ! magazine advertisements;
- Adwverticements in eirculars;
- Television adventiserments;
- In-store advertising in endcips;
- Light boxes in major retailers;
- Dutdoor billboards;
- Advertisements on the sides of buses: and
- Allowing retailevs extra timne to pay for their orders, in order to increasc order size.
Moore 92:25-96:18; CX251.
239, Warmner worked with retailers, and oflered conipensation, to secure prominent

placement of 3T2 in music stores. CX251at 3TENOQOBBE2-8F {cooperative advertising

expenditures in support of 3T2 funded by Warner in the United States); CX249 at 3TEND0G11233

{Wamner negotiated ':exclu&ive chain deals and prevented competitors from perting retail space™);

X259 at 3STEN00D11110 (Warner developed an early se¢ll-in campaign so that reteilers would

sclect Warner’s products, rather than competitive products, for prime retail space and promotion).
240. Warner's U.8. and European operating companies were authorized to offer key

accounts a five percent discount for all ordess Laken in advance of the first shipment, CX253 at
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ITENUO011247. Warner also developed promotional programs to increase initial sales, including
1he introduction of a gold CD. CX260 at 3ITENGGGT 1224; CX332.

241. In the United States, Warner was successfu] in establishing a distinct ideatity for 312,
and a commercially successful launch. CX261 at 3TENOOG] 7820 (“Vistbility 1s at an absolute
maximurn, nothing to worry about there.”); CX262 at STENOGO17828 (3T2 was “selling mega . ..
Exeelient product placement.”); CX263 at 3TEN00017843 (“This is a Top 5 seller everywhere.
[Point of purchasc displays are] everyplace along with the stand ups and light boxes at Title Wave,
This is endeapped/sale at virtually everywhere.”); CX264 at 3TEN00017822 (“Massive , . . From
indie [in_f.:'lependem retailers] to chain no stores have been left untouched by this title."); CX265 at
ITENOOQO17852. (“This remaic. - sp 10 at virtwally every account and retail feels it will remain
there through the holidays.™).

242. Tibor Rudas was pleased with Warner's “total commitment and aggressive promotion”
of 3T2. X325 at TIMGO04698.

1. Poly(zram Actively Pramntes 3T1 During 1994

243, PolyGram did not sit back and permit the release of 3T2 to eclipse sales of 371,
PolvGram developed =nd implemented an aggressive campaign to increase sales of 3T1, employing
both discounting and advertising. JX29 (PolyGram increased ity sales of 3T1 worldwide “through
aggressive TV advertising, print advertising, cxtensive rack exposure of their record at retail and a
ptice rcduetion.”).

244, PolyGram instructed 1ts opeos 16 promote the “original™ Three Tenors concert and
record-ings as “unique and unrepeatable” CX272 at TMGO00524. See also CX270 at

UMGOO5050 (“Objectives: To convey message to operating companics, trade and convince
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consumers that the ‘original’ Three Tenors is vnique and unrepeatable.™); CX256 at ITENQODG4766
{PolyGram promoied to retailers the message that 3T1 was the “original and still the best.™). . _

245, During 1994, PolyGram launchod a marketing campaign in support of 3T1 which
distinguished this product through the use of product stickers, new posters, promotional discs for
radio, and a deluxe edition. CXZ2E3 at UMGOO05013 (fax to United States Operating Company);
CX272 3l UMGO0526-327, CX271 at UMGO05828: C3X270 at UMGOG5051, Tn some terntories,
PolyGrarm utilized television advertising. CX276 at UMG005033; CX281 at UMG005028; CX258
at STENQDO5402-5403.

246. Inthe United States, PolyGram spent $109,471 in cooperative advertising for 3T1
~ during 1954, JXi03 at UMGO06¢. - PolyGram spent most of this money (nearly $60.000) in
September 1994, the month following the release of 3T2. JX105 at UMGO06407.

247. During 1994, PolyGram offered 3T1 at substantially discounted prices. CX275 at
UFMGG03820 (“price will play an important part in the commercial and prontotional campaigns
which all markets will be runming™); CX256 at STENOD004766 (“massive” nrice reductions on 3T1);
CX279 at UMGO05031 (“the best approach 1o renew the interest of consumers for our 3 Tenors
product should he based in a combination of price and extra incentives.™), CX238 at 3TENOG05402
{PolyGram offered a ten percent discount off its regular price); TX44 (Decca President Roger Lewis
acknowledged that, in 1994, 3T1 was promoled with “an aggressive price-hased campaign.”}.

248. Une method employed by PolyGram 1o reduce the wholesale price of 3T1 during 1994
was to change the list price distribited to refailers; thai is, in some sales territories PolyGram moved
3T1 from the company’s “top” price ter lo the “mid-price™ tier, E g, JX32; CX400; CX428 {3T1

sold at mid-price in 1994); CX249 at ITENGO011254 {“re-releasing the 1990 3 Tenoms concerl

43



{which has alrcady sold over 10 million units) at mid price in a number of configurations including
special combination packs”™). IS

249. A second method employed by PolyGram to redvee the wholesale price of’ 3T1 during
1994 was 1o offer special discounts, while maintaining the “top™ tier designation for this album, For
example, in the United Kingdom, PolyGram ran & suceesstul campaign called *Three Tenors for
under a Tenner,” in which 311 was offered for less than 10 pounds. CX273; Sfainer Dep. (JX8%}
38:2-16. PolyGram’s LK. operating company offered these incentivas without reducing the
wholesale list price. CX275 at UMGQ05820.

250, A third method uzed by PolyGram to reduce the price of 3T1 during 1994 was o
provide cooperative advertising funds i+ ctailers. This method was used in the United States.
TH103 al UMG006407. Cooperative advertising i3 a monetary commitinent that the label makes to
a retaifer for positioning the album in a desirable location in the store or including the album in an
out of store advertisement placed by the retailer. Kopecky Dep. (CX610) 21:24-22:3; Moore 47:8-
48:19, 58:12-56:24.

251. When PolyGram provides cooperative advertising funds, the retmler deducts the value
of the cooperative advertising from the amount it pays for product pl_.lrchased from PolyGram.

Kopecky Dep. (CX610) 28:24-20:2]

252, In September 1994 ~ the first full month atter the releass of 3T2 — PolvGram spent
$57.178.00 on cooperative advertising for 3T1 in the United States. X103 at UMGO006447. During

that same tume period, PalyGram generated $630,738.00 in 1.8, sales of 3T1. RX713 ar



UMG004889. Thus, PolyGram returned to retailers through 3T1 cooperative advertising programs
approximately nine percent of the mopey 3T1 generated.

233. Cooperative advertising funds create an incentive for retailers to place the advertised

product on sale 1n order to move a higher volume of product. Moore 67:3-16; TX105-1 (Moore
Expert Report). When music companies provide cooperative advertising for their products, the
retai] price for consumers tends to decrease. Moore 63:16-66:18; (Grore Dep. (JX87) 79:23-80:3.
Although there is no data conceming actual retail prices of 3T in the United States following the
releasc of 3T2, it 1z likely that these retail prices were lower than the standard price for 3T1.

254. As Wamer observed [ater: “[1]n 1994, at the fime of our release of the Three Tenors
atbum, Decea dropped the price af their al+ .1 toa midprice level. This was a temporary move by
Decca to ensure sales of their recording at the time of our release of the 1994 albumn, At the end of
1904 Decca returned the pncmg of the 1990 album back to the- full line price.” J332.

3. Warner's Marketing Campaign for the 1994 Three Tenors
Album and Video 1s Successful

255, Cnmpe;l,itiﬂn from PolyGram notwithstanding, the 3T2 project was considered a
business success within Warner. O'Bricn 406:2-10. See alvo CX266 at STENGOG99G1. During
1994, Warner achieved
platinum sales on ship out of 3T2 in the United States and numerous other countries.

. CX260 at ;TENDDDI 1224, 3T2 was the second-best selling ciassical album in the United
States in 1994 {even though il was only available for Jess than 4 months), and was the top-selling
classical album m 1995, CX587; CX58E.

256. Thete is no ?vid&nce that Warner's spending in support of 3T2 was negatively affected
by PolyGram's campaign tor 3T1. In fact, the head of Warner's marketing campaign in the United
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Kingdom during 1994 (who later worked for PolyGram) testified in his deposition that PolyGram’s
1994 campaign probahly helped Warner’s release. Stainer Dep. (TX89) 13:21-14:9. See also
CX249 ai ITENDOD] 1254-55 (“our belief is that the Decca hype will probably overall beneiil us™).

. PolyGram and Warner Compete Directly and Aggressively During the Three
Tenars World Tour

257. During 1996 and 1997, The Three Tenors participated in a worldwide tour, including
vongerts in Tokyo, Londen, Munich, New York, Johannesburg, and Melhuurne. stip. 4 117.
Neither Warner nor PolyGram had any financial invalvement in the tour, but both firms capitalized
on the opportunity to drive sales uf'. their respective Three Tenors products, CXZ289; Stip. 19 118-
119. See CPF 1§ 258-247.

258. PolyGram offercd 3T1 af a sipnificantly discounted price in many markets. CX305 at
FTENOOO0A983; CX307, CX400.

259, In 1994, PolyGram released a World Tour Commemeorative Edition of the 1990
concert, digitally re-mastered on a gold CD. PolyGram placed promotional stickers on the albums
to draw consumer attention to the product enhancement. Stip. 9 121; CX288 at UMGO06106;
CX272 at UMGO00526.

260, Warner viewed the 1996/1997 Three Tenors tour to be “ a powerful marketing tool”
and “an ideal oppertunity to exploit our produci and new varnants again.” Stip. 4 [18; CX294 at
ITENGOG17902; C}i£295 at 3ITENQGG05917; CX2960 at 3ITEN0OG5910 (“The tour of the 3 Tenors is
the most powerful marketing tool we can exploit regionally to dove the sales of the album and
video.™),

261, In 1996, Wamner issued a special “Three Tenors World Tour Edition™ of 3T2,
consistimg of the original 1994 Three Tenors CD. new packaging, and a bookiet of unpueblished

il



photographs and information about The Three Tenors. Stp. q 120; CX296 at 3TENG0005%12;
CX299 at 3STENGOC03504. Warner offered “[t}he concept of value added in the form of the slip -
case and celebratory photo book ta counter the anticipated price cutting by Decca™ CI300 at
ITENOGODDE946. The slip case contained cover art different from that contained on the original 3T2
cover. CX301; CX30Z.

262. Warner instructed its operating companies to develop marketing plans for 3T2 that
taok advantage of the Three Tenors concert tour, CX294 at 3TENGO0017902, CX203 at
3TENO1118%; CX299 at 3TENQC05903-04. Warner provided its operating companies with peint of
sale materials to promote 3T2. CX300 at 3TRENMIO0894T.

263, To counter PolyGram’s marketiay - ~ueTides Tor 3T1, Warner's marketing campaign
highlighted the advantages of the 1994 album. E g, CN299 at 3TENOQ00S903 {“It i3 critical that
local markets ensure that our advantages of [identical] logo, more recent launch, repertoire links ete.
are fully exploited . . ."). Warner also downplayed the benefits of PolyGram’s products. £.g.,
CX305 at ITENOOOO4983 {“The digital re-mastering will be datectable by very few. ., The so
called ‘Gold” disc 15 almost certainly not real gold.”™).

264, The Thrce Tenors performed in New York in July 1986, At that time, Warner
laumched a major elevision campaign in support of 3T2. CX298 at 3TENOGO10826.

265, At the ime of the 1996 world tour, PolyGram assurced Tibor Rudas that the rivairy

between Warner and PolyGram would be beneficial for The Three 'I'enors:
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Warner and we [PalyGram] will fight head on for every inch of advantage we could
possibly gain over each other in exploiting the 3T tour with our respective product.
Fair cnough, competition is good for the business . . . . Nevertheless, be assured the
competition will be lively and the whole project will greatly benefit from it.
X305,
266, By 1996, Warper had sold more than eight million units of the 3T2 album and video,
including mere than two and a half million units in the United States. CX306 at 3TENOO004902.
267. The Three Tenors albums, 3T1 and 3T2, were both among the besi-selling classical
recordings in the United States in calendar yoars 1994, 1993, 1996, end 1997, CX587, CX588,
CXE8L, CX590.

IX. The Three Tenors Moratorinm Agreement Is Presumptively Anticompetitive

A Respondents’ Agreement Not to Discount Three Tenors
Products Is Presumptively Anticompetitive

268. The agreement between PolyGram and Warner not to discount 3T1 and 3T2 is a form
of price fixing. JX104-B (Stockum Expert Report), Stockum 586;15-22,

269 When horizontal competitors enter into an agreement to restriet price éﬂmpetitinn, the
potential adverse effect iz obvious and uncontroversial. Stockum 583:10-385:3; IX104-B
{Stockum Lxpert Report). Complaint Counsel’s economic expert, Dr. Stephen Sﬁochnn, testified at
trial that the potential consequences of an agreement between competitors ot to discount include: a
loss of consumer welfare for those purchasing the praducts at higher prices; a deadweight loss to
sociely because some potential purchasers choose not to buy the products at the higher prices; a loss
of allocative efficiencey duc 1o resources being redirected toward less soctally productive uses; and
wasteful rent-secking activity, as resources are devoted toward seeking out menopoly profits.

Stockom 583:10-385:3; JX104-B (Stockumn Expert Report).
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270. Dr. Stockum therefore concluded that, absent an efficiency justification, the
PolyGram/Wamer agreement not to discount catalogue Three Tenors products is very likely to be
anticompelitive. Stockum 581:19-586:22. Respondents™ economic expert, Dr. Janusz Ordover —in
his written expert report, agreed that a naked agreement between horizontal competitors to restrict
price competition has “clearly pemicions efiects on competition and consumers.” RX716 {Ordover
Expert Report) Y 1.

271. Price discounting is an important marketing tool in the recorded music industry, and is
generally viewed by the industry as capable of leading to increased sales of the relevant products.
Moore 44:21-45:19, 65:16-68:11; Stockum 600: 16-602:12,

272. Execulives [rom PolyGram und Warner tew:i ¢ 3 that their companies often find it
necessary to offer discounts to retailers in order to increase sales levels. This principle applies to the
zale of catalopue products as well as new releases.,. (’Brien LH. {JX101) 82:14-16 (“essential for an
mitial set-up to offer some discounts 1o get the product into the stores™);

; Caparmo Dep. (CX609) 49:22-50:6, 33:1-18, 43:3-22, 44:6-8 (in the Unitad
States, several times a year, PolyGram discounted its catalogue albums by five to seven percent
(sometimes higher) in order “to encourage customers to buy more heavily.”); Kopecky Dep.
{CX610312:3-14 (discounts offcred to encourage retailers “to stock up™); Cloeckaert Dep, {TX97)
2%:1-26:2 (purposge of temporary price reductions is “obviously™ 1o gamer additional sales); Staincr
Dep, (JX8G) 9:1-10:2 (PolyGram runs mid-price campaigns “because there can be short-term
benefits in terms of sales by reducing the price of a full price itern to nud price™); Greene Dep.

{(JX95} 28:9-19; Saintilan Dep. {JX94) 69:253-70:21 (cuslomary in the United Kingdom for
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PolyGram to drop price of certain CDs to a mid-price level for a short period of time; purpose is to
penerate a “short tetm major sales incrsase™).

273, During 1994, PolyGram responded to the release of 3T2 by aggressively reducing the
price of 3T1 in many markets. See CPF Y 247-254.

274, In 1996 and 1997, PolyGram offered discounts on 3T1 in order to compete with
Warner's marketing of 3T2 and its special World Tour Edition. Eg, TX308 (in 1997, Polygram
moved 3T1 from top-price to mid-price and “will probahly go even lower to try to counter any
initiatives that we take™). See alse CPT 9 257-265.

275, In 1998, many PolyGram and Warner operating companies determined that the best
way to capitalize upon the public’s revived interest in the . - - Tenors was by dramatically
reducing the price of these products (coupled with aggressive advenrtising campaigns). See CPF ¥
112-114,124-128,

276. In 1998, neither PolyGram nor Warner was willing, unilaterally, to forgo discounting
of its catalogue Three Teneors product, and both companies requested and received assuramces that
the ather would abide by the moratorium on discounting. See CPI T 92, 116-122, 131, 136, 138,
141, F49-156, 160-161, 166-167.

277, Consumers congider price to be an important element in their decision to purchase
classical music. CX540 at UMG006114 (price is a major component in the decision whether or not
to purchase classical music); CX541 at UMGO06151.

B. Respondents' Agreement to Forgo Advertising for Three Tenors
Products Is Presumptively Anticompetitive

278 Standard economic models explaining how competition serves to promoie consumer

welfare and economic etficicncy are premised upon the assumption that consumers are well-
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. Informed. Information disseminated through advertising serves to educate consumers about the
availability of altematives, quality differences amonp competing products, sales locations, means of
purchase, and pricing, This information assists consumers to find thewr preferred products at low
prices, and thus serves to promote competition. JX104-C (Stockum Expert Report}; Stockum
587:4-592:19; Moore 53:22-54:9, 59:7-18, 62:16-04:17 (describing the eilements most often found
m recorded music advertisements, including retaii price and location of retailer?.

279. Economists have studied the effect of advertising restrictions in numerous industries.
Eighteen such articles have been enllected and summarized in Appendix A to Cornplaint Counsels
Findings of Facts, Conclusions of Law, and Proposed Order: Empinical Literature Concerning
Advertising Restrictions (“Appendix A™). These studies cons:. " .atly conclude that advertising
restrictions result in consurmers paying higher prices. Appendix A; IX104-C-D (Stockum Expert
Report); Stockum 592:20-600:10. One reason for this is that in the absence of the ability to
advertise a Jow price, a fimm has less incentive to charge & low price. Stockum 58%:6-592:8;
Ordover Dep. (IX90) 49:20-24,

280. Several of these studies were considered by Dr. Stockum in the course of developing
his expert opimons. JX104-C-I (Stockum Expert Repert); Stockum 592:20-600:10. For example,
ane study that showed that advertising bans of a short duration can lead to higher prices. This paper
reviewed the effects of a newspaper strike in New York, where supermarkets advertised heavily.
For about a 60 day period. there were virtually no advertisements in Queens, while in neighboring
Nassau County a different paper continued to operate. The author found that the prices rose by 5.8

percent during the very first week of the strike. Siockurn 599:6-600:10; Amtha Glazer,
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Advertising, Information and Prices — A Case Study, 19 Econ. INQUIRY 661 (1981) (cited in
Appendix A st Tab 8},

281, On the basis of economic theory and empirical findings, Dr. Stockum concluded tha,
absent an efficiency justification, Respondents” agreement not to adveriise or promote calalogue
Three Tenors albums 13 very likely to be anticompetitive. JX104-D (Stockum Expert Report);
Stockum 587:4-592:19, 616:14-617:14.

Z82. Respondents’ ecomnmic expert, Dr. Ordover, offered a similar eonghusion
in his deposition testitnony: naked agreements between competitors not to advertise their respective
products “are [ikely to be adverse to consumers.” Ordover Dep. (JX90) 47:5-6.

283 Advertising is an important basis of rivalry in the rei. - -id music industry. The desire
0 Ingredse sa_i]es leads record companies 1o advertise exiensively. Moore 59:21-24; Slockum
a601:19-602:12; Caparro (CX609) 59:4-14; Kopecky Dep. (CX610) 50:5-10; Gore Dep. {JX87)
00:16-24.

284, Music companies spetid huge ammunts of money advertising recarded music products
in the United States. Caparro Dep. (CX608) 57:15-17, 39:8-14 {PolyGram spends five percent of
revenues on advertising for the purpose of achieving higher sales levie:ls}; O’ Brien LH. (TX10C1}
12:11-13:5 (Warner spends approximately 20 percent of rew:riues overall on marketing cxpenses).

285, Between July 1994 (release of 3T2) and August 1998 (moratorium?, a number of
aggressive and successful advertising campaigns were run separately by Warner and Polygram to
iterease sales of their respective Three Tenors products. See CPIF €Y 112-114, 124-128, 233-267.

286. In 1994 and thereafter, PolyGram used advertising in an effort to teach consumers that

3T1, was still the best perfurmance, still widely available, and indeed aften available at a discounted

72



price. CPF 99243246, See also IX12 at UMGL05007; Stainer Dep. (JX89) 38;2-39:18 {in United
Kingdom, FolyGram ran a campaign advertising 3T1 as “Threc Tenors For Two Fivers™);
Cloeckaert Dep. (TX97) 81:1-22 (during 1998, PolyGram temporarily decreased price of 3T1 in
Europe with purpose and effect of increasing sales).

287. In 1994 and thereafier, Wamer used advertising in its effert to create a distinet identity
for 3T2, and to suggest te consumers that the newer release was the superior product. CPF 1 234-
242; see glse CX259 al 3TENO00G1 1109 (“the concept of the genuine or “real thing” will underpin all
local implementation”™ of marketing activity for 3T2); CX249 at ITENDOG 1254-55; CX254 at
ITEN0005589-000559( Stainer Dep, (JXEY) 10:3-11:23 (during 1994, Warner advertised 3T2 in
posters, press, and television “to inform or communicate to peapi= ", « -atlability of the album and
to comununicate the beneflts of the album™); Stainer Dep, (JX89) 17:3-18:25 {to avoid diversion of
sales to 3T1 during 1996, Warncr tried to make sure that its marketmg was better than its competitor
— botter trade positioning, better advertizing, reming consumers that this was the more recent
concert).

288. During 1998, Warner proposed to Ti‘.tmr Rudas an aggressive marketing campaign for
312, Warner’s strategy was “to agrressively advertise, positten, and discount price the 1994
album.” JX31 at 3TENOQQOO9930; FX7 at ATEN00001492; O'Brien LH. (JX101) 99:25-100:15;
JX29 at ITENQU003592; TX32 at STENGDODO11058.

28%. Wamner forecast that by cutting the wholcsale price of 3T2 and advertising on
television and in other media, the company could increase sales by 170 percent and increase overall

profits as well. CX396 at ITENGG011072; JX31 at STENQO009S30.
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290, Likewise, during 1998, PolyGram anthorized its operating companies to sell 311 at a
significantly discounted prices, provided that the discount was supported by an appropriate
advertising campaign. JX%41 at UMGO003075; JX43 at UMGO00479-481; CX413 at UMG0O03058.

291, PolyGram’s operating companies forecast substantial additional sales of 3T1 if they
were permitted to discount and advertise. JX35 (sales of 30,000 to 50,000 uniis in France during a
threz-month campaign it discounting were allowed; 10,000-15,000 units if discounting were
prohibited); Cloeckaert Dep. (TX97) 57:2-58:23 (PolyGram France forecast that by reducing price of
3T1 from top to mid-price level, sales could increase by eight of ten times); TX50 at UMGQO03746
{if 30 000 English pounds were spent, then there woﬁld be 40,000 additional units sold in the United
Kingdom);, CX427 (CD sales projected to increase from 150 to 2% - 75 at normal price to 1,000t
1,500 units with discount}.

202, Adverlising of recorded music can create additional dernand, and an environment in
which discounting by music companics is more likely to occar. Stockumn 389:6-591:10; TX104-C
{Etockum Expert Report) 4 8; Ordover Dep. .{J?{ﬂ{}) 49:20-24 (“there are clearly economic maodels in
which a restriction on advertising may affect the incentive to lower prices to the extent that you may
not be able to attract a large number of people 1o your store with a ln_u.rer price™); Caparro Dep,
(CX609) 55:24-56:2 (If PolyGram were “running a mid line campaign, not only would there be a
discount offcr, we would look to promote and advertise and merchandise that product to the
consumer as well.”): see gfso Cloeckaert Dep. (JXUY7) 23:20-24.3, 52:2-53:16 ; Saintilan Dep.
(TX94) 71:2-16; Moore 64:20-65:15, 67:3-16.

293, For this reason, when music companies advertise their products, the retail price [or

conswners tends to decrcase. Moorce 65:16-66:18; Gore Dep. (TX87} 79:23-80:3.
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294, The very existence of the moraiorium shows that the firms recognized that these two
mechanisms, discounting and advertising, are two very significant elements of competition, Thc
firms chose to restrict discounting and advertising in order to achieve their goal of limiting the sales
of 3T1 and 3T2. Stockum 614:1-24,

X. The Challenged Restraints Lack Any Valid Efficiency Justification

A, The Moratoriumm Was Not Necessary to the Formation and Operation of the
Collaboeration

295, Dunng the hearing, Respondents stipulated {hat the Three Tenors moralorium was ool
necessary to the formation of the PolyGram/Warner collaboration:

MR, PHILLIPS: First of all, Your Honor, we have never contended that the
moraterivin agreement was necessary to the formation of - joint venture. The
moratorium agreement, the evidence sugrests, was not discussed before the
formation of the joimt venture, That's simply a nonissue in the case, Your Honer,
JUDGE TIMONY: Okay.
MR. FHILLIPS: [The President of PolyGram Classics] did approve the deal, but the
moraforium agreement hadn't been discussed at the time he approved the deal, so
howt eould he know, remember something that hadn't ocourred.
JUDGE TIMONY: You'd stipulate that?

MR. PIULLIPS: That the moratorium agreement hadn't been entered into before the
joint venture was formed? i

JUDGE TIMONY: And was nol necessary to the agreement.
MR. PHILLIPS: It wasn't nccessary to their entering into the deal, correct,
JUDGE TIMONY: Because they hadn'l discussed it,

ME. PHILLIPS: Because they didn't discuss or even think about it. Because they
didn’t discuss or even think about it.

PHC Tr. 83:4-84:1.
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296, PolyGram and Warner were contractually committed to the 3T3 preoject well before
cntering into the moratorium agreement, Ceosgpeare X0 with JX5 at UMG001527 (moratorium -
first agreed to in March 1998) and CX388 at STENOO0800D (same). PolyGram and Wamer were
committed to the formation of the PolyGram/Wamer collaboration, the production of the Paris
concert, the creation of 3T3, and the distribution of 3T3 in the United States well before discussions
of the moratorium even corminenced. Thus, the rmoratormm catnot be necessary for any of these
elements of the 3T3 project.

297. 1f no moratorium on competition had been agreed to by PolyGram and Warner, Warner
would still have distributed 373 in the United States; Warner was not going to walk awey from its
$9 miilion investment. O°Brien 446:25-447:8; Stockum 623:3-18. Responc: 3 estimate that the
moratorium made only a small contribution to the value of the PolyGranyWamer collaboration.

RX 716 (Ordover Experd Report) ) 35; Stainet Dep. (JX85) 46:9-25, 49:25-51.6 (possible
diseounting of 372 by Warner had no affect on sales projections in United Kingdom); Saintilan
Dep. (TX94) 106:1- 14 (anticipated diversion of sales to 3T1 and 3T2, absent a moratorium, was “not
a lot™; no effort at quantification at PolyGram).

B, The Challenged Restraints Are Outside — and Net Reasonably Related to the
Caollaboration Between Polygram and Warner

298, Atthe time that PolyGram and Warner cxecuted their agrecment to collaboratc on the
distribution of 313, the firms retained the unconstrained right fo exploit their respective Three
Tenors catalogue products, 3T1 and 3T2. JX1¢ at [IMG001843-844. PolyGram’s rights to 3T7T pre-

date the arrangement and were not part of the collaberation for 3T3.
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299. PolyGram’s U.S. marketing operation was not invelved in the 3T3 collaboration, and
thus was not used efficiently for the betterment of the collaboration, Gore Dep. (FX87) 59:8-10,
60:2-18 (head of PolyGram’s U.S. operating company testified at deposition that his opinion on 3T3
was solely “from an outsider’s perspective™),

300, PolyGram’s U3, distribution assets were uninvolved in the distribution of 3T3.
Capatra Dep. (CX609) 24:24-25:4, 39:25-40:3.

C. The Purpaose of the Three Tenors Moratorimm Wae to Shield 3T3 from
Competition

301, The partigs were concerned that 3T3 may lose sales to 3T1 and 3T2, but not because
this diversion of sales would affeet advertising and promotion in support of 3T3. O’Brien 490:19-
22 (T think that 3T3 would have been appropriately marketed and promoted in the United States
without regard for the moratorium with Poly(iram.™),

302, The parties were concetned that competition amnong Three Tenors products may
acdversely affect the profitability of the 3T3 project. Anthony O°Brien, the Warner executive
responsible for the moratorium agreement, testified at trial that the purpose of the moratorinm was
1o protect the company's profits by impeding consumers from discovering and selectinp a lower

priced alternative to 3T3:

() And during 1998 you were concemed that 3T3 would lose safes o 3Tt
and 3T2; is that right?

A That's correct.

}: Were you eoncerned, Mr. O’Brien, that consumers would be
unable to dislinguish among the three different Three Tenors albums,
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A: My concern was not that they would not be able to distinguish
between them. My concern was that there would be some level of
confusion perhaps, but then you know, if presented, you know, with a.
clear choice, if vou have those three pieces displayed together, even
though cur promotion for 3T2 may have driven them Inte the store in
the first instance and they may ~ they may look ai the price of the
product, they may look at the repertoire of the product. and they may
determine that, frankly, 3T2 at a lower price is similar enough to what
they went in for the first place for. '

Q: Your concern was that consurners might pick fhem up and compare
them and then decide that 3T2 was their preference rather than 3737

A: My concern was twofold, One, that certainly given the similarity
of the — the visual similarity of the product there could be some
confusion, coupled with the fact that they may start comparing the
repertoire along with the price and make a delermination that, you
know, the ‘94 concert is just fine for a few dollars less.

(' Brien 485:21-487:13.

303, Wamer received no profit from sales of 3T1 {owned by PolyGram}, a smaller profit
from each zale of 3T2 (substantial royalty owed to Rudas), and a larger profit from each sale of 3T3.
JX10 at UMGO001843-844 (3T! owned by PolyGram}; O’Brien 406:8-10 {advance on 3T2 had been
recouped, therefore incremental rovalties owed on each sale); Hoffman 300:24-301:23 (axplzﬁriiﬁg

recoupment). For this reason, Warner did not want consumers fo compare the recordings and to

determine that a catalogue Three Tenors album “is just fine for a few dollars less.” 'Bricn 485:21-

- 487:13

304. Rand Hoffiman, PolyGram's representative in the United States also testified that the
function of the moratorium was to deter consumers from purchasing 3T1 and 3T2, wath the
expeclation that such consumers would by default select 3T3.

): Why did PolyGram care about Warner’s marketing of the 1994
album during calendar year 19987
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A; AsTexplained — or as I tried to explain earlicy, Warners and
PolyGram had come together, made a large investment in the 1998
album. And both to maximize the upside and to prevent etosion, to
protect their investment, they — botl companies, didn't want to divert
potential sales — potential buyers of the 1998 album, to, instead either
the 1990 album or the 1994 album.

{): Were there any other reasons that vou’re aware of?
A: No.
Hoffman LH. at 43:10-23.
305, Thas strategy, Hoftinan expected, would protect the venturers’ investment in the new
Three Tenors album.
{: Tntermally, were Poly(Gram executives of the view that this
transaciion wouldn’t be profitable unless we had this agreement on -
pricing of the earlier albums?
A: T don'trecall a specific agreement or spectfic conversation to that
cffeet. The focling was that both we and Warncrs werc investing 2 lot
of money so that the 1998 albwm could exist. And it was necessary to
proteet that investment when we had —we and Warners together had
related product that conceivably consumers might buy instead.
Holfman I.H. at 47:4-14.
306. Paul Saintilan, the PolyGram manager responsible for negotiating the maoratorium
agreement, testified at deposifion that the purpose of the moratorium was fo protect the company’s

profits by impeding sonsumers from discovering and selecting a lower priced alternative to 3T3:

Q: Okay. And you were concerned that aggressive price discounting
of 3T2 would lead to confusion at the retail level?

A: Yes, Or, in fact, even more than cotifusion. That consumers would

chaoose, instead of buying the new album, to take advantage of the
cheaper pnce of the old album and buy the old album.
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Saintilan Dep. 90:9-19. See afso JX9-A ("We [PolyGram] believe that without any firm agreemeni
between our two companies, there will be unrestricted price competition on the 1990 and. 1994 .
alims and videos, which will damage sales of the new release.”™).

307. Chris Roberts was the President of PolyGram Classics during 1998, the originator of
the Three Tenors moratorium, and one of the Poly(ram executives that supervised Saintilan with
respect to negotialing the motatorium. Roberts was also identified as a Rule 3.33(c) witness with
regard ta the facinal basis for the efficlency justifications proffered by Respondenrs. Stip. 163. At
deposition, Roberls professed not to know the purpose of the moratoring; disclaimed knowledge as
to whether the moratorim was necessary for the formation, efficient operation or financial success
of the 3T3 project; and was unaware of how the moratorium or lack of 2 moratorium may ¢ -
marketing strategy or advertising spending on 3T3. Roberts Dep. (JX92) 50:25-55:12; Roberts Dep.
(TX53) 141:3-10, 142;18-145:23. When asked about the effect of the availabilily of 3T1 and 3T2 on
373, he responded as follows:

- ). Do you think it was a problem for Three Tenors III that there were two other Three
Tenors' products potentially availablg to consumers during the Launch Period?

A. Idon't know what I thought at that time. I don’ remember what [ would have thought at
thal titne.

Q. What do you think now?

A. It's hard to say. I don't really know what I think now about whether ot not having [3T1]
and [3T2] available at that time had a negative impact on [3T3] or had any impact on [3T3],
good or bad, The only thing we knew then and I know now 15 that all ihree existed, and so
we had to — we had to deal with that reality. Continues to be the case today.

Foberts Dep. (JX92) 84:13-85:1.
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308. Stephen Greene was wdentified as a Rule 3.33(e) witness with regard to the factual
basis for the efficiency justifications proffered by Respondents. Stip. Y 4. Greene testified at
deposition that he did not know if promotion of oldet Three Tenors records around the time of the
release of 3T3 would have harmed the 3T3 profect in any way, and could not identify any risks to
3T3 if the older albums were promoted around the time of the relcasc of 3T3, Greene Dep. (JX95}
162:23-193:10, 194:16-23.

. Respondents Have Not Demaonstrated a Free-Riding Problem

309. The chief proponents of the free-riding defense are Respondents’ two expert witnesses,
Dr. Janusz Ordover and Dr. Yoram Wind, Respondents clected not to call either Dr. Ordover or
Dr. Wind 1o testify at trial, and netther of these witnesses was subject to cross examination, althic. gh
their expert reports and depositions were effered and admilted in evidence. Trial Tr. 846:4-11.

310. The assumption underlying the free-riding defense 18 that “[3]ome consumers who
come to the store, because of the promobon of the 1998 Album and intending to buy that album,
may [in the absence of the moratorium] be attracted by the cheaper 1990 and 1994 albums and buy
them instead.” RX717 {Wind Lxpert Report) § 3(b). There is potential consumer harm only if the
free riding is so pervasive that Warner declines to adveriize 313 10 an appropriate manner at the
titne that the album is released. See RX716 (Ordover Expert Report) 4 30-32; Siockum 624:9-22,
730.1-16, 739:20-741:19 (Consumers who may be drawn into a refail cstablishunent by an
advertisement for one product may then purchase a different product based on a woll-informed
choice. This does not mean that there is a free-riding problem).

311. No witness and no contemporaneous documenli expresses concern related to the

moratorium about incentives lo advertise, either in the United States or abroad.
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1. The Diversion of Sales Identified by Respondents Is Cemmonplace

312. That advertising for one product may benefit another company’s praduct is 2
ubiguitous phenomenon. Stoclamm 625:20-22, 626:7-8, 629:11-25, 635:12-16; CX612 (Stockum
Rebutlal Experi Report) at § 17 (“It is common for adverusing and other promotional activity to
benefit & competitor different from {and in addition to) the firm that funded the advertising,™). Wind
Dep. (JX91) 126:6-127:1 (T know as a fact that whenever one company advertises, it affects other
campanies. For example, if Heinz advertises ketchup, other sales of other ketchup also tend te ga
up. So many times what youn have is, in a sense, by stimulating the demand for a given brand, you
gre stimm]ating the demand lor other produets, other substitute products or gimilar products. . ., S0
that’s a fact of life.™). |

113, Respondents® expert, Dr. Wind, testified in deposition that there are “tons of
cxamples” of one firm capitalizing upon the marketing activities of a competitor. Wind Dep.
(IX91) 133:15-134:8. Dr. Wind explained that sellers generally respond to this challenge by
sharpening their marketing campaigns, and by using advertising and nther marketing tools to create
a distinet 1dentity for the target product. Wind Dep. (JX91) 125:4-127:8, 128:10-129:6.

314. Respondents’ own experts concede that firms view the “spillover’” effect of advertising
as a “fact of life” and the prospect of free riding does not lead sellers of consumer products to
abandon advertising. Wind Dep. (TX91) 127:1-5; Ordover Dep. (TX90) 199:11-15 (“[TThere arc
plenty of activities that firms undertake fully aware of these kinds of spillover effcets and saying to
themselves, well, the effect is there but it’s either insignificant or I can live with it and do what |
intend to do.™). The testimony of the other witnesses support this. See Stockum 635:25-636:7;

CX612 (Stockum Rebuttal Expert Report at 9 17 *Wilh 1egard o what Dr. Ordover calis
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‘marketing buzz,” some degree of spillover is an inevitable, and probably inconsequential by-
product of a competitive market — most often ignored by firms and policy-makers alike.”); Kopecky-
Dep. (CX610) 353:5-10 (when Universal has a priority release that it is promoting, the fact that
consumers may ¢ome to the record store and by a different album would not affect the amount of
advertising vou would purchase); Caparto Dep. {CX6008) 85:8-15.

315, Within the recorded music industry, the diversion of sales identified by Respondents is
commonplace: Advertising intended to benefit one album often leads to sales of competing albums
(perhaps an older album by the same artist on a different label, perhaps an album by an entirely
different artist). RX716 (Ordover Expert Reporl) at  36. {Dr. Ordover admits that the “incremental
consumer foot traffic at music retailers” generated by promoticn of 3T3 may have benefitted not just
3T1 and 3T2, but recorded classical music taken as a whole); Ordover Dep. (IX90) 130:1-21
{potential for spillover effects whenever one company is releasing an artist’s new album and a
competing company conttols the older albums: *T think the extemalities ocear potentially at any
such lime. Their magnitude may dn:p;nd on the circumstance.™); Cloeckacrt Dep. (TX98) 122:14-
123:1 {“Consumers always have the option to either buy the new record, to buy the catalopue or to
buy both or to ignore totally this release and buy something from the competition.”™}; Moore 59:7-
24,

316. A strong, popular album creates spillover effects that are beneficial to the enlire
recorded music industry, For this reason, both labels and retailers ofien blame slow overall store
traffic on the absence of heavily-advertised major new refeases during a particular fiscal quarter.”
JX103-F (Moore Expert Report) at § 23, See alsa Cloeckaert Dep. (JX97) 46:3-17 (PolyGram

benefits when a competitor offers an attractive product because more “people are tempted to go to a
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record store. And it's not like groceries where you have to go fo the store to eat. For music, vou go
when you find something exciting, and when vou po there, there is a chance that you pick up .
something else. Since we are a major player, the chance they pick anything from us is significant.™;
Kopecky Dep, (CX610) 52:17-54:8 (“[WThen great products are available [from a competing
company], it's good for business;” if competitors release strang popular albums, traffic at retailers
increase: PolyGram has benefitted from this phenomenon). See afse Caparro Dep. (CX609) §3:22-
85:1.

317. In 1994, as Warner was prepating to market 3T2, it anficipated compefition from
PolyGram {3T1). CPF {233, 235.

318, Warmner advertised 3T2, and did not enter into a moraterium with its rival. CPF Y
233-242.

319. Instead, Warner devised a marketing campaign aimed at convineing consumers that
3T2 was preferable to 3T1. CPF4236. The company’s marketing campaign for 372 was a success
and 3T2 was. profitable. CPF § 255-256.

320. In 1996 and 1997, Warner wag anxious to digtribute 313 indapendently, with no
prospeet of a moratorium with PolyGram. CX321 at ITENOOQ04277.

321, In 1996 and 15%7, PolyCram {(certainty aware nf-' its own marketing activity in 19%4),
was anxious to distribute 3T3 independently, with no prospect of a moraterium with Warner.
CX323 at UMGO00487-88, CX324 at UMG004669; CX327 at UMGU04679. Other music
companies also were interesied in distfjbuting 3T3, with no prospect of & moratorium with

PolyGram and Warncr. CX317 (noting “MCA’s interest in the 1998 project™.
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322. The fourth Three Tenors albutn, Three Tenors Christmas, was produced and marketed
by Sony in 2000 withont restricting competition from 3T, 3T2 or 3T3. See CPEF Y 230-232.

2, There Is No Evidence that the Potential Free Riding Threatened
Advertising for 3T3

323, Advertising in support of 3T3 would not have disappeared or been substantial]y
curtailed on account of free riding. Stockum 637:153-638:21. Wiinesses representing both Warner
and Poly(Gram testified that 373 would have been appropriately promoted without the moratotium,

~and indeed tha the moratorium had no significant effect on the resources devoted o advertising and
promoting 3T3. “I think that 3T3 would have been appmpriatf:I}f market.ad and promoted in the
United States without regard for the moratorium with PelyGram,” O°Brien 490:19-22.  See also
('Brien 448:12-21; Roherts Dep. (IX92) 50:25-52:24 (Chris Roberts, President of f*ﬂ]yGraIn
Classics, declined to endorse the proposition that the moratorium was necessary to the effective
promotion of 3T3),

324, At deposition, Paul Saintilan testified that PolyGram’s advertising budget for 3T3 was
derermined in Ja:_mér:.-* or February 1998, before the moratorinm was agreed upon. After February
1998, there was Iiitle opportunity for PolyGram to increase or decrease marketing expendilures for
3T3. And even if thers were such an opportunity, PolyGram did nof view competition from Warner
(3T3) as a rationale for altering its advertising expenditures:

2 Would it be to PolyGram's advantage to spend more money at the time of release
in order to address the competition from 3127

A Wo.

£: Would it be to PoivGram’s advantage to spend less money at the time of the
release of 3T3 in order to address competition from 3T27
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A: No.

Q: Is Poly(Gram’s optimal advertising expenditure unaffected by whether 3T2 is oris
not discounted at the time of 3T3's release?

A Marketing budgets for a major album, such as 3T3, would be determined

significantly in advance of the album. And therefore the capacity of the cornpany to

rzact competitively by hugely varying the amount, particularly expending far more,

would be severely constrained by the fact that the budget had been set and agreed to.
Saintilan Dep, (JX54) 85:18-30:17; Samtilan Dep. (1X94) 164:2-195:9.

325, In Junc 1998, when it appearzd to PolyGram that the Three Tenors moratorivm would
fall apart, PolyGram did not alter its marketing strategy or cut back on its advertising budget. The
company’s only response was fo notify its operating companies that if’ Warner was found selling
3T2 at discounted prices in any territory, then the local PolyGram operating company could respond
by discoanting 3T1. CPF Y 139-141.

326, Polyliram executives were not concemed that PolyGram operating companies would
not use their best efforts to promote 313 at the time of the launch, regardlass of whether they were
allowed o discount 3T1 or Warner disconnted 3T2. Greene Dep. {D(‘E?'S} 89:23-90:10, 189:19-
150:1.

LN Respondents Fail to Validate the Free-Riding Defense

327. In 1998, PolyGram and Warner did not quantify the extent to which consumers drawn

o record stores by promotion for 3713 would (absent ﬂ:u:.moramrium) have purchased 3TT or 3T2.

(¥Bren 491:13-18 ("We would not have —we would not have aticmptaed to quantify the impact of

thal. It would be extraordinarily difficuit to do.”); Saintilan Dep. (JX94) 82:4-11.
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328. That PolyGram or Wammner executives may have been concerned that 3T3 may lose
sales to 371°] and 3T2 is not a reliable gauge of the magnitude of the free-riding effect. As PolyGram
executive Bert Cloeckaert testified in his deposition:

Far cvery major release in any record company there is abways an element of anxiety

because of big inivestment, becanse of big expectations, to make sure that everything

is sef up to deliver the quantilies we need to make money on that project, There was

nol any difference on (his one. And, yeah, that's ~ so it"s trying (o do the uimost to

make the best of this significant release, which was a significant release in the third

guatter of PolyGram in 1998,

Cloeckaert Dep. (JX97) 42:17-43:6

329, Dr. Ordover caleulated that absent the moratorium agresment the magnitude of sales
diverted from 3T3 to 3T in the United States due to free riding during the moratorium period
{ August - October 1998) would have been quite small (sales of less than $86,000 pe.r manth}.
RX716 (Ordover Expert Report) 1 35; Ordover Dep. (JX90) 158:5-10. Dr. Ordover was thus unable
to conclude thal free dding in the Uniled States would have had a signilicant impact on the
venturers® incentives to adwvertise 3T3. Drdm-‘::r Dep. (X907 158:25-159:21 {“Thal I don’t know. ..
I can’t opine. As | said before, it seems to me that at least in tﬁe Unite-d. States the whole thing was
likely o he —tarmed out o he a non-event for a variely of Teasnns.™).

330. Dr. Ordover acknowledged in his deposition that discounting and promeotion of 3T1 by
PolyGram may actually increase (rather than decrease) Warner’s meentive to promote 3T3. Stated
differently, the eftbct. of the moratorium may be to decrease Warner's incentive to advertize 3T3.
Ordover Dep. (JX90) 115:16-116:13, 118:8-119:1.

331. Dr. Ordover testified in deposttion that ke “canmnet answer the guestion” whether the

moratoriim was reasenably necessary for the efficient marketing of 3T3 in the United States.
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Ordover Dep. (TX90) 55:2-8. Significantly, Dr. Ordover does not conclude that free riding was a
siphificant problem for Poly(Gram and Warner in the United States —only that it was a plausible
concerm. Ordover Dep. (JX90) 66:12-22 (“we cannot comclude one way or the other™); Ordover
Dep. (IX90) 36:2-37:4 (“the answer is there’s always some free riding . . . Tt did not seem to be an
issus in the United States in 1994™). Dr. Ordover did not consider any less restrictive alternatives to
the motatorium. Ordover Dep. (JX90) 77:8-11.
332. Although Dr. Ordover’s report states that the moratorium is “reasonably necessary™ to
avold free riding (apparently outside the United States), he has in mind an idiosyneratic definition of
“reasonably necessary.” lor purposes of this matter, 1)r. Crdover defines “reasonably necessary” as
meaning plausible, or not nhviously pratexual.
i T)he moratorium was reasonably necessary by which [ mean that it could not
have been disrnissed as a pretext for accomplishing objectives that wers not
related to the joint venture. I never testifly, I never stated it was necessary in
the sense thal bul lor that moratorinm there would be no joinl venture or the
joint venture would have fallen apant or something of that sort. . . . I never
aaid that it was a requirement that was — if it was not in place, would have
caused the whole thing to collapse or jeint verture would not proceed without
it.”

Orrdaver Trep. (TX90) 50:10-51:10.

333. Dr. Ordover contends that “a gquick look of restraints would be best jeft for those joint
venfures that are a sham.” He further argues that any restraint related lo a legiiimate joint venture
shonld be analyzed under the fullest rule of reason. Ordover Dep. (FX90) 44:2-22 (] would say thai
a — d quick look of restraints would be best left for those joint ventures that are a sham™). Asa

result, Dr. Ordover did not determing whether the resiraim in this case actually promoted the

cfficient operation of the venture, or whether the efficiency justifications were valid.
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334. For these reasons, and due to the fact that he did not testify at trial and was not subject
to cross examination, Dr. Ordover’s testimony is given little weight.

4. The Hypothesized Free-Riding Problem Could Have Been Remedied by
the Sharing of Advertising Expenses

335. A common method of addressing a free-riding problem associated with advertising is
to ensure that all thase who benefit from such advertising contribute toward the funding for the
advertising, CX612 {Stockum Rebuttal Expert Report} at § 25; Stockum 816:22-818:25; Ordover
. Dep. (JX90) 94:4-17, 96:16-2] (*That’s often a way to deal with it.").

336. The collaboration agreement between Warner and PailyGram provides that the two
music companies shall each be entitled to 30 percent of the net profits and net losses derived from
sales of 3T3 worldwide, Any advertising or marketing cxpenscs incwrred by either pmty are to be
deducted from revenues for purposes of calculating net profits (losses). Given the finaneial
structure of the venture, every dollar spent in the [nitad States by Warner to promate 3T3 is
partially reimbursed by PalyGram; fifty cents comes fiom each of the venfurers. Stockum 735:1-4;
TX10-Q at UMG001072; IX103-1 at UMGO{301075; (FBrien 419:18-420:9 {(if Wamer purchased 2
television advertisement for 3T3, then hal the cost would be borne by Warner and half the cosl
would be bome by PolyGram); CX348 at UMGO02158 (explaining mechanism for implementing
cost sharing arrangement); JX20 {collaboration will require “estimated accountings quarterly with
payment of 80% Di'T;le arteunt then due, and a formal ‘settling up’ annually™), CX532 at
3TENOO009949 {(adjustment of accounts to impiement cost sharing); CX533 (same); CX534 at

UMGO00377 (same).
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337. I{ the proportional benefit to each party of the advertising is equivalent io 1he
proportional cost of advertising borne by cach party, then there is no distortion of incentives. For
example, if Warner pays 50 percent of the cost of advertising 3T3, and receives 30 percent of the
benefit (e.g., because sales of 3T1 are comparable to sales of 3T2), that is an efficient arrangement.
Stockum 819:19-820:13; Ordowver Dep, (JX90) 114:17-115:15.

338, Ifthe forecasted benefit to PolyGram and Wamer from adveartising 3T3 (faking mto
account all profits from the sﬂe of 3T1, 3T2, and 3T3) were not equal, then the parties conld have
alterad the cost-sharing mechanism accordingly. For example, if Warner were expected to gain 52
percent of the benefit of the advertising, then the parties could have agreed that Wamer would pay
52 percent of the cost. Stockum $20:18-B21:17.

339. It is efficient for Pn]yGfam and Wamner to allocate advertising costs based upon
Torecasi {rather than actual) sales levels because Warner®s adveriising expendilunes in support of
T3 in the United Statcs werc also based upen forecast rather than actual sales levels. Stockum
B20:18-822:6; £X331 at ITENDOOO427Y {only five percent of PAP — promotion, advertising, and
publicily - expenditures assumed to be vatiable; “the remainder will be a fixed commitment made at
the time of releasing the record™); Saintilan Dep. (JX94) 88:18-89:17, 194:2-195:9 (advertising
budget for 313 fixed in Janmary/TFebruary 1998); O°Brien 542-:1 1-19 (A fairty significant
component of the inftial marketing plan would be set up and commitied Lo in advance of the release
..., (r Brien 401:12-17 (PAF defined).

340. If MolyGram and Warner were unable to make a reasonably reliable forecast regarding
the relative benefits from advertising 313, then each party’s contribulion to the advertising of 373

could have becn determined by the parties after the taunch of 3T3. Stockum 822:7-823:17.
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5. The Moratorium Was Not Intended fo Address a Free-Riding Problem
in the United Stafes

341. Respondents’ economic expert, Dr E}rdﬁver, opined that lf ﬂlere“erc:any sérinus free-
riding problem in connection with the marketing of 3T3, it existed in Europe, but not the United
States. Ordover Dep. (JXQG].SE:M-B?:&I {*for whatever reason, the United States market secmed to
have somewhat different dynamics that the {eared d};rlanlics in ¢ther coumtries™), Ordover Dep.
(TX90) 25:24-25 (moratorium “would have been a non-cvent from the siandpoint of U8,
digtribution™); 27:15-16 (moratorivm was “a non-issue in the U.5. Although it might have been
viewed as a major issue in Furepe.™).

342, There is no cvidence that, during the moratorium peried, discounted copies of 3T1 and
3T2 would have becn resold, or transshipped, from the Umiled States to Euiope. Moz is there
cvidence that such transshipment would disrupt the marketing of 3T3 in the Unifed Stafes or
anywhere glse. No evidence was presented describing how risk of transshipment is related to the
moratorium generally, or a ban on advertising in particular. No evidence was presented concerning
the level .of discounting that would generate transshipment, the level of transshipment that would
cause an inefficiency, the actual risks of transshipment of product or how the meratorium may limit
transshipment. )

343, PolyGram considercd transshipment to be a problem only withing Europe. For
example, when Pulyll-fi'rram.ran a campaign to discount 3T1 during June and July 1998, it was
concerned about ensuring that prices in Europe were roughly equivalent, or “harmenizefd].” IX40
No effort was made to “harmonize™ prices between Furope and the U.S. See Cloeckaert Dep.

(JX97) 12:21-13:7, Gore Dep. (JX87) 24:19-23.
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0. The Hypothesiced Free-Riding Problem Counld Have Been Remedied by
Making 3T3 More Distinet from 3T1 and 3T2

344, Firms generally respond to spiilluw:r by “Emphasiz{iﬁg]. ﬂw mﬁqu;mass of their
offering.” Wind Dep. (JX91) 127:1-5. “A lol of the incentive belind direct marketing,
personalization of marketing Imessages, customization of marketing messages, all of these are
designed to try to avoid some of the impact of spillover and increase the likelihood that vour
message gets the more desirable result,™ Wind Dep. (JX913}129:1-6.

345. Dr. Ordover acknowledzed that the freeriding problem would be ameliorated if 373
were more distinet from 3T1 and 3T2 in terms of repertoire and appearanca. Ordover Dep. (JX90)
126:8-21, 130:1-21, 144:15-23 (*Surely, the further away you put the product in & product space, the
Icss of a competitive challeage it faces from the catalopgue of the same pﬂl’fﬂﬂﬂﬁl‘,”];. RX716
{Ordover Expert Repott) ) 16.

346, In 1994, Wamer vsed the ordinary teols of marketing (e g., packaging, advenising) to
create a inique identity for 3T2, distinct from 3T1. See CPF 1Y 236-241. A similar strategy could
have been pursued for 3T3 1n 1998. Moore 123:1!}—.135:9.

E. The Moratorium Wa.s Not Necessary to Avoid Consumer Confusion

1. There Is Ne Evidence of Actual Confusion

347. The principal proponent of the contention that the Three Tenors moratorium addressed
a consutner confi usin;1 problem is Paul Saintilan. Saintilan was, he says, concemed that consumers
would find it confusing to choose among three different Three Tenors albums. This concern was
not based upon research, data, or observalion. According to Saintilan, Tt was simply a concern.™

Saintilan Dep. (TX94) 81:15-82:3.



348, Saintilan did noet testify at trial and was not subject to cross-examination; however, his
deposition was offered and admitted in evidence. Saintilan Dep. (TX%4); Trial Tr. 846:4-11.

349. Atthe time of the moratorium, PolyGram had not performed any consumer research on
Three Tenors products. Saintilan Dep. (JX94)20:18-21. Saintilan had not worked on any other
marketing campaign where a similar issue of confusion was presented, Saintilan Dep. (JX94) §2:
12-16.

350. There is no evidence that consumers were actually confused in selc::tﬁng amonyg lhe
various Three Tenors albums. Hidalgo Dep. (JX88) 84:13-85:5 (PolyGram execntive explained that
assertion about consumer confusion is “speculation”); Greene Dep. (JX95) 193:12-25,195:8-18
(Respondenis’ designated Rule 3.33(c} witness on efficiencies testifled that claim of consumer
confusion “was speculation,” and that he could not say what sort of confusion may arise); Stainer
Dep. (TX85} 42:10-43:5 (in United Kingdom, PolyGram was not concemed about confusion
“becanse this | 3T3| was the new album, and this was the albur that the record trade would focus on
as a new album. If vou walked into a major supermarket, this wes the one that would have been
racked in the chart racks.™).

2. Confusion Coxld Have Been Avoided Without a Moratorium

351, PolyGram designed the cover art for 3T3 and was free to design packaging for 3T3 that
was distinct from, and would not be confused with, the older Threc Tenors products. CX3500;
CX3501; CX302; CX503; CX305; CX308. See also JX5 at UMGDO1523-001524. IX26 at
UMGO00372; CX383 af UMGQ03284,

352, There was no confusion between 3T1 and 3T2 prior Lo the release of 3T3. Stainer Dep.

(JX89) 12:8-13:20, 19:1-20:11 (head of Wamer's U.K. campaign in 1994 testified that Warner was
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not concerned abont confusion during 1994; packaging is different; cover art is different; titles Ell'f;:
different; imnages are different); Hidalgo Dep. (IX88)} 22:1-24:3 (“it was particularly impossible for.. -
the customers to confuse” 3T2 and 3T1 during 1994).

353, In _1994, PolyGram and Wamer independently used standard marketing techniques to -
distinguish their respective Three Tenors products, inciuding slip case covers (a type of CD
packaging), enhanced phote books, and product stickers. CX272 at UMGU0526 (use of sticker);
CX288 al UMGO06106 {use of sticker); CH296 at ITEN0OD05912 (use of photo book), X299 at
ATENOG0OO3904 (use of photo book); CX300 at ITENOIDORS46 (use of slip case); see also Moore
127:22-135:9.

354. Advertising campaigns on behalf of 3T1 and 2T2, emphasizing the distinctive features
of these older albums, could have helped to differentiate these products from the new Three Tenors
release. This was done in 1994 to distinguish 3T2 from 3T1. Stainer Dep. (JX89) 21:5-11; CX249
at ITENODO11254; CX259 at 3TEN0ODOTT108.

355, Bigniftcant discounting of 3T1 and 312 also could have helped 1o differentiate thess
produets from the new Three Tenors release. Saintilan Dep. (TX94) 91:5-92:11 (discoanting need
net lead to confusion if products are displayed appropriately at retaal).

356, Consumer confusion, where it oxists at all, is rclated to the retail display of the albums.
Sainfilan Dep. (TX94) 91:22.25. If products are displayved appropriately, discounting need not lead
(o consurer canfusion. Saintilan Dep. (JX94) 92:1-11; see alfse Wind Dep. {IX91) 169:17-170:6
(concwrrent advertising of products that are close substitutes will not create consumer confusion

where the advertising is properly executed}.

94



357. Record rctailers have the incentive and ability to display their products it a manner that
does not conduse comsumers. Saintilan Dep. (JX94) 83:12-17, Caparro Dep. (CX609) 70:8-71;7.

358. PolyGram and Warner could have remedied any consumer confusion by requesting that
retailers display 3T3 separately from 3T? and 3T2 (e.g., not in the same end of aisle display).
Saimtilan Dep. (JX%4} 84:13-85:21.

359, In addition, Warner ¢ould have secured commitments from retailers that 3T3 would be
positioned prominently in the stores, and that 3T would not be positioned alongside 3T3. CX612
{Stockum Rebuttal Expert Report) at 4 30; Steckum 753:12-724:%; Wind Dep. (JX91) 81:20-36:5.
For example, Warner couid have prevented any CD other than 3T3 from being placed in the special
Ei.’ + ;ower digplay it provided to retailers. O'Btien Dep. (TX100) 82:11-15. Record companies
have been abie (o achieve cxclusive space in refail csiablishments. CX249 at 3TEN00011253 (in
1954, Wamcr negotiated “exclusive chain deals and prevented competitors [of 3T2] from getiing
retail space”™); Caparro Dep. (CX609) 66:4-67:10 (in 2 promotion with a retailer a wall of preatest
hits records, “its penerally asawmed that becanse Universal is funding the advertising and
promotion of it, ihat no other companies would be aitached along for a free ride™); K;:)pc:ck)' Dep.
{CX610) 36:24-37.9, 64:1-9; Moore 52:7-12, 261:23-262:18.

360. A clear marketing messape is also a key to limiting confision:

(). I there wete a siluation where the catafoy would cannibalize sales of the new
release, ig there anything you could do to limit that?

A, You know, if's all about the messape that vou send in your marketing, and if the
marketing is strong enough to peint consumers to the new record, then yon could
only — you could only do so much to lead the consumer to the purchasc. At that
point it's the consumer's responsibilily to figure out what they want, and it's vour
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duty to inake sure that the message is as clear as possible as the owner of that
content.

Gore Dep. (JX87) 72:12-73:1.
3 Respondents’ Expert Did Not Validate the Confusion Claims

36]. Respondents’ expert witness, Dr Yn;:am Wind, opined that it is theoretically possible
that some consumers faced with too much variety may elect to i:mstpnn:: their purchase because they
are ool yet certain of the relative mertts of the various products. Wind Dep, (JX91) 20:19-22:2,
131:25-133:6. However, the theory is premised upon “small studies” that are “not necessarily
generalizable to the whole population.” Wind Dep. (JX91) 25:2-20. Dr. Wind does not know how
many, if any, consumers would find the offering of three albums so confusing that they buy none.
Wind Dep. {IX91)23:14-18 (“] have no empirical evidence of this, This is an empirical question.™,

F. The Moratorium Was Not Necessary to Achieve a Commercially Sound
Marketing Strategy

362. PolyGram Vice President Bert Cloeckaert testified that, in considering how best to co-
market a new rebease and eatalague alhnms by the same artist, “there are as many theoties as they
are people in the record industry.” Some marketers prefer 1o promote catalogue albums al the same
time as the new release, others do not. Clocckaart Dep. (IX97) 08:9-101:3.

363. Respondents’ executives conclude that disappoiﬁting sales of 3’13 were probably
attributahle ta the “tiring of the concept more than anvthing else.” Cloeckaert Dep. (JX97) ?E:i 9-
74:6. See also Stainer Dep. (JX89) 74:15-18 (“the repertoire had nothing significantly new, the act
itself came across on television as slightly formulaic™); Hidalgo Dep. (IX88) 21:2-4, 60:7-61:11,
(“they are not adding anyihing which is exciting . .. As a matter of fact, | am sure that if I play the

record ~ different records for some people, they wouldn’t be able to distinguish which is which™);
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Saintilan Dep. (JX%4} 33:6-37:1 (failure to achieve sales expectations was “probably due to the fact
ihat it was a formula being repeated for the third time”™). See also Ordover Dep. (JX90) 147:12-12- .
25 {*First of all, the third release is a flop, and it’s my understanding that it flopped not necessarily
or exclusively because of the competition from other Three Tenors but because of what proved to be
mevitable, which is when you reheat the same soup three times, it may become somewhat less
paiatable™).

364. The proponent of the *sound commercial strategy™ argument is Respondents® expert,
Dr. Yoram Wind, Dr. Wind's opinion is entirely dependent upon the assumption that 3T1, 372, and
313 are part of a single product line. Wind Diep. (JX91} 78:22-24. Dr. Wind assumes that, when
marketing « s oduet line, the goal is to target the various products to different scgimenis of the
market. Wind Dep. (iX21) 77:10-78:21, However, Dr. Wind’s essential assumption is inconsistent
with the facts of the case — where Warner and Pﬂl}’GfﬂIﬂ specifically retained their rights to exploit
3T1 and 3T2. See CPE Y 66-G8.

365. Respondents clected not to call Dy, Wind to testifv at trial. Trial Tr. §46:4-11.

366, Dr. Wind admits that he did not review the evidence in this case to determine if the
moratorium was actually necessary, as epposed (o terely thec:relical_l}' or “plausibly” necessary.
Wind Dep. (JX91) 10:12-11.:20 (“So [ did not analyze what actually happened.”). According to the
list of documents Dr. Wind reviewed or relicd upon, Dr. Wind considered no documents from the
fiies of Warner; no deposiiion teshmony of any individual responsible for marketing 3T3 in the

United States; and no deposition testimony of any Warner employee. Complaint Counsel’s
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Findings of Fact, Conelusions of Law, Order and Memorandum of Law in Support Thereof
Appendix B: Unpublished Materials Cited in Trial Memorandum In Support Complaint Counsel’s
Findings of Fact, Conclusions of Law and Order, Tab 1.

367. Dr. Wind has not studied the recorded music industry, has not worked in the recorded
music mdustry, and has not consulted to the recorded music industry. Wind Dep. (JX91) 5:16-24,

368, Catherine Moore, an expert in the marketing of recorded music products who did
1estify at irial, explained that while it may be useful to market recorded music products by one artist
together, this is not necessary because a new release must be given its own unique identity and form
its own message to consumears. Moore 139:11-19.

369. i iike Dr. Wind, Professor Moore has substantial experience in markeiing music
products. Professor Moore is the director of the music business program at hew York University,
and is also a professor in that program. The music business program is an academic program that
trains students for careers in the music industry, particularly in marketing, advertising, and
promution. Professor Moore teaches courses that focus on marketing and pricing issues in the
recorded music industry. [n addition, Professor Moore has nearly 20 vears of experience working
and consulling in the recorded music industry for operations as varieid as relail music stores,
distribution companies and labels. Moore 8:21-18:1.

370. For these reasons, and because Dr. Wind was listed as an expert withess by
Respondents but never called, Dr. Wind’s opinions about the *necessity” of a “commercialiy

sound” strategy are given little weight.
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XI. ThereIs 3 Significant Risk that the Unlaw{ul Conduct Will Recur

371. It is not unusual for an ariist to releasc material on more than onc label, Moore 85:4-9:
Hoffman 293:3-294:8; Gore Dep. (JX87) 68:8-6%:4; Caparro Dep. (CX609) 76:16-19 ("artists jump
labels, contracts expire™); Constant Dep. (JX94) 97:10-19 ("It happens all the time in the music
business . . . ) CX604-D ("many artists and orchestral contracts are short in duration and refer only
to specific recordings™). Examples of artists that have switched from one label to another include
Janet Jackson, Mariah Carey, Rod Stewart, Placido Domingo, Jose Carreras, Vladimir Horowitz,
Danie! Barenboim and Leonard Bernstein, Moore 83:4-87:14. Cther examples identificd by
PolyGram witnesses include Terry Dexter and Fabulous {Hoffman 293:4294:8); Elton John and
Wiilie Nelson {C« =aro Dep. (CX609) 73:25-74:14); and Miles Davis, George Benson, Sarah
Brightman, Peter White, and Keith Jarrett (Gore Dep. (JX87} 63:7-64:25, 68:8-69:4). Since it is
common for an artist to record for more than ooe label over time, many artists have catalogue
alburns that appear on a label different from the label thal releases the arlist's new records. When
that oceurs, the same incentives to enter into an agreement not to compete will exist that caused
PolyGram and Wamer to enter into the Three Tenors moratorium agreement.

372, Collaborations where competitors share financial interests in a product, and therefore
may have the incentive to enter iNta a moraloriumm agreement to protect new products from
competing with extra-venture products, are comymon. For example, il is commeon for one music
company to “release” an exclusive artist to a competing company for purposes of a particular
projeet. Moore 39:4-40:9. The music company that receives the services of anather company”s
exclusive artist, may reciprocate by releasing one of ils exclusive artists for a future project.

CX513; CX515, CX51b.
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373, A music label may release an artist from his éxclusive recording ¢onfract in return fora
rovaliy on the arfist’s first album on his new label. When this occurs, the two competing labels have
a shared financial interest in the success of a particular album. Hoffman 357;12-25. Unless
gnjoingd by the Court, Universal may seck a moratorium agreement to limit discounting or
advertising of an artist’s catalogue items on a competitor’s label where it has obtained a release to
have that artist parform far it

374. Universal Music Group and Sony Music Entertainment have formed a joint venture to
distribute music over the Internet. Universal, Sony, and other music companies will provide their
music to the venture, known as “pressplay” on 2 non-exclusive basis. Accordingly, the music
products marketes © - w2 joint venture may also be marketed through traditional retail outlets.

X530
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UNITED STATES O AMERICA
EEFORE FEDERAL TRADE COMMISSION

In the Matter of

POLYGRAM HOLDING, TNC,,
a corporalion,

DECC A MLISIC GROUP LIMITED,
a caorporalion,

L MG RECORDINGS, TNC., I7ocket No. 9298
i coTporibion,

and

LNIVERSAT. MURIC & VIREG
DISTRIBLUITION C0OEP.,
a corporation,

To: “The lonorable fames P limony
Adnvinistrative Law Judge

COMPLAINT COUNSEL'S PROPOSED CONCLUSIONS OF LAW

1. The Federal Trade Commission has jurisdiction ovar the subject matter of this
pracecding, and over Respondents PolvGrana Holding, Inc.. Decea Music Group Limited, UMG
Recordings, Tnc., and Universal Music & Video Distribution Corp. {collectively, "PolyGram™ or
“Respondents™). |

2. Atall relevant times, each respondent was a corporalion within the meaning of

Section 4 of the Federal Trade Commisston Act, 15 11.8.C. § 44,



3. Respondents’ acts and practices, ineluding the challenged ucts and pracuces, are in or
affect commerce ay “conunetce’ i3 defined in the Federal Trade Commission Acr,
153 10.5.C. § 44,

4. Respondents have entered inlo comiracts, combinalions, or conspiracies with their
competilor, Warner Music Group (“Warner™), constituting unfair methods of competition, in
violation of Section 5 of the Federal '] rade Commission Act, 13 L5 § 43,

5. An antitrust plaintifl may prove the catstence of a contract, combinallon, or conapiracy
by providing either direct or cireumstanial evidence sufiicient to warrant a finding that the
comspirvatars had & unity of purpose or comemon dzsign or understanding or a meeting of the
minds i1 an unlawful arrangement.

&, In 1998, PolyGram and Warner azeced 10 observie a “moratonont’ of comfipelitive
activity. The parties agreed to forge discounting and advertizing of older Three 'I'encrs audio and
viden products {reforred 1o as “3T17 and “3TZ27) for a pented of ime fellowing the release of a
new Three Tenors recarding (referred to as “3T3 ")

7. Certain categorics of restraints almost always tond 1 raise priec of reduce puipll, and
hence are presumptively anticompetitive.

8. The moermaterinm agresmont between PolyGram and Wamer to [orgo discounting and
advertising is likely, absent an etticiency justification, to lead o higher prices or reduced output,

and hence i3 presumptively anlicompettive.



9, Where a presumplively anticompelitive agreement 15 proven, the burden shifts to the
Nespondents to prove the existenes of a plausible and valid effictency justificaion for the
restrainl. That is, Respondents nst show that the moratorivn was neccssary in ordar to
promote competition and bene it consumers.

H). Where a presumptively anticompetiiive restraint is said to be ancillary to a
collaboration, Reapondents must show that the restraint is necessary in order 1o achizve the pro-
vompetitive benafits of that collaboration.

11, An agicement entered mio [ollowing the formation of a joinl venturs to forgo
discounting and advertising for the pre-cxisting, separalely produced, and separatzly distributed
products of the individual venturers is nol ancillary to the joint venture agreement. The priee
restraint is per se tllegal.

E2. Where the prollered elficiency justifications are cither inplausible on thair face gr
invalid in view of the relevant facts, the presurprively anticompelitive restraint can ha
condenned, without delining the relevant market, assessing markei powecr, or cxamining actual
anticompetitive effects,

13, An efficiency argument is implavsible {insufficicat on its face) where, for example, il
15 pretextual, fnapposite to the factual circumstances presented, or ;‘i,'hers: the argumunt is
prerised upon the clabm that competition iz unworkable or undesizable.

I4. Anefficieney justification should be refecied 25 invalid where, for exarmple, it is
speculative or unproven, where the argument sweeps (oo bruadly, where there is a less restrictive
alternative, or where the restraint 1s not an elfective remedy for the compotitive prohlem that it

purports o address.



15, Itis not sulficienl for Respondents merely 10 udvance o slausible hypothesiz as to
why 4 suspect resitaint could have been cfficiency-cnhancing. Respondents must produce
evidence to demonstraie that the restraint did in fact promote efficiency.

14, Fespondenls havz rot met their burden oldentfying a piausible ¢llicieney
justification for the challenged restraints. Respondents” claim that the moratoriim doreement
addresses a market failure in Europe can not justify the agreemignt to restrain competition in the
Unted Stales,

17, Even if the justifications proffered by Respondents were deemed plansible,
Rusnondents have not met their burden of proving the existence of a valid efficieney justilicaton.

18, Inorder to demonsirale a valid free-rtding defense, Respondents must show that:

(i) absent the challenged restraints, tree riding was likely to have the effect of climinating some
valued service [tom the markeiplace; {3 there was no reasonable means by which e competitor
that benefitred Jrom the valued service (the alleoed froe nder) coudd have compensated the firm
that was providing such service; and (i1) there were no less restrictive aiternatives, Respondents
have satisficd none of these requirsments.

19, In the reeorded musie industry, 115 commaon for advertising and other promottonal
activity to benefit a competitor ditterent frona (and 1 addition lo)d {:hc firm1 that finded the
advertising. Gemf'ally, this does not lead record companies to abandon or even signilicantly to
curtail advartising. The ovidence docs not support a Anding that the venturers” adverlising
expenditures in support of 3173 would have significantly decreased in the Uniled States without

the mworalerium agresment.



20. Where [irms that sharc the benefits from advortizing alse share the costs of such
adverlising, frec-ticer problems are reduced or eliminated. Even assuming that thens was a
potential free-riding problem in commection with acvertising for 3T3, PolyGram and Warrer
effectively remedicd the free-riding problem by sharing the costs of advertising 3T3.

21, Other substantially less restrictive altematives [or addressing the purported freg-
riding concern were alsoe available to PolyGram and Warner, For example, Respondents couald
have limited the moratorium to Eurepe (the site of the alleged free-riding problem).

22, The Three Tenors moratorium agreement was not nesessary to sliminate consumsr
confirzion. The evidence does not support a finding that consumers were actually contused in
seleciing among the various Three Tenors producis. Furtter, the potential for conlusion could
have been remedied by making the packaging Far 3T3 more distinet, and/or by working with
relailers o cnsure that the Three Tenors products were digplayed in 8 manner thar consumers
would not find confusing.

23. The ¢laim that suppressing promotion of similar, compating products 18 neccssary in
order to elimingte confusion conflicts with the basic policy of the antitrust laws, Contusing
competition is peeferred to the clarity offered by cartclizatiorn.

24. The Three Tenors moratorium agreement was not necessary for the formation of the
3T3 collaboralion between Warner and PolyGram.

25. The Three Tenors moratorium agrsement was nat necessary for the effactive
marketing ol'373 m the United States.

26, Modest cost savings may be achicved by any jeint sclling amangernent; this hoewever

is not 4 sufficient justiffcation [or the adoption of presumptively anticompetitive restraints.



27, When a firm withdraws roor the market a1 the hehest ol a tival, this wiil enahle the
surviving competitor to generale additional corsumet attention, publicity, and sales. These
elfects may be the by-product of any market division agregmen, and are not a cognizable
aniitimst defense.

28, Section 5 ol the ITC Act proscribes amicompetilive apreements,  Respondents’
¢laim that the moratorium agreement was not implemented in the [njted States is not supporied
by the evi.dcnce, anad 12 not 2 valid antitrust defense,

249, Respondents claim that they withdrew [Tom the moraloviaem agregment 's pot
supported by the evidence, and is not 2 valid antitrust defense. To cstablish withdrawal from a |
eonspiracy, Respondents must show that affirmative acls inconsistent with Lhe object of the
conspiracy were communicated in a manner reasonably caleulated to reach co-conspirators,
lLespondernts did nol effectively communicats to Warner an inlentian o withdrasy from the
mMOrAtoriue.

AN, Respondents’ clatm that, absem the moratorium agreement, PolyCrars would niot
have discounted 3T1 during the moratorium period 1s not supparted by the cvidence, and 15 not &
valid antitrus! defense. This i3 lantamount to ckaming that the price level agreed upon by
competitors PolyGram and Warner was reasonshic. It is a long-standing antitnizst principle that
the reasonalhle price is the one generated by the interaction of buyers and sellers in the

marketplace, and not 4 price chosen by scllers,



31, "I'he acts or practices of Respondents were and are Lo the projudics and oy of the
public. The acts or practices constitnte unfair metheds of competition in or affecting conuneres
in violation ol Section 5 of the Federal Trads Commission Act, 13 TR0 § 45, Thess acts may
recur i the sbsence of the Proposed Order entered in thas proceeding,

32. Entry of the Proposed Order is in the public Interest, and (s necessary o protect the

public now and in the fulare.



UNITED STATES OF AMERICA
BEFORE FEDERAL TRADE COMMISSION

In the Matter of

POLYCGRAM TIOTDING, INC.,

a corpotration,

DECCA MUSIC GEOUP LIMITT:D,
a corporation,

I,
LUMG RECORDINGS, INC., Dacket No. 9298

& corporation,
and

UNIVERS AL MUSIC & YIDEO
DISTRIBUTTON CORP |
a corporalion.

ORDER

- L

A, “PolyCGram Liolding™ means PolyGram Holding, Ine., its dircctors, officers,
employees, agents, representatives, successors, and agsigns; its subsidiarics, divisions, groups,
and affiliates controlled by PolyGram Ilolding, [nc.; and the respective directors, officers,
cmplovees, agcnts, representatives, suceessors, and assigns of each.

B “Decea Music™ mcans Decca Music Group Limilad, its directors, officers,
employvees, agents, representatives, successors, and assigns; 1ts subsidiarics, divisions, groups,
and affiliates controlled by Decea Music Group |imited; and the respective directors, officers,
employees, agenls, represenlalives, successors, and assigns of sach.

C. “UMG” mewns UMG Recordings, Tnc.. its directors, officers, employees, agents,
representatives, succossors, and assigns; its subsidiaries, divisions, groups, and affiliates
controlled by UIMG Recordings, Inc,; and the respective direciors, ollicers, emplovees, agents.
Tepiesentatives, successors, and assigns of each.



> “UMVTY* means Universal Music & Video Distribution Corpe, its directors,
olTicers, employecs, agenls, representatives, sucecssors, and assigns; ivs subsidizries, divisions,
groups, and atliliates controlled by Universal Music & Video Distribution Corp.; and the
respoctive directeors, olficers, emplovees, agents, representalives, successors, and assipns of cach.

L. “Respondents” means PolyGram Holding, Decea Music, TMG, and TIMVD,
individually and collectivaly,

F. “Commission” means the Federal Trade Commission.

G. “Audio Product”™ means any prerecorded music In any physical, elecuomic, or
other form or format, now or hereafter known, including, but not limited to, any eompact dise,
magnetic recording tape, audie DVD, audio cassetfc, album, audiotape, digital andic tape,
phonograph record, electronic reenrding, or digial andio file (fe., digital files delivered 1o the
consumer electronically to be stored on the consumer’s hard drive or other storase deviee).

H. “Wideo Product” means any prerecorded visual or audiovisaal product in any _
phyzical, efectromic, or other form or format, now or hercafter known, including. but not linrited
to, any videvcassette, vidcotape, videogram, vidcodise, compaet disc, clectronic recording, or
dipital video file (i ¢., digital files deliverad to the consumer elecironically to be stored on the
consumer’s hard drive or other slirage device).

1. “Reller” means any Person other than a Respondent that produces or sells at
whalesale any Audio Product or Video Product.

I “Joint Venture Agreement” means a written agrecment between a Respondent and
a Seller that provides that the parties to the agreement shall collaborate in the production or
distribution (mcluding, without limitation, through the licensing of intellectual property) of
Audio Products or Video Products,

K. An Audio Produet or Video Product is “*Jointly Produced™ by a Respondent and a
Seller when, pursuant to a written agreement between such Respondent and such Seller, each
contributes significant assets 1o the production or distritnation of the Audio Product or Video
Product {including, without limitarion, personad atislic services, intellectual property,
technplogy, manulacturing [acilities, or distribulion nelworks)y 1o achicve procompetitive
benelits. For example and without limitation, an Audio Produet or Video Product s “Jointly
Praduced” by & Respondent and a Seller when (1) such product is manufactured or packaged by
such Seller and sold at wholessle by such Respondent, or (2) such product is manufuctured or
packaged by such Respondent and sold al wholesale by such Seller.

L. “T'erson™ means hoth natural persons and artificial persons, including, but not
timited to, corporations, partnerships, and unincorporated entities.

[ (]



M. “Officer, Director, or Employee™ means avy officer or director or management
employce of any Respondent with responsibility for the pricing, markcting, or =ale in the United
States of Audio Products or Video Products.

™. “United States™ means the fifty states, the District of Columbia, *he
Commaonwealth of Puerlo Rico, and all territories, dependencics, and posgessions of the Tnited
States of America,

II.

IT IS FURTHER ORDERED that Respendents shall cease and desist from, directly,
indirectly, or through any corporate or vthar device, in or affecting commerce, as “commerce”™ I8
defined in the Federal Trade Commission Aet, soliciting, participating in, cnlering into,
attempling lo enler into, implementing, attcinpting to implement, continuing, aticmpting to
continue, or otherwise facilitating or atempting to facititate any combination, conspiracy, ar
agreement, either express ar implied, with any Seller:

Al 1o fix, raise, or stabilize prices or priee levels, in connection with the sale in or into the
United Siates ol any Audio Product or any Video Product; or

. that prohibits, restricts, regulates, or otherwise places any limilation on any truthiul, non-
deceptive advertising or promeotion in the United States for any Audio Product or any Yideo
Product,

IIL.
IT IS FURTHER ORDERED that:

A It shall not, ol itself, constitute a violation of Paragraph 11.A. of this Order for a
Respondent to entet inlo, atlempt to enter into, or contply with a written agreement lo set the
prices or price levels for any Audic Prodoct or Video Product when sucl written agreement is
reasonably related to a lawtul Joint Venture Agreement and reasonably necessary to achieve its
procompetitive benefits,

E. It shall not, of itself, constitute a violation of Paragraph 1LE. of this Order fora
Respondent to enter into, attempt to enter into, or comply with a written agreement that regulates
or restricts the adveruging or pronmmotion for any Audio Product or Video Product where such
written agreement is reasonably related to a lawful foint Veniure Agreement and reasonably
necessary 1o achieve its procompetitive banefits.

C. It shall not, of itself, constitate a violution of Paragraph ILA. of this Order fora
Respondent and a Seller to entes into, attempl 1o cnier inlo, or comply with a written agreement
Lo set the prices or price levels for any Audio Product or Video Product that is Jointly Produced
by such Respondent and zuch Seller.



. it shall not, of itself, constitute a viclatton of Paragraph [1.13. of this Onder [or g
Respondent and a Seller to enter intn, attempd 1o enter into, or comply with a writlen agrecment
that regulates or restricts the adverlising or promotion for any Audio Product or Video Mroduct
that ix Jointly Produced by such Respondent and such Scller.

E. It shall not, of itsell, constifute 4 vinlation of Paragraph [LB. of this Order fora
Respundent to enter into, attempt to enter into, or comply with a written agreement, industry
code, or industry ethical standard that is: (1) intended to prevent or discourage the advertising,
markeling, prometion, or sale to children of Audio Products or Video Products labeled or raled
with a parental advisory or cautionary statement as to content, and (2) reasonably tailored 1o such
objective,

I I any action by the Commission alleging viplations of this Order, each Respondeni shall
bear the landen of proof in demonstrating that its conduct satisfics the conditions of Paragraphs)
LA LB, ITE.C, and IIL.IY. of this Qrder.

LV,
IT IS FURTHER ORDERED that.

A Within sixty {60) days after the date this Order becomes final, cach Respondent shall
submit to the Commission a verified written report setting forth in detail the manner and form in
which the Respondent has complied and s complying with this Order.

E. One (1) year aller the date this Order becomes [inal, annually for the nexi mne [9) years
oft 1he anmiversary of the date this Order becomes Iinal, and at other times as the Commission
may require, each Respondent shall file with the Commisaion a verified written report:

1. setting forth in detail the manner and form in which it has complied and is
coinplying with this Order; and

2. identifyving the title, date, parties, ternt, and subject matter of each agreement
between any Reapondent and any Scller, enicred info or amended an or after the date thas Order
becomes final, that: (a) fixes, raises, or stabilizes prices or price levels in connection with the
sale in ot into the Uniled States of any Audio Product or Video Prodiet, or (b) prohibits, restricts,
regelales, or otherwise places any limitation on any iruildul, non-decepiive advertising ot
promotion in the Umited States for any Aodio Product or any Video Product (other than those
Audio Products and Video Products that are Jointly Produced).

PROVIDED ITOWEVER that Respondents shall not be required to identify in their reports to the
Commission any agreement that: {i) was previously identified to the Cormmission parsuant to
Paragraph [V.B 2., and (i) was not amended [ollowing such previous identification.



L]

C. Each Kespondenl shafl retain copies of all written agreements idenlifed pursuant to
DParagraph IV.B.2. above; and shall file with the Commission, within ten (10) days™ natice to the
Respondent, any such wnilcn agreements as the Commission may requin.

Y.

IT IS FURTHER ORDERED that each Respondent shal] notify the Commissicn al
least thirty {30) days prior to any proposed change in the Respondent such as dissoiution,
assignment, sale resulting in the emergence of a suceessor corporzlion, ¢ the creation or .
digzsolution of subsidiaries or any other change in the corporation that may affcct compliance
ahligations arsing out of the Ordar.

VL

IT IS FLRTHER ORDERED that, for the purpose of determining or sceuring,
cotnplianee with this Order, upon wrillen reqguest, sach Respondenl shall permit any duly
authorizad representative of the Commission:

Al Aceess, during office hours and in the presence of counsel, 10 all facilitics and access ta
inspect and copy all books, ledgers, accounts, correspondance, memoranda and other records and
documents m the possession or under the contral of the Respondent relating 1o any maticrs
contained in this Order; and

B. Upon five (5) days  notice to the Respondent and without restraint or inlerference from it
Lo inletview officers, directors, or employees of the Respondent.

YL
IT [5 FURTHER ORDERED that each Respondent shall:

A, Within thirty {300} days after the date on which this Order becorues final, send a copy of
{his Order by first class mail to each of its Officers, Directors, and Emplovecs;

B. Mail a copy of this Order by FArst class mail to each person who becomes an Officer,
Dircctor, or Employee, no later than {30) days after the commeneement of such person’s
employment or affiliation with the Respondont; and

. Require each Officer, Director, or Emplovee to stgn and submil lo the Respondent within
thirty (307 days of the receipt thereof a statement that: (1) acknowledzes recaipl of the Order; (23
represents thal the undersipned has read and understands the Order; and (3} acknowledpes that
the undersigned has been advised and understands that non-compliane: with the Order may
aubject the Respendent to poenaltics for violation of the Order,



VI

IT I8 FURTHER ORDERET) that this Order shall terminate twenty (260 vears after the
date on which the Order becomes {imal.

James P 'l'imdn}-'
Administrative Law Judge

DATELD:
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A&R:
Opco:

PAF:

POS:

The first Three Tenors album, Tae Three Tenors, released in 1990 by PolyGram.
The second Three Tenors album, Three Tenors in Concert 1904 .released in 1994 by Warner.

The ihird Three Tenors album, Fhe Three Tenovrs - Parfs 1998, released in 1995 as a
collaboration between PolyCiram and Wamer,

Artist and Repertoire (see definition in Technical Terms).
An Operating Company (see delinition in Technical Terms).

I'romotion, Advertising, and Publicily, lerm used within Warner for money expended on
marketing an album. {3 Bricn 401:12-17)

Foint of Sale.



Technical Terms

Artist and Repertoive: A business unit within a recorded music company responsible [or Onding
the artist, matching the artist with repertoire, and ensuring that what the artist is recording
conforms with what the label aniicipaled when the artist was signed on the label, (JX103-D
{(Moore Lxpert Report) al 714 Moore 12:23-24, 30:12-31:8, 125:25-126:10, 261:3-14)

Cataloguc: Older aibum(s) that continuc o be offered for sale by a music company. An album will
generaily be considered a catalogue recording when it has bech marketed for two or more
voars, (Holfman 309:22-310:3, Moore 25:9-15: IX105-G (Moore Expert Report) at € 3(;
O’Bricn 394:19-23)

Expleit: A term that, when uscd in refercnce tw a recording, encompasses selling, advertising,
marketing, and promoting the album, (O'Brien 422:6-11)

Label Group: A firm that coordinates, oversess, and assists the operations of several labels. (Stip.
178, Moore 32:5-34:18)

LachLHhcl Company: A firm thal develops, acquires, and produces recorded music. (Sup, € 73
Moore 28:17-32:4)

O-Card/Slip Case: A tvpe of packaging tor compact discs, Madc from cardboard package, and
often centaining different art work from the (21), the o-card/slip case 15 placed over the
standard, piastic jewel case. An o-cards/slip case is used by record companies to make the
packaging of 2 product more distinctive, and 1o have it stand out at retail. (Moore 113:21-
114:22)

Operating Company {*Opeo™): A subsidiary, affiliate, or division of a record company
reaponsible for sales within a particular country. The open generally will act as a digtribating
and marketing center for that territory. (Stip. § 148: Moore 3G:21-37:7)



Personnel

Azzoli, Val: Co-Chairman and Co-Chief Exceutive Officer of Atlantic Recording Corp. during
15058,

Baruchk, Wayne: Executive employed by Resorts Preduction, Ltd. {part of the Rudas Organization)
dunmng 1938,

Caparro, James: [n1 1998, the President and CEO of PolyGram Group Distribution, and currcntly
the Chairman and CEO of the Island Deflam Music Group, a label within Universal Music
{iroup.

Carreras, Jose: One of the Three Tenors.

Cloeckaert, Bert; Vice President for Polygram in Continental Curope during 1998, and currently
the Scnior Viee President of Commercial Affairs for Universal Music International,

Constant, Richard: General Counscl of PolyiGram NV, during 1998, and currentfy (feneral
Coungel to Universal Music Interhational, Lid.

Creed, Pat: Senior Director for Produet Development for Atlantic Recording Corp. during 199%;
responsible for the marketing and promotional activitics for 3173 in the United States,

Domingo, Placido: One of the Three Tenors

Ertegun, Ahmet: Co-Chairman and Co-Chiel Execulive Officer of Allantic Recording Corp.
during [998,

Germaise, Vieky: Scnior Vice Prosident of Marketing for Atlantic Recording Corp.

Gore, Kevin: Senior Vies President and Gerneral Manager of PolvGram Classics and Jacz during
1958, and cirrently President of Viniversal Classica Gronp, LLS,

Greeng, Stephen: Commercial Planning Manager for the Decca Record Company during 1994,

Hidalgo, Melchor: Manuging Direclor of Classics and Tazz for PoivGram’s Spanish operating
COMPAILY.

Hoffman, Rand: Scuor Viee President of Business Altaits [or PolyGram [Tolding during 1998.

1.2



Kommerell, Roland: Presideni of Decca Record Company. Ltd. between 1989 and July 1996,

Kaon, Stephen: An outside atlomey for Polypram during 1998,

Kopecky, Gerald: Senior Vice President of Sales for the Universal Classics Group.

Kronfeld, Erie; President and Chief Operating Otficer ol Polygram Hoelding through March 1,
1958,

Levine, James: Conductor of the 1998 'Fhree T'enors coneort.

Levy, Alain: President of PolyOram Records through 1998,

Lewis, Roger: President of the Decea Record Company through October 1008,

Lopes, Ramon: President of Wamer Music Intemational during 1998,

Mehia, Zubin: Conductor ol the 1990 and 1994 Threo Tonots concerts.

Meoore, Catherine: Complaint Counsel's recorded music indusiny cxpert. Professor Moore has
substantial expericnec in marketing music products. Professor Moore i3 the direclor of the
music business program at New York University, and is also a profzssor in that program
teaching courses that focus on marketing and pricing issucs in the recorded music indusiry.
Professor Meore has nearly 20 years of experience working and consulting in the recorded
music industry for operations as varied as retail music stores. distribution companies, and
labels.

0O’Brien, Anthony: Chief Financial Officcr and Executive Vice Prestdent of Atlantic Recording
Corp., and Wamer's lead negotiator with regard to the Three Tenors agreements with
PolyCGiram, and with Tibor Rudas.

Ordover, Janusz: Respondenls’ ceonomic expert,

Pavurotti, Luciang: One of the Three Tenors.

Roberts, Chris: President of PolyGram Claszics and Jazz,

Robinowilz, Stuart: Senior legal advisor to Warner Music Group durng 1998,

Rallefson, Richard: Senior Vice President of marketing for the Deeca Record Company through
1963,



Rudas, Tibor: The Three Tenors concert promotor, and President of Resorts Production, Lid.

Saintilan, Paul: idirector of Straregic Development in earty 1998 taen Senior Marketing Dlirector,
for the Decca Record Company beginning in mid-1998, Saintilan was PolyGram’s chicl’
lfaison with Warmner in 1998 with regard to the marketing of 3T3 and the moratorinm,

Scott, Margo: Vice President of Business and [egal Affairs for Atlantic Recording Corp,

Stainer, Dickon: The head of Decca Records, UK. since 1907; Marketing Manager for Warner
- Classics during 1994,

Stockum, Stephen: Complaint Counscl's cconomic ¢xperl. Dr. Stockum is Senior Vice President
of Glassman-Oliver Leonomic Consultants, with three degrees in econormics including a
doctorate from the University of Penasyivania. He has held several positions as an
economist at the Federal Trade Cormimission, and has published approximately ten articles
O1 ANLitrust CCoNomICs.

Wild, Phil: Lixecutive Yice President of Dusiness and Legal Aflairs for Atlantic Recording Com.
during 1998.

Wind, Yoram (Jerry): Respondents’ marketing expert.



Company Names
AOL Time Warncr Ine.: The parent compaity ol Wamer Communicatioms [ng.

Atlantic Recording Corp, (“Atlantic”): The Warter label in the [mited States 1esponsible for
marketing 3T2 and 3T3 in the United States.

The Decea Music Group Limited (“Deces MGL”™): The successor to the Decca Record Company
Lid.

The Decea Record Company Lid. (“Thecea™): In 1998, a Polv(iram label that owned the copyright
to the masler recording o 3T1. Responsible G marketing 3T3 outside of the United States.
Decca was the predecessor to the Daeca Music Group Limited.

Deutsche Grammophon: A PolyGram/Universal label thar was part of PolvGram Classics and Jazz
in 194985,

Island Defdam Music Group: A PolvOramyTiniversal label
Lindon Records: The alter ego of Decca m the Uniled States.

Philips Classics: A PolyGram/Universal label that was part of PolyGram Classics and Jazz in 1998,

PolyGram: A group of fums - alfiliated with PolyGram NV, — that were for many vears engaged
in the business of producing, markcling, and distobuling recorded music and videos in the
United States and worldwide. Among the firms composing Palyeram were Decea, PolyGram
Records, PolyGram [Hatribution, and PolyGram Holding. In December 1998, PolyGram
became part ol the Universal Music Group.

PolyGram Classics and Jazz: A label group and division of PolyGram Records, lnc. during 1998,
The labels in this proup were Decca, Philips Classics, 1Jeutsehe Gramrnophon, and Verve.
PolyGram Classics and Jazz is the predecessor ol Universal Classics Ciroup.

PolyGram Group Distribution, Inc. (“PGD™): A PolyGram company responsible for distributing
and selling audio and video produets in the United States, including 3T1. PolyGram Group
Distribution was the predecessor to UMVD. :

PolyGram Holding, Ine.: A PolyGram company thut provided services to PolyGram subsidiaries,
including lezal services, financial services, business affairs scrvices, and human resources
services,



PolyGram Records, Ine.: Predecessor to LMO Recordings, Ine. PolyGram Classics and .I AZr was
a division of PolyGram Records, Ine,

Resorts Production, Ltd.: A company ovwred by the Rudas Organization that produced the 1994
and 1998 Three Tenors concerts. Resorts Production, Lid. licensed 1o Wamer the right to
distribute andio and video recordings of 3T2 and 3T3,

Sony Classical: A music company that distributes the 2000 album The Three Ternors Chrisimas.

Teldec: A Warner label affiliated with Warner Music International.

LIMG Recordings, Ine. (*UMG™): A subsidiary of PolyGram Holding, Ine, and suceessor to
PolyGram Records, Ine,

Universal Classics Group: A division of Universal Music Group and successor to PolyGram
Classics and Jazz.

Universal Music Group (" Universal”): The company into which PolyGram was merged during
1958,

Universal Music & Video Distribution Corp. (*UMVD™): A subsidiary of PolyGram ITolding,
[ne., and the successor to PolvGram Group Distribution, Tne.

Verve: A PolyGramATniversal label that was part of PolvGramn Classics and Jarz in 1998,

Vivendi Universal 8. A.: The parent company of UMG Recordings, inc.

Warner Benelux B.V.: The Warner company that cxecuted the 1997 collaharation agreement with
PolyCGram regarding the distnbution of products detived trom the 1998 Three Tenors World
Cup concert,

Warner Communications Ine.: The parent company of Warner.

VWarner Music Group (*Warner™): A group of firms — allitated with Warner Communications
—engapcd-in the business of proaucing, marketing, and distrbuting recorded music and

videos in the United Stales and worldwide,

Warner Music International (*WMI™): A Warner division thal manages and coordinates the
music operations of Warner's operating companies located outside of the Tnited States.
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Jamnes Caparro

Witness Name

WAS ADMITTED INTO EVIDENCE!

l’dentlf" catml_l
Chairman and CEQ of the Tsland Deflam Music Group:

Respondents” 3,33(c) witness regarding the promaotron of

new prodiucts in the United States when catalog products
are owned by another company.

Exhibit No.

CRe09

- Bert Clocckactt

Senior V.I. of Commcreial Afaars or Universal

| Tniemnational;

" Respondents®™ 3.33(¢) witness regarding the marketing by
f Universal Music Group of newly relcased audio products

where cerlain of the featured artists” catalogoe andio
products are distributad by a competing music company
distributor 1 Europe,

. Respondents’ 3.33(c) withesses regarding the factual
i basis for the contentions in Respendents” Thied and
. Fourth Additional Defenses.

IX97 [‘fu]umc. 1}

Bert Cloeckaerl

i Semor V.P. of Commercial AfTairs For TIniverzal

International;

Eespondenis™ 3.33(¢) witness regarding the marketing by
Ulniversal Music Group of newly refeased audio products
where certain of the featured artists’ catalogue audio
products are distributed by a competing music ¢ company
distributor it Europe;

Respondents™ 3.33(c) witnesses regarding the factual
basiz for the conlentons in Respondents’ Third and

| Fourth Additional Detfenses.

1

98 (Volume 21

The designated portions of this testimony arc listed 1 the Partics” Consalidated

Neposition Designations. 1Yor the convenicnee of the Court, we enclinse an additional
copy of these designations herpwith,



{ﬁichard Constant

Crercral Counsel to Universal Music Int’], Lrd.;

Respondems” 3.33{c) witnesses regarding the facigal
basis for the contentions in Respondents’ Fifth Additional
Dretensc.

IX 9%

Eri¢ Fuller

Rospondenls” 3.33({c) witness regarding date concenung
wholesale prices, price levels, price poimnts, discounting
and price reductions related 1o the 1990 Three Tenors
album in the United States from 1990 through the present,

Kevin Core

President of Universal Classics Group, U.S.;

Respondents” 3.33(c) wilness regavding the marketing by
Universal Music Group of newly refeaged audio products
where cerlan of the featirred artists” catalogue audia
products are distributed by a competing music comparty
distributor:

Respondents’ 3.33(c) witness regarding the marketing by
Universal Music Group of newly released video products
where certain of the leatured arists” catalogue video
products are distrbuted by a competing mustc company

. disinbutor.;

Respondents” 3.33(c) witness regarding the sale,

mratketing, disboibution and pricing n the United States of

the 1990 Three Tenors audio and video products duiing
1948,

Stf:li-hcn Groene

Melchor Hidalgo

Rand Hoffiman

Busincss Manhger of Catalﬂg Developmont for Universal

Music Intemational; i

Respondents’ 3.33(c) witnesses rezarding the [actual
basis [or the contentions in Respondents’ Third
Additional Nefense and Fourth Additional Defense,

- Managing Direclor ol Classics and Jazz in Spuin.

IXR7

X608

IX85

| Ti8s

Senior V.P. of Business Affairs for PolyGram Holding,
Ine.

JXG9




Respondents’ Feonomic Expert Witness.

stephen Ko - Onutside counsel for PolyCiram Hn]dingﬁm; ‘ RX710
| Eespondents® 3,33(c) wilnesses regarding the factual
basis for the contentions in Respondents’ Fifth Addrional
Defense.
Gerald Kopecky | Senior V.P. of Sales {or the Universal Classics Music : X610
Crroup;
Respondents’ 3.33({c¢} wilness regarding the sale,
matketing, distribution and pricing in the Umniled Stales ol
the 1990 Three Tenors audio and video products during
| 1994,
Fric Kronfeld  President and COO of PolyGram Holding. X386
Jonathon V.P. of Business and Legal Allairs for Island DetTam Cx6l11
LLieherman Music Group.
Catherine Moote | Complaint Counsel’s lixpert Witness on the Recorded | JX84
Music Indasiry.
Anthony O°Hrien . CFO of Allantic Records, X100
Anthony O'Brien | CFO of Allanlic Records. JX 101 (Invustigative
Hearing)
Jmmusz Ordover JX80

Chri ;.-';t;:!pher
Roberts

President of Pol';ra'ﬁrn Classics and lazz;

Respondents” Rule 3.33 (o) desienoes re: the [actual basis
for the contenlioms in Respondents” Thitd and Frourth
Additional Defenses. )

' (lhﬁz&np her
Roberts

President of Polyﬁraﬁﬁ?laﬁ_icé and lazz:

Respondents” Rule 3.33 designee re: the factual basis for
the conlentions in Respondents’ Third and Fourth
Additional Defenses.

Fuul Saimntilan

Director of Strategic 1 ]eve'laﬂiﬁéh_t, then Senior T?Ia.rl%étjﬂg
Dvrcotor for Decea Records.

JX92 (Volume 1)

- JX93 (Volume 2)

X094




[Yekon Stainer

Head of Decea Records (UK.

Dit. Blephen
Slockum

Cuomplamnt Counsel’s Foonomic Experl Witness.

Yoram (Jemry)

Wind

i1

JXB3

Respondents’” Marketing Ex;gt_ﬂﬁ'itrﬁés.

Ix91




INREX OF TRIAL EXHIBITS

Joini Exhibits

Nufher Document Description Admirted’ Digjf::e d f?:_;‘:::;::
JX 1A-E| Fax Letter Fom Saintilan to O'Brienre: Three Tenors | 12 Nu
- Moralorium on 1994 & 1994 Albums { UMGOG0204-
UMGHO0205 and 3ITENOGOLMT?-3TENDDO 10479) .
TX 2 | Nandwritten Note by O'Bricn (FTENG00L1275) 12 430443 No |
JX3 | e-Mail from Saintilan to Roberts, Hoffiman, Clancy, 12 326-327 No
Lewis, Darbyshire, Cloeckaert, et. al. re: Three Tenors -
Moratorium
{UMGO00206) -
JX 4 | e-Mail from Saintilan to Roberts, Clancy, Kleinman, 12 327378 No
: Darbyshire, Hoffmun, Cloeckaert, et. al. re: Three Tenors 302
Moratorium FIMGOI20 T-UNGOUIZ05} o ~
TX 5 | 313 Meeting Notes (UMGO1323-UMGH01529) 12 307-312 No
318
JX 6 | Fax Letter from Saintilan to Creed (TMGHI2GTS- i2 J1R-320 JiXs)
UMGOI674) :
IX 7 | Fax Leller rom Wild to Azzoli (3TCNOOODIA01- 12| 535-541 No
FTENDBINR149]) 780752
JX 8 | Memo from Lopez to Azzoli (3TENOMWI456) 1z 103-104 No
JX 9ACF| Fax [rom Saintilan lo OBrien re: Three Tenors 1990 & 12 F25-326 No
1994 Moratorium (3TENGOO00012-3 TENGO0001 4] i 434-433
Fax from Secott to Mansbridge (3TEN0OGO3T30- 12 No
ITENDOINITI2) ‘ N
JX 10 | 1998 Concert/License Apreement (UMGI01834-1546, 12 302307 No
UMGO0 (069 UMGO01079 ) 340-354 |
380-381
419-424
) 513-514
T3-T756
————— L, ?Eﬂ_?gj —_
TX 11 ° Maemo from Hollman o Distribution enclesing Master 12 219-220 Y&s
Recording Licensing Agreement {UMGO01778-
Lscin rue X NDesignated fn Camera) L
IX 12 | Memo from Greene to Distribution (IIMGO85006- 12 No
| UMGO0S0190) L
TX 13 | RESERVED T 1T
IX14 | RESERVED — _ R
' JX 15 | RESERVED ) I
JX 16 | RESERVED B T




Nuﬁhu Drocument D{:suriptim{- |Admittcd Dif;:f::c d ;15132;2
| IX17 | RESFRVED ] ]
[ 1X I8 ' RESERVED _ ]
JX 15 | RESERVED ] B
TX 20 | e-Mail from Hoffiman to Clancy (UMG00E706) 12 __ Ne |
JX 21 | Memo from Hoffman to Kronfeld re. The Three Tenors — = 12 No |

N Volume 3/Status (UMGO0I704-1IMG001705)

JX 22 | Moeme from Heffman to Approvers re: The Three 12 298-302 No
i Tenors/Volume 3 (Revised) (UMGO01342-UMGD01344) 333
JX 23 | Fax from Clancy to Cook, Lawlan, Rebillard, and 12 Nu
Hoffman re: Three Tenotrs 3 (UMGO01345-UMG001356)
LJX 44 Mcemo from O'Brien 1o Daly (3 rENMOIZZ37-3TENODI0Z258} . 12 No
X723 | eMail from Saintilan to Marnict, Wichman, Stainer, 12 No o
Shinohara, Tmahort, Gratton, ol al. (IMGOG5601)
IX 26 - 3 Tenors Meeting Minutcs (UMGEO0371-ITMGO00373) 12 No
IR 27 | 313 Paris Meeting INoles (UIMGO033-UMG000037) 12 No
X 23 Fax Memo [rom Saintilan to Baruch re: Three Tenors in 12 No
Paris- Marketing Plan (UMG0D1485-UMG001495)
X 29 | Memo from O'Rourke to Distribution (3 TENDO003592- 12 No
__ | 3TEN00003393)
JX 30 | RESERVED |
TX 31 . Memo from Caradine to Rudas re: 1994 Three Tenors 12 526-527 No |
l{ﬂc:::rrdmg_mth attachments (3TENADOIGII0-3 TENGOUIDNIL) fd-6 10
JX 32 | Fax Memo trom Caradine to Sandau re: The Three 12 . No
| Tenors- 1994 Album Pricing (31ENDI011038}
JX 33 | e-Mail from Saintifan to (ireenc re: 3 Tenors 1 12 No
O .

. D34 | e-Mail from Saintilan o Clancy re: Three Tenors TV 12 | 317-318 No

a © Advertising (UMGO 504)

JX 35 | e-Mail from Marnier w Greene ro: 3 Tenors 1 ] 12 No !
| (UMGRODGESS)

I JX 36 | e-Mail from Greene to Cavell re: 3 Tenors | {LJMGGGDES" 12 Na .

LMGHN0SR) N :

CJX 37 | e-Mailfrom Greenc to Saintilan re: 3 Tenors 1 12 No |

L] (UMGOopInse) _ N
JX 38 ° e-Mul from Strooker to Greene re; 3 L'enars | 12 NG

- {(UMGO00NES)
JX 39 | e-Mail from Stainer to Saintilan {UMGO03156) 12 ~ No
TX 40 | ¢-Mail from Saimtilan to Greene re: 371 Discounting 12 312-316 No
(UMGOON0ENY




Nu 'Eler Document Deseription Admitted | DiE:E:;edET-:S:ﬁiﬁ
1X 41A-| Memao Irem Cloeckaert to Classical MD's/Classical 12 No |
C Marketing Managers re: Pricing 15t Three Tenars
U ATbumUMGO03075)
i Memo from Clogckaert to Classical MD's/Classical
Marketing Managers re: Pricing 1st Three Tenors Album
CUMGO0012-UMGEI0H13) !
K42 | o-Mail from Greene fo Huvsman and Cloeckacrt re: 12 IR —
N Pricing sl Three Tenors Album (UMGD02074)
JX 43 ' Memo from Cloeckaert to Classical MD's/Classical 12 | 316317 Na
Marketing Managers ro: Pricing 1st Three Tenors Album
_ (UMG 0004 TR-UMGO00451 Y
IX 44 | e-Mail from Lewis to Cloeckacrt and Roberts 1e; 37T 12 No
Catalog {UMG003950)
JX 45 | c¢-Mail from Stainer to Lewis and Saintilan re: Faure 12 No. |
Pavane (UMGOO3760) .
C X 46 | e-Mail from Tweed to Harveve and ITaywood re: 3 Tenors 12 No |
1 - Promotion & Pricing (UMG003036) '
JX 47 | c-Mail from Greene to Tweed re; 3 Tenors 1 — Promotion 12 No
| & Pricing (UMG003053) _
TX 48 | e-Mail from I'weed to Greene re: 3 Tenors | Promotion & 12 No
' Pricing (UMGO00122)
11X 49 | e-Mail from Greene to Coninx re: Video 3T1 (IIMGI00144); 12 No
JX 50 | Three Tenors UL'Pavarotti & Frivnds 3: Decca Marketing 2 No
Campaign Overview [Various Countries] (UMGI03633-
D UMGO03749) _
X 51 ¢ TFax from Cleeckaert to Lewis re: Pricing 3T3 attaching 12 No
Claxsical Price Information- CD Super Tap Price
(LIMGO04432-UMGH04433) _
IX 52 | RESERVED B} .
JX 33 | RESERVED '
JX 54 | RESERVED
IX 55 | RESERVED
1X 56 | RESERVED -
1% 57 | RESERVED
- JX 53 | RESERVED )
CJX 53 | RUSERVED B




JX . . Papes  |fu Camera;
Numhet Docament Pescription Admlttcl:_lJ ”isci“ "I reatment
[ TX GO | Fax from Still to Caradine re: The Three Tenors Mid-price| 12 “No o |

for 1994 Alham wiilt attachrments (ITENMD03 559
| 3TEN0D003562) o ] - )
TX 61 | Memo [tem ORouotrke to Distnobution re: Tiovaliy Break i2 427-430 No |
(3 1VENDOR T 1675)
I 62 l Fax Tetter from Saintilan o Creed (3TENOO0S3524- 12 Mo
. 3TENUOOD3S48) N _ ) o
- IX 63 | Fax from Hoffman to Scott (3TENOI00$183) i 12 NO
"TX 64 | Tax from [Hoffman to Scatt {UMGD00375) 12 322 T No
, i _ 4032,
_ JX 65 | Fax from Hoffman to Scott (UMGDO3041) 12| ) No
JX 66 | o-Mail from Lewis to Cavell, Groene, and Saintlan i2 ¢ 323324 No
(UMGO00161) ' |
IX 67 | e-Mail from Ilidalgo to Cloeckaert re: Wamers 3 Tenors 12 NO
| {EMGon3040) 1 . .
JX 68 | Letier from Moothead to Scott with attachnents 12 Mo
1::: TENION] 14983 TENDO DGISUJ} |
X 6% e-Mail fiom Tkin to Mansbridge {(3TENO0003555) S Mo |
IX 70 | Fax from Maclaren to Still re: The Three Tenors: 1994 | 12 Nt
| (3TENUO000020) '
IX 71 | Fax from Maclaren te (FBricn re: The Three Tenors: 1994 | 12 Na
enclosing June 26, 1998 Fax from Reudas to Still rve: Price | : i
B ~Strueture (3TUENOODINSIS-3TINOROL0S3E) _ |
JX 72 | Tax from Azzoli to Lopez (JTENDOOIOIZO-3TENoOpI0123) |* 12 | | No_ |
" IX 73 | Fax from O'Rourke to Disuribation ro: Three Tenors Mid 2 o |
| Price Campaagm (3ITEND0003532] N
YX 74 | e-Mail from Saintilan o Roberts, Clancy, Kleimunan, 12 323 No |
Lewis, Cavell, Greene, ot al, re: Three Tenors
Morutoriten (LU MGOO0203 -UMG 000205
JX 75 | Memo from Caradine to Azzoli (3TENDIIGNNOT) - 12 ~No
I1X 76 | e-Mail from Saintilan to Roberts, Kleinman, Clancy, 12 A63-364 No
Constani, Bradley, Hoffman, et. al. ro: Thee Teners 1990
Album Pricing attaching Tuly 30, 1998 Memo from |
Saintilan to Distribution re: 1990 Three Tenors Althum - |
| - 430 433244 Pricing (U MGHO021 2-0 M G0002 13} o
IX 77 | Letter from Hidalgo o Saindilan (UMG003909-UMG0059 10} 12 5 MNo
IX 78 | e-Mail Gom Hidalgo to Satntilan re: 3 Tenors 3 12 Nn
C TLMGDOSEET)




Nufher Document Description Admifted Dizgf::e d %’:_i‘::i::
JX 79 ; Fax Leiter from Cloeckaert to Hidalgo 1e: 3 Tenoers 3-El 12 Na
Corte Ingles (UMGD02956- LIMGU02467)
JX 80 : e-Mail from Hidalgo to Saintilan re; 3 Tenors 3 12 Mo
: {UMG003065-UMGO03066) _
- JX 81 | Letter froon O'Brien to Saintilan {31EN00001425- 12 432-471 No
.| Frunoooors3)) | |
© X 82 | 1998 Album British Matketing Materials 12 No
TX 83A-| 1998 Album British Marketing Materials 12 No
D
FX 84 | Designated Portions of the Dreposilion Transcript of 12 681 | No
. Catherine Moore  — aR1
JX 85 i Designaled Portions of the Deposition ‘I'tanscript of 12 609 No
. Stephen Stockum o H§1
JX 86 | Designated Portions of the Deposition Transcript of Fric 12 No
Kronfeld
JX 87 | Designated Portions of the Deposition Transenpl of Kevin 12 65-66 No
Gore
IX 88 | Designated Portions of the Deposition Trunseript of 12 No
Melchor Hidalpo
- TX 89 | Designated Portions of the Deposition Transceipt of 12 No
' Irickon Stainer - ~
. JX 90 | Designated Portions of the Deposition Transcript of 12 NO
?____ _ Janusz Ordover _
JX 91 | Desigmated Fortions ol the 1leposition Transctipt of 12 No
| Yoram Wind N
IX 92 | Deesignated Porlions of the Duposition Teanscript of 12: 89 | 7%-90 No
: Christopher Roberts, Volume 1 o
X 93 | Designated Portions of the Deposition Transcript of 12; 89 78-90 Mo
| _Christopher Roberts. Volume 2
JX 84 | Designated Portions of the Deposttion Tranacript of Paul 12 No
Saintilan o ) Ny
JX 95 | Designated Portions of the Deposition Transcript of 12; 95 Y093 xo
o stcphen Grocne i :
’ JX 36 | Designated Portions of the Deposition Transcript of 12; 98 5598 No
Richard Constant N
| JX 97 | Desipnated Portions of the Deposition Transcript of Bert | 12 No |
‘ Clocckaert, Volume '

10



JX . - . Pages |Ju Camera;
Numhber ) Dmummf De.s"r:npimn ) _.Elmﬂted Discussed. Th:atm-:nlli
JX 98 | Pesignated Portions of the Deposition Tranzeript of Bent 12 No
Clocckaert, Volume I :
i JX 0% | Designated Portions of the eposizion Transcript of Rand 12 No
[ J3{ 100} Desipnated Portions of the Deposition Transcripl of 12 Yes,
Anthony O'Brien {Dosignated frr Camera) B4:23-86:12;
‘ 20:13-34:2 l;.
49, 1
! G0:22-61:3:
9023920
| i 1k 14-
I . WFas
101 D Tnvestigalional Hearing Transcript of Anthony O'Bricn, 12 120-123 Nao
dated . ;
__ damary 5, 2001
1 JX 102§ Investigational Hearing Transeript of Rand Hoffman dated; 12 T No
January 31, 2001
JX 103 | Three Tenars History of Sales 1990-Scptomber 2001 12 Mo
(UMGO86407-UMGD06408)
JX Expert Eeport of Stephen Stockum 12 No
104A-H
JTX Expert Report of Catherine Moore 12 149-20} No
l0saN| 1
IX : Rcbultal Expert Beport of Catherine Moore 12 1920 | Mo
106A-F, _
JX 107 | Compact Dize: "Carreres, domingo, Pavarottl, Mchta: The 12 Mo
Three T'enors in Concert” —_— .
- JX 108 | Compact Dise: "Tibor REudas Presents Carreras, Domingo, 12 ‘No
Pavarolll wilh Mehia: The 3 Tenors in Concert 1994™
IX 109 | Compact Lisc: "Tibor Rudas Presents Carreras, Domingg, 12 No
Pavarotti with Levine: The 3 Tenors Paris 1998” i o

11



UUMG004813)

1z

Complaint Counsel's Exhibits
CX Document Description Admilled, Tage | fn Camera
Number Biscussed| Treatment
CX 201 | Memo from Q'Rourke to Distribution re: Lhree 12 433 Ni
Tenors Mid Price Campaign (3TERM00103834 -
o ATENG0 10395)
CX 202 | Memo from Azzoli to Lopez (3TENOMO3230- 12 Ko
i 3TENOD00B232) .
X203 Memo from Saintilan to Distribution with P2 69-71 Mo
attachments (LMGO045 1 0-TNMGI04915)
CX 204 | Memo from Loper to Azzoli (3TRENOOD 10426} 21 14 No
: 16-21 .
N - 491-494 :
CX 205 | Contract: Videogram Licensing Agreement 12 Yes
| [3TuNeO0001$7-3TEND0O00159 ) Designated /n (Camera)
CX 206 | Contract: Television Program Agrecment 12 Yes
(3TEN0ODOO173-3TEND0000186) (Designated fn Camera)’
CX 207 | RESIRVED 12
CX 208 | RISERVED 12
CX 209 | RESERVED 12
CX 210 | Conlract between Pavarolli/Breslin and Decea 12 No
(IMGG04258-LIMG004277) B N )
CX 211 | Letter from de Wildt to Carreras attachimg Oclober 12 Yes
23, 1988 Exclusive Artist's Recording Agreement
[3TENGO004302-31TEND0084320) (Dasignated fn Camerd)|
(X 212 | Fax from Kommerell {0 Harrold re: Pavarotis, 12 Na
Dominga, Carreras in One and the Same Concert :
{UMG004315-UMEGO04315) L :
X 213 | Contract between Quinn Holdings Linuled and the 12 Neo
| Decca Record Company {TMGH064 12-UMGHOG4 | 7
CX 214 | Contract between Pavarotti, Carreras, Domingo, and 12 No
Top Film (UMGOMZB0-UMGH04284) ) .
CX 2153 | Rider w the Agreement daled February 9, 1990 12 Mo
barween (uinn Ioldings Limited and 'The Decca
i Record Company and Top Film (UMG006418- _
FIMGORG4Z) . ;
CX 216 ! Contract between Pavarowi/Breslin and Decea 12 : ™o
D (UMGO04236-UMGH04245) - E _
CX 217 Leiter [rom Greene to Distribulion (UMGD04570- 12 No
| LIMGON48T3) L J
X218 | Memo from Kommerzll to Distribution (UMG004814) 12 No
CX 219 Letter from Greene to Distribution (UTMGH04809- No

12



. CX Document Description Admitted] Page | fn Camera
Number : ] ; Discnssed| Treatment
CX 220 i Lelter from Greene to Distribution {EMGO04805- 12 | Ke
i UMGOO4RON) L
CX221 | RLSTRVID -
T3 222 | Letter from Constant to Franzen (LMGH04189- 3% 35-319 N
| UMGO04192)
| CX 223 | Letter from Kronleld to Breslin (UMGO04215- 62 6162 No
' | UMGo04217) o )
- CX 224 | Supplemental Agreement between Pavarodti and 62 6067 No |
Decea (UMG004248-LUMGHG425T)
CX 223 RESERVED -
CX 226  Contract between Pavarotti/Breslin and Decea 12 No
- {UMGI04224-0 MG004223)
i X 227 © RESERVED
CX 228 Draft Contract betwecn Eudas and Decea 12 Mo
R - {UMGH04789-TMGO04801) o
CX 229 . Contract hetween Tecca and Pavarotti {UMGO04218- 12 o
| UMGD04223) o |
CX 230 | Draft Contract between Resort Productions Lid. and 33 3539 | No
| Decca (UMEGINTT9-TIMG04TRE) N
CX 231 | Draft Contract between Resort Productions Ltd. and 39 Ja-34 Mo
Decea (UMGU04734-LMG004778) N
CX 232 | Contract: Master Recording Licensing Agreement 12 - Yes
(ATTEN0000052-3TER 00080062 ) Desimnated fn Camera)
CX 233 | Contract: ¥ideogram Licensing Agreement i2 Yes
| {3TENODOUOS40-FTLENUIOMGS } Designated fn Camerd)
CX 234 | Letter Contracl: Television Program Agrecment 12  Yes
Amendment (3TENDGODS 522-3 TENOG003 5423 Designated
In Camera)
X235 | RESERVED B .
| CX 236 | llandwritlen Notes (UMGO04727-UMG004731) 12 No
©X 237 | Conwact hetween Decea, Wamer, and Resorts Yo
Production Lid, (3TENAIDGI75S-
3TENGO0003765) Designated fn Cantera)
| CX 238 | RESERVED 12
CX 239 | RLESLRVED . 12 _ o
CX 240 | RESERVED 12 ] _
CX 241 | Fax from Rost lo Lopez (3TENOQSOT229-3TINODOG237) 48 41-48 No
CX 242 | Public Relations Proposal for the Intemational 48 41-48 Na
: Promation of the Domingo, Carreras, Pavarotid &
Mehta World Cup Concert (3TENIIH00440
STENDODMS3) : ]
CX 243 | Memo from Gemmaise 0 Azzoli (FILNODMITIAN- 4 | 4148 N

13




X Document Description Admitted] Page | In Camera
Number Discussed| Treatment
| arENooooT1ss) ]

CX 244 | e-Mail from Dawert to Kulin (3TENO000 863 48  41-48 No
CX 245 | Meeting Minutes (3TENOOOTTO58-3TENGO0 L 7962 & 48 41-48 Mo
| 3TENOGG0I304-TTENOOROF307)
CX 246 | Press Release rer Warner Music Group Companias 12 41-4% No
Acquire Worldwide Faghts for New Three Tenors
! Television Broadcast, Albwn, and Video
| (3TENO0017635-3TENGO01 7696} -
CX 247 | Letier from Lopez to Tagarro (3TENDO011271- 48 41-48 No |
3ITENGOD11274) )
CX 248 | Tetler irom Laister and Tumer 1o Tagarm 48 41-48 No
{3ITENDOOT1239-3TENODO ] 1270) o
CX 249 | e-Mail from Pitman to Distribution (3TENOOM 1249 48 | 41-48 No
-3TENO0O11255) 96-101
CX 250 | Meme 1e: Marketing Information for 1994 3 Tenors 12 No
Concert (YTENDOG1241-31ENOO0] 1246)
X251 | Memo from Germaise to Azzoll (STLNMODOSEST- 48 | 41-48, No
ITENODHORSDE) L 93-96
CX 252 | Memo [rom Kulin to Cream {3TEN0O004756} 4% 41-4% No
X 2335 | Memo from Evans to Distribution (3STENOGO11247- 48 4]1-48 No
- ITENOM011248) N
cCX 254 | Memo from 12adsoe to Distribution (3TENOOQDSS74- 48 41-48 No
o ITLENDO0DSSS7) L L
CX 255 | Fax Memo from Nicol to Distribution with attached 48 41-48 No
Music Week article "Decea Joins lenores 1P Fray,”
| | dated May 28, 1994 (3TENO00CS264-3TENODDO5263)
X 256 | Fax from Day o Caradine, Mansbridge, Fiumun, and 48 41-48 Mo
|.aister with attachments (3 TEN00004762-1 TENBOGO4T6T)
20X 257 | Memo from Carading to Murphy (318800004781 ) _48 41-48 No
CX 258 | Fax from Andry to Caradine with attachment ) 48 41-4% No
{3TENOODO5401-3TENDI005403 ) _
X 259 | Memao from Fitman to Distribution attaching 12 90-92 No
Marketing Plan (ITENUDOTT T06-3 TERMODT1IZS)
CN 260 Marketing Information for Three Tenors N 12 ! Mo
© (3TENODOL I 224-3TENOOOT 1 225) I
CX 261 ; Atlantic PDR Eeport (3TENGIN17819-3TENOG) 1 7820) 12 : Nao
CX 262 | Atlantic PDR Report (31ENS0017825-3TENODO17830) 12 No
CX 263 | Adlantic PDR Ecport (3TENO0O17841-3TRNDH | 7843) 12z - No
CX 264 | Atlantic PDR Report (3TENONO17821-3 NG00 17822} 12 No
| CX 265 | Atlantic PDR Report (31EN0O017850-3TEN0O0]17853) 12 No

14




CX Document Description ‘Admitted Page | Fu Camera
Number _ o Discussed Treatment
Cx 266 | Memo from Morgado to Stalf {(3TENGOOOO0 - 48 41-4% No
o ITENGOGULOS ) o
CX 267 | RESERVED
CX 268 © RESERVED L
CX 269 | RESERVED L
CX 270 ; Slides conceming marketing of 1990 3 Tenors album 12 No
o {UMGO05040-UMGONS051 }
CX 271 | BEuropcan Major Marks*s Marketing Meeting a3 52-33 No
f {(UMGO05826-UMGO0SE2Y) B
CX 272 | Memo from de Cottinges 1o Distnbulion {UMG000523-° 53 52-53, No
UMGO00525) 104-110,
179-18¢ |
CX 275 | Memo [rom Rollefson to Patcrnan (UMGO0S040) 33 | 3253 No
CX 274 | Memo {tom Rollefson to Distibulion (UMGH05037- 53 52-53 N
| UMGDO5039)
CX 275 | Fax Meme from Roilefson to Decca Labs] Managers 53 32-53 No
(IMGODSE20-UMGO0I821) ' : . o
CXI76 | e-Mul [rom Greene to Condny (UMGOH5033- 33 32-53 No
UMGH05036)
CX 277 | c-Mail from Greene to Delatronchette {UMGH05029- 53 32-53 No
UMGOIS030) e - . R .
CX278 | e-Mail Leticr [rom Greene to Hidalge (UMGOas832) | 33 32-53 No
CX 279 ¢ Fax Detter from Hidalgo to Rollelson (UMGO0303 |- a3 52-53 Niy
~ UMG005032)
CX 280 ¢-Mail rom Oreene to llemandez and [lidalgo 53 52-53 Na
| (UnMGnnss18)
X 28] e-Mail from Greene lo MeKemrow and Derry 53 52-53 Mo
; {UMGOIIN2E)
| CX 282 | Fax Letter from 1 lidalgo to Kommerell (1:mG005795- 53 52-53 N
: UMGO03796) ] o o
CX 283 | Letter from Pross 1o Wion, Takel, Wang, Kim, Ho, 53 32-53 Mo
; and Kadar {UMGIE0E3-TUMGUNS0 | §)
- CX 284 | Memo from Greene to Distribution {UMG005019- 12 Mo
| UMGHo5021) i L
CX 28> RESERVED 2
CX 286 | Mcmo with attachment from Greene to Rollefson 12 No
(UGOR4 TO2-UMGH04703 )
CX 287 | e-Mail from Pateman to Rollelson (UMGG04803) 12 No
CX 288 | Memo re: The Three Tenors New Product for 1996 12 o
from Millward to Distribution (UMG006103- :
TMGOOS108) o ]




CX Doecument Description Admitted Page |JIn Camera
Number _ _  Discussed| Treatment
CX 289 Mema from Rohson te Barbero, Mori, Moseley, and 54 ad No
Wichmann re: Three Tenors Tour 1996 {UMGO63833) |
CX 290 | Tetter from Hemandez to Saintilan (UMGI03359) 12 Na |
CX 291 Iiax from Andry to Caradine and Mansbridge with 54 34 Nu
atlachments re; The Three Tenors World Concert
o Tour (3TENINON5163-3TENODOGS1T1} 1
€X 262 RESERVED _ ]
X 293 Memo re: Marketing [nformation for 1994 3 Tenors 4 54 No |
| _Concert (3TENDDOELIS9-3TENOONT1210) o
CX 294 | e-Mail from Foeke Lo Piiman re: 3 'enors World 54 a4 No
Tour 1996/7 (3TENON 7902-1TENDON17207) n
CH 295 | e-Mail from Pitman to Mansbridec, Nicol, T.etchford, 34 54 o
Tkin, and Focke attaching Marketing Information for
L 1954 3 Tenors Concert (ITENOOG0SI 1 6-5TLNOODUST21 } _
CX 296 | e-Mail [rom Robinson to Mansbridee and Caradine 54 a4 Mo
- attaching Memo re: Marketing Information for 1994 3 111-112
- ‘T'enors Coneert (3TENGI005909-3TENDOOH5915) o _
CX 297 | e-Mail Memo fom Caradine to [kin attaching Memo 54 54 o
re: Marketing Information for 1994 3 Tenors Concert
_ {ITENI0MM4052-3 TENGIDEG4064)
CX 298 | Memo from Germaise o Baruch re: The 3 T'enors -- 54 54 N
~Tuly 1996 (3TENOOO10826-3 TENDNO] 0827)
X 299 | Memo re: Markeling Information for 1994 3 Tenors 54 a4 No
Concert (3TENQOGISS02-31ENDOOGSI0T)
CX 300 | Memo re: Marketing Information for 1994 3 l'enors M 54 Mo
: _ Coneert (FTENOUHEI6-3TENDOGIRHME) _ 112-114
- CX 301 | Mome [fum Mansbridge to 1itman re: 3 Tenors 54 54 No
Special Edition (3TERG0005012) B
CX 302 | Cover of Special Edition World Toar CID 54 54 Mo
(3TENOOO05034) 1
CX 303 | Memo re: Marketing Information for 1994 3 Tenars 34 No
Congeert (3TENO00LDES3)
_CX 5304 | RESERVED
CX 305 | Memo re: Marketing Information for 1994 3 Tenors 34 34 Na
_ Concert (3TENOSOD49E3-3TENOO004986) 114-118 o
CX 306 | Memo with artachment from Brown to Distribution 54 54 No
re: Three Tenors Sales at 11/%/96 (3 ENCO00490 (-
_ + 3TENODO04904)
CX 307 | e-Mail from Caradine to Foster (3TENDIMNZE03) 54 54 No
X308 | e-Mal from Pitman to Still (3TEN0GU11131) 54 54 No |
[CX 309 | Fax rom Kommerel! to Rudas (3TENG0003039) 12 119 N
CX 310 [ RESLERVED
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CX Document Description Admitted)  Page | fa Camera
Numbcey ~ |Discossed | Treatment
(X311 | RESERVED
X312 | RESERVED
[CX 3 13 | RESERVED I
CX 314 ; RESERVID
CX 315  Lelter from Raberts to evy (UMGO04143) 12 No
CX 316 | Fax from Kummersil to Roberts (UMGH04700- 12 Na
| umconszon) R o
T CX 317 Memo from Caradine o Lopes (3TEN00S04232) Rt 34 No
CX 318 | Memo from Roberts to Levy wilh altachments 12 No
(UMGDD-iM-’-l LaML-U!HlSﬂ B
CX 319 | Fax Memo from Rudas to Etfegun (UMG0U4205) 12  Ne
CX 320 | Fax from Kommerell to Roberts (UWGO04206) 12 No
CX 321 | Memo from Cooper ta Daly, Gold, Semel with 12 No
attachment re: The 3 Tenors Breakeven Analysis
(3 TENOO0D4276-3 TENOODDY28 1) L i
Ox 322 Memo from Caradine 10 O'Brien willl altachment 12 Yes
(3TENUMODGIE7-1 TENOMNG97 Y Designated /n Camera)
CX 323 | Memo from Kommerell to Clancy re: 3 Tenors 3 12 No
(UMGO00486-UMGH00452) L
CX 324 | Fax from Kommercll to Roberts with atlachment 12 Na
(U MOGOU4664-LIMGHNI4ATL)
€X 325 | Fax Mcmo from Kommerell to Roberts re: 3 Tenors 12 No
58, Paris (UMGO04695-UMGOM 653} o . L
X 52 Fax from Kommerell to Roberts ro: Sacred Albums 12 Ko
Luciano & 3 Tenors with attachment (URMGO04675-
UMG004678) o
X 337 | Fax [rom Roberts to Ames with attachment 12 No
{UMGNMET0-TIMGO04657)
CX 328 | Memo from Kommerell to Roberts to: Doal 12 ™Nn
- |_Application {2nd version) {UMGOMGR8-TTMGI04687 )
CX 329 | e-Mail from Kronfeld to Clancy (UMG001688- 12 ko
UMGHN1659)
CX 330 | Three Tenors 3 Investment Pre-Calculation: 12 No
Summary of Conlnbution sl Various Sales Levels
o  (UMGO0D3 12-UMGHO0514)
CX 331 | Memo from Roberts to Lirtegun k2 Three Tenors 12 No
Three (TTMGO04183-UMG004184) _
CX 332 | c-Mail from Courmey to Roherts and Clancy 12 No
| Atlanttc Marketing Plan {UMG001695)



ATEMOGMZ2T0- gTENGE]ﬂﬂ”Z?E}
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CX Document Deseription ﬁ!u::lmitl:q::_i:lE Page | In Camera

Number ' Mhecnssed | Treatment
X 333 | Fax Memo from Lewis lo Roberts re: Roger Lewis 12 Na

Meeting with Tibor Rudas at Grand Hotel,
AIIIST_I‘SI‘(’]HII‘]. {UBGO04374-UMGOR4 375}
CX 334 | e-Mzll from Hoffimun to Roberts and Clancy 12 Mo

| {umGoozesd) .
£X 33 Fax Letter from Sandau to Scott (STENOUO0S7ES) 12 Noe |
CX 35 Fax from Hoffman te Clancy with attacluncnt 12 MNo

(UMGUD1 690-UnGIN16%2)
CX 337 | e-Mail from Hoffiman to Roberts and Kronfeld 12 No
| (umcooisss) o ]
CX 338 ' Fax irom Roberts to Lewis with attachments 12 Mo

' | (UIMG003326-UMG003329)

CX 339 | Iax from Iloffiman to Clancy with attachment 12 No

i {(UMG001680-UMGO01681)

CX 340 | Memo from Scott to O'Brien and Wild (3TEM00000523 12 Mo
FTENOGND0524)
CX 341 | Fax Meme from Ames to Levy (UdGIN41807 12 No
CX 342 | Letter from Roberts to Ertegun with attachment re; 12 Mo
Proposed Reperloirs (UMGO04628-TGO04630)
2X 343 | e-Mail from Mamier (o Saintilan (TMG0O03337) 12 No
X 344 | Letter from Roberts o Hockman re: Songs for 3 12 No
Tenots 3 (UMGO04179) o
CX 345 : Memo [Fom Clancy 1o Cook, Lawlan ‘and Holfman 12 Ko
; :I with attachment {:I.TMGCI'I.'JIH-E =L I Gl Iﬁ4l|'.i}
CX 346 | Memo from Germaise/Creed to Distribution 12 No
{3TENDODRES0T)

i CX 347 | e-Mail dfrom Boberts to Lowia re: 3T3 {UMGO84624 ) 12 M
CX 348 Memao from Holfman 1o Ames re: The Three 12 Mo
o Tenors/Volume 3 (TMGO02157-UMGD02158) .

CX 349 | Memo from Wild to Cregun, Azzoli, O'Bricn 12 No
CATRENOOOOOS20-1 TENING0NG2 1)

CX350 | RESERVED 12

CX 351 RFSERVED 12

CX 352 | Memo from Claney to Cook, Lawlan, Rebillard, 12 Mo
Dhillon re: Three Tenars 3 with attachment

1 (UMGD01603-UMGODIG14) _

CX 353 . Fax from Lieberman to Llancg. with attachment iz Mo
Memo re: The Three Tenors -- TTeads of Agreement
(L MGUS1618-UMGO01 524} L o
'CX 354 Memo from Wild to Azzoli, Ertegun, and O'Brien 12 N




CX Document Description Admitted] Page | In Camera
Number ) o Discussed| Treatment
FCX 335 | Memo from Scott to O'Brizn and Wild re: The Three 12 Yes

Tenars/Record Agreement {3 TEMOO00E298-
. ITENOBY03299)(Desighated fn Camera)
i CX 356 | Fax from Scott to Gold, O'Brien, Robinson, Wild, and 12 4[4-418 No
‘ L Wistow (YIHNDUONZZ45-TTENDOOU2254)
CX 357 | Fax from Licherman to Scolt enclosing Draft 12 373-374 Yes
Agrcement boltween Polveram SA and Warner Music
Netherlands BV, (3TEFMN0G 1 7990-
STENG0G 17996 esimmated /n Camerd)
CX 358 | Fax from Scott to Lieberman enclosing Draft of qpht 12 374375 | Yes, |
' Profits Arrangement (3TENOOG243R- TN 35-
‘ . 3TEND0002440) 3STENOOUU2 43 8-3 I 1INU00U2443 FIERDUINZ443
Designated i Camerd) only
gna e _
CX 339 | Memo from Scott to Licherman enclosing Draft of 12| 376-377 Yes
‘ Polygram Split Profits Amrangement (2TENOOO02404-
. ITENG0002412)Designated 7n Camera)
CX 560 | Fax from Scott to Rothsdetcher (3TEN00GO2255) 12 No
"CX 361 | liax from Licherman to Scott enclosing Draft 12 [ 377378 Yes |
Warper/Polyeram. Agrocment (3TENOOM02392-
 3TENDGO02403 ) Dusignated fn Camerg) o
CX 362 | Fax from Scott to Lieberman enclosing Drall Splil 12 379380 | Yes,
Profits Arrangement (3TENDI0G2308- STENDO002508-
ITEN00002323)(3TENGO002308-3TENOON02320 STENNOHIZIA
Dezignated fir Camera) ~ only
CX 263 | Fax Memo from Mansbridge to Manmning 12 Yes
(FTENUO03601-3TENGO003 602} (Designated fin Camera)i
CX 364 . Memo from OBrien to Daly (3ITENOOGOT30- L2 No
STENMDOTI4I) __‘
CX 365 | Memo from O'Brien to Daly (3TEND0002264- 12 Yo
ATEK00002265) i L
'OX 366 | Memo from O'Bricn to Daly (3TRENO007334- 12 411-414 No
| 3TENGO000T33R) My2-513
CX 367 | Memo from Scott to Mansbridge re: The Three 12 No
Tenors/Box Sct and "Greatest Hits" Album
.. {3ITENCR00O048R) ]
' CX 368  Memo frum Lisherman to Parent ro: 12 o
Warner/Polygram Agreement (LMGH2261) o
(X369 | Letter from Sandau to Scou re: The Three Tenors- . 12 e
' .| Paris 1598 Apreements (3TENO000IS13) i ]
(X 370 | Letter from Lieberman to Scott re: Bacoution Copies 12 No
of Warner-Polygram Agrcement (3TENOONDT44) ] ]




Update and Action 1.ist {UMGO03216-UMGO03225)

CX Document Description ‘Admitted DPage | fn Comera)
Number N o ) = Discussed| Treatment
CX 371 | Tetter from loffman o Scott (STENOGHRI0S1) 12 No
CX 372 | Fax from Sandau to Scott enclosing Fully Executed 12 Yes
. Copy of The Three Tenors-Paris 1998 Agrecment
: (3TENODOUOZOS-3TENGOGU2I6 ) Designated fr Camera) | |
CX 373 | Memn from Scott to Caradine re; The Tluez Tenors 12 o
| 998/ 1ixpected Payment Schedula (31ENDU004183)
CX 374 | The Thice Tenors- Record Agreemend Summary 12 No
(3TENOOOBT490-3TENGOOOTA26)
CX 375 | RESERVED )
CX 376 | RESERVED i ]
' CX377 | RESERVED ] B
CX 378 RUSERVED
CCX 379 | RESERVED _
CX 380 | DPress Belease: "Three Tenors Announee World Cup iz No
Spectacle in Paris” (3T1NO0G03979-3TENDG003980}
CX 381 | Three lenors Paris 1998 Concert Publicity Proposal 12 No
(FTENODI00245-3TENOOD0D258)
CX 382 | Memo trom Creed to Anderson, Bates, Davis, (Gidion, 12 No
Scott, Silver, and Slight re: The Thrce Tenors
| Logistics Mecting with attachmenls (3TENOOOGTOR3-
3TEN0O007989) _
| CX 383 | Atlantic Meeting Notes (UMGU03282-UMG003259) 12 Ng
"CX 384 | Memo from Saintilan to Ellcnder and Rees-Parnall 1z C Ne
attaching 313/ /Atlantic Mocting Noles (UMGO03091 -
| UMGD03100)
CX 385 | The Three Tenors- Paris 1998 (3TENG000ST98) 12 No
CX 38 | The 2 Tenors Meeting Agenda (UMGD04593- 12 No
UMGO04597) B
CX 387 | Fax from Rudas to Kulesza enclosing March 6, 1998 12 Mo
- Meeting Minutes (UMGO03 146-LMU003151)
- CX 388 . 3T3 Proposed Agenda (3TENOOODRI04-3TENOGONRN1 1) 12 No
CX 389  e-Mail irom Saintilan to Kleinman, Schulten, 12  No |
- Malland, Allard enclosing March 10, 1998 373
. Meeting Notes (UMGOM 12 -TIMGI04 ] 28)
CX 390 | o-Mail from Cavell Lo Saintilan re: 3T3 (UMGo03200) | 12 No
CX 391 | The Three Tenors Concert 1998 (313) PYP General 12 No




CX Document Description Admitted Page | Ir Cumera
Number N o Discussed! Treatment |
CX 392 ° Mema from Scott to O'Bricn re: Polygram Split 12 Na 1
Profits Amangement/Cost Managementl
' {3TENDOO(RG03 ) _
CX 393 | Fax Memo from Saintilan to 13aruch re: Three Fenors i2 ' No
' in Paris Markcting Plan {UMGO00535-UMGO00555) -
CX 394 | All-Time 3 Tenors Classical Operatmg Statement 2 | Yes |
Summary; February 1948 All-Time to Date
' {(3TEW00603977-3TCNO00G35 T8N Desigmated In Camera)
CX 395 : Memo from O'Rourke to Lopez re: The Three Tenors 12 ) Na
Rovalty Break with attachment (3TENODO | 10568- ;
ITERGO0L1074} _
CX 396 | e-Mail from ORourke to Caradine (31LNDR0G3569) 12 No
CX 397 | e-Mail from Caradine to Still (3TEN00003368) 12 _ No |
(X 398 | e-Mail from Caradine to O'Rourke (3TEN00003564) 12 - No
CX 399 | e-Mail from Siill to Tin [3TENOR | 1065) 12 | No
CX 400 | e-Mail from Johnston o Greene (TIMGO00051- 2 No |
TRAGDONS2) ~ :
CX 401 | e-Mail from Greene to Marnier re: 3 Tenors 3 ' 12 No o .
(LIMOGHUT) )
CX 402 | e-Mail from Gralton Lo Saintilan re: TTT - P&I'S 12 ' ' No
- (IIMGO03416) _
CX 403 | e-Mail from Greene to Marnier re; 3T1 (UMG003075) 12 No |
CXA04 | o-Mail from Greene to Cloeckaer re: Three Tenors 12 No
L Pricing (LIMGO02997)
CX 405 | e-Mail from Greene to Saintilan, Cavell and 12 ! Mo
i Cloeckaert re: Note to Rert - Opinion Pleasc! :
(UMGOUDUST) o L
CX 406 | e-Mail from Cloeckaert to Allard, et. al. re: Pricing | 12 No
First Album 3 Tenors attaching April 21, 1998 Memo
from Cloeckaert to Classical MD's/Classical
Marketing Managcers re: Pricing st Three lenors
Album (UMG000091 -LMGH00092) _
CX 407 | e-Mail from Roberts to Lewis re: 3t Catalog T No
| (LMouzsy) : o i
[ CX 408 | RESERVED B 2 | ]
CX 409 | RESERVED - 12 -
CX 410 " RISERVED - B 12
CX 411 ; RESLERVLD _ 12
CX 412 | e-Mail from Saintilan to Mamier re: Pavarotti | Tits 12 T Ne
and More (UMGH00101) B |
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| price (ITENCO009923-3TLNGDN0S925)

CX Documcnt Description Admitted Page | f# Camera
Number o o ) Discussed| T'reatment
CX 413 | e-Mail from Oreene and Santilan 1o European 12 TET-TR8 No '
Classical M1)s and Furopean Label Mangers re: 3
Tenorg 1 Promotion and Pricing (UMGOH03GSE-
| umconsoet)
CX 414 | Fax Memo from Saintilan to Creed {TTMGIH] 24363 § - 12 No
: UMGO02662) ) |
CX 415 | Memo from Creed to O'Drien and Scott with 12 | No
attachment (3TENOOD1055]1-3TENOODTD353) )
CX 416 | e-Mail from Cloeckaert to Nigel re: 3 Tenors 1 12 o
- Promotion & Pricing (UMG0J0118}
(CX 417 Tax from Saintilan to Distribution with anachments 12 tva
(UMGH03380-UMGO03392)
CX 418  Dcoca Campaign Overview: Increase in Back 12 MNe
: | Catalogue Sales CD (UMGON0Z46-1TMGOO025 1) i
|
UX 419 | DCS Classics Marketing Priority: Belgium 12 No |
o (UNMG003500- L RMGD03502) _ '
CX 420 | 1CS Classies Marketing Priority: Denmark 12 No oo
| oMesssoumeoesiz)
CX 421 | DC5 Classics Markcting Priority: Malaysia i2 No
(UG0S TITIMGINTSTY)
P X422 | DCS Classies Marketing Priority: Sweden 12 No __I
{UMGH03606- MGODI6UE) o _ |
CX 423 | DCS Clazsies Marketing Priority: Spain (UMGDDSGDS-‘ 12 Mo |
IMGOL3EDS) _
CX 424 DC5 Classics Marketing Priority: UK (UMGO03363- i2 Mo
L MU3I65) L
CX 425 | e-Mail from Greene to Hevden re: Pavarotli 12 No
| (UMGoa0166-IIMGODOLET) .
CX 426 | Fax from Still to Caradine re: 3 Tenors Mid-price 12 No ]
- (3TENDOGO3556-3TENODDDISSE) N
CX 427 | e~Muil [tom Fischer (o Greene re: Three Tenors One 12 i No
L ampaign (TTMGN02968) o
CX 428 | c-Mail from Grecne to Derry {(UMG000152) i O N ]
CX 429 | c-Mail froin Havwood to Tweed and Cloeckaer re: 3 | 12 : Mo
Tenors 1 — Promotion & Pricing (UMGO3055-
UMGO03057)
CX 430 | Fax Letter from SUTl 1o Rudas re: The Three Tenors 12 N
Mid-price attaching Warner Classics [nternational
The Three Tenors 1994 & Month Push, World Cup
. Summer 1998 (3TENG0009918-3 TENDOODDZ15) )
CX 431 ! lax from 5till to Rudas re: The Three Tenors Mid- 12 Mo



CX - Document Description Admitted] Page  In Camerg
Number - Discussed| Treatment
CX 432 o-Mail from Stephens to Still re: The 3 Tenors 12 No
Midpriee Campaign (3TEN0M014921)
CX 433 . e-Mail from Bach to Richardson re: 3 Tenors Mid 12 _ N
t Price (ATENOO 0922) o
CX 434 | Fax from Still to Clay (3TENOGO11048-3TENGOOL 1051} | 12 N
CX 435 e-Mail from Rice to Distribution re: The Three 12 o
_ Tenors Video (ITENDH17E28-3 TENDOR 7900) I
CX 436 | e-Mail from Still to Bic*ribution (3ITENGI017TIZ) iz No
CX 437 | Fax from Scott to (¥Brien with attachment 12 No
: | [3TENOOU10127-3TENOOO10I2Y) _ :
CX 438 | c-Mail [rom Greene to Grandi re: 3 Tenors 1 - 12 No
Promation & Pricing (UMGOO304 3-LUMGOG3046) ;
FOH 439 | e-Mail from Greene o Sadntilan re: 2 Tenors 1 12 ; No
: (UMGDOG1 37-UMGO0015%) '
CX 440 | e-Mail from Greenc to Saintilan re: ‘90 Thres Tenors 12 C No
_ Special Price Campaign (TIVGO00193) )
CX 441 | c-Mail from (reene to Saintilan re: 3172 Spain 12 No
| (UMGO00181)
CX 442 | e-Mail from Creenc to Law re: "90 Three Tenors 1z, No
Special Price Cumpaign {UMGO00194-UMG0O00196) ;-
CX 445 | Tax from Wild to Azzoli attaching June 24, 1598 12 No
Memo from Azzoli 1o Lopez (3 TENOGID3E40- :
ITENDDO03647) .
CX 444 | Fax from Maclaren (o O'Brien re: The Three Tenors: ©00 12 No ;
Paris 1998 Concert (3TENOOM 03503 : |
CX 445 _| Memo from Bricgun to Daly {3TEN0G0OTH2) 12 - Mo
CX 446 | e-Mail from O'Roucke to Still re: Three 12 | Nor '
Tenors/Polygram (ATENOON09%1 3)
CX 447 | Memo from Still to O'Rourke re: 3 Tenors Mid-price 12 No
with attachmeni (3TENOG00991 1-3TENOS0G9912)
CX 448 ' Fax from Sill 1o O'Bourke 1e: 3 Tenors Mid-price 12 No
i with attachonent (JTENBGN11076-3TENDR 1 107R)
CX 449  Fax Irom Maclaren to (YBrien re: The Three Tenors: 12 Na !
1994 (3TEND0OMOSIZ-3TENOOOIOSZY) | ) :
CX 450 Memo from Still to Lopez re: 3 Tenors Mid-price 12 No
... {3TEN0DO09904-3TENGOGUS905) ]
CX 451 | e-Mail from Focke to Figari, Razzini, and Pazcual 20 2535 M
{ITENGOOT1162) -
CX 432 ° e-Mail from Fieari to Pascual, Focke, and Razzini 20 2335 K[
© {ITENDDOL1159)
CX 453 - e-Mail from Mascual to Focke (31ENG00111356) 20 23-35 No

[ ]
(W]



CX Document Pescription Admitted] Page |In Camera|
Number . i Discussed | Treatment
(X 454 | e-Mail from Focke to Cosgrove ra: 3 Tenors! 29 25.35 No
| Midprice (3TENODS11157) _
CX 458 - e-Muil [rom Pascual W Focke (3TENODG ; 160) 9 25-35 N
'CX 456 | e-Mail from Razzini to Vigari, Pascual, and Focke 29 2535 " No |
(3TENGDOL161) o : o '
CX 457 | Fax Transmission Verification Reporl (3TENOGO 10114- 12 435-437 | No |
: ITENDOO10119) _ . '
CX 458 | e-Mail from Wood to Distribution {3TEN00O | 7891 12 No |
.| 3TENODOI7S96)
CX 4539 . g-MAaill from Saiptilan to Constant re: 3 Tenors 1 1z ! o
Promotion & Pricing (UMGSKO001-UMGSKO009)
X 460 . Fax from Caradine to Azzoll i; 3_'_£:EN[JU[}L13965j 12 T AY:!
CX 461 | Fax from Robinson to Scott (3TENGIGOSIST- 12 Na
3TENG0008188) |
CX 462 | e-Mail from Rudelph to Distribution (311:x00003533) 24 i4 T No
42-24
) | 494-495 | o
CX 463 | Memo from ORourke to Distribution (3TEN00004497- 25 24-25 No :
| 3TENDOOG4408)
CX 464 | RESERVED
(X 465 | RESLRVED o B
'CX 466 | RESERVED
CX 467 | RESERVED -
. CX 368 | RESERVED
CX 465 | Information from O'Neil and Saintilan (o Polygram  © 12 - No
Classica & Jazz General Managers, Decea Tahel ;
* Manapsers, Local Press, and Prametional Depta.
(UIMGO04908-TIMGO04908)
CX 470 | ¥Fax from Hoffman to Clay re; The Three 12 No
| Tenors/Single (UMGOU2834) )
CX 471 | Fax Letter from Baruch to ONeill and Saintilan re: 12 No
i Three Tenors Dreamchasers Promo {UMGO03260-
UMGH033E2)
CX 472 | [ax Letter from Baruch to O'Neil and Saintilan 12 No
_ ¢ {UMGO03839) :
CX 473 | RESERVED )
X 474 | Letter from Siegel to Distribution re: 3 Tenors Press 12 No
. Plan (3TENODO0]BE5-3 TENGOOG [D8F)
CX 475 | e-Mail from Marnier to Saintilan rc: Three Tenors 12 No
Marketing Plan {UMG003546)
CX 476 | RESERVED ' 12 I
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CX Document Description Admitted Page | Ju Camera |
Number _ _ Discussed| Treatment:
| CX 477 | Press Release: "Atlantic, Decea, Rudas Organization | 12 ‘ No |
i Join Forees lor Worldwide Release of New Three

. Tenors Concert Recording_ . " {3 ENO000SS0E-
: 5 FTIENOUOIERTLY L o ! _
CX 478 | Statement from the City Hall of Paris (I G003005- 12 Nn
| umMGoeIB15) S
CX 479 | e-Mail to Wagner re: Three Tenors Marketing 12 No |
___ | Planner (3TENOODOIS002Y =
X 480 | ¢-Mail [romm Romere 1o Guerty re: Jose Carreras 12 N
{3TENOOO4502) L _
PCX 481 e-Mail from Coley to Dvistribution re: 3 Tenors 1998 ¢+ {2 No
TV (3TENOD0ITI8-3TENDOOOI 729 I R
CX 482 | Memo from Crawford, Pavicie, Valdivier, and Moore 12 TU-43  No |
te Distribution re: Three Tenors "Paris 1998" MMCT
(3TENOO0G3037-3 TENOOGOSD5E) )
X 483 | The Three Tenors Marketing Plan {3TENMIDG1415- | AR A B Mo
3TEN00G01427)
CX 484 | Three Tenurs [ Update (UMGOMG38-UMGO00045) 12| Y
CX AR5 "A" List of Song Writers for the Lhree 1Tenors 12 Ko
| {(UMGOU4181-UMGO04182)
Cx 480 Fax from Lewis to Rudas, Melaren, and Robens 12 o
{UMGODL480) o
; CX 487 | e~Mail from [Hoffman to Scott (31ENG0G01273) 12 . No
CX 4828 | e-Mail from Scott i Creed and O'Rrien re; Tibor 12 No
Meeting (3TEN00S1 1262) ' ]
CX 489 | Memo from Scoil to O'Bren (3ITENOOOOGG 5) 12 ~_ No
CX 490 | Letter [rom OBrien 1o Rudas {UMG002663- 12 424426 No
| UMGOU664) o
CX 491 | Fax from Ruwdas to OTricn o Varlows (IGO0 24- 12 No
UIMG004227) _
|_ N ' i
CX 492 | Fax Loiler lrom Rodas 1o Lewis and OBrien re: '98 3 No
Three Tenors Paris CLY (ATENDIMOG334-3TENOONMGRE5)
CX 491 | e-Mail from Hoffiman to Roberts ct. al. (umconiazay | 12 Ne
£X 494 | Fax from O'Brien to Rudas (3TENG0001718) 2 | N
CX 495 Fax Lelter [tom Budas lo Rasbum and Ledowx re: 08 12 ' T
Three Tenors Paris Video (UMGOM404-UMGO04405) | _
(X 496 | The Three Tenors in Paris Marketing Informarion 12 No
_ {LMGOUI769) . a
CX 497 | RESERVED o ]
CX 498 RESERVED . r B




CX Document Description Admitted FPage |Jfa Camera
Numhber L B ] |Discnssed | Treatment
CX 499 | RESERVED o - T
22X 500 Fax Irom Tilston to Baruch re: Three Tenors Phots 12 Xo !

{IMGAN3196) |
CX 501 | Fax from Robert/Baruch to Saintilan re; The Three 12 No
¢ Tenors CD (UMGH03272} i
| CK 502 - Tax from Saintilan to Banueh re: Three Tenors Cover . 12 No |
T (umoose) ' _
CX 503 | Memo from Saintilan to Smart re: Three Tenors 12 No ;
Cover {(UMG004008-UMGR04009) |
CX 304 | RESERVED i |
CX 505 | letter from Town/Saintilan to Rudas (UMGD03 940} 12 Mo ﬂ
CX 506 | Fax from Saintidan to Cocchiara re: 313 Video Cover [2 No '
Wisuals (UMGO03736)
CX 507 | e-Mail from Kesse to Saintilan re: _‘IT_':' Videao Cover 12 No
Visuals (UMGO03802) :
X 0% g-Mail firom Cocchiara to 8aintilan ve: 3773 Paris |2 Na
| (uMGa30z0) o
CX 509 | e-Mail [rom Herrero 10 Clocckaer! {UMGO03639) 12 ™o
CX 310 | All-In-Fee Apreement- Audto Deal Memaorandum 12 Mo
o 1998 Version (UMG(06325-UMGHIE3E63)
CX 511 | Leter from Anderson to Rudas {3TENOOOG0356) 56 55-56 Na |
CX 512 Memo [ron Seoll ta Conle, Froto, Ganis, and &0 - 5760 Mo !
Ciermaise te: The Meeting with Mr. Ertegun | i
{FTENODOR 409}
CX 513 Letter from Roberts to Lrtegun (UMGOM 159} &2 6(-62 MNo
CX 514 - RERERVED
CX 315 | Fax from Roberis to Gelb re: Throe Tenors in Vienna 62 o562 No
{UMGO04158)
| CX 516 | Fax from Gelb to Roberts ve: Thrze Tenors 2 6-02 No |
' Christmas/Charlotte Church {1.MGI4157) - 1 '
CX 517 | Faxfrom Claney to (O'Brien (3TENB00I080%) 12 No !
CX 518 Fax [mom Roberls lo Scoll te: Three Tenors Grealest il 5760} Yo
I Tits (ATENOO0 | 0795-3TENAOO 10797 Designated fr
_ Camera) _ ] L
CH 39 Fax [rTom Roberis o Scotl e Three Tenors Grealest 63 62-63 Yes
Hits (3TENON000225)(Designated /i Camera) _ '
CX 520 | o-Mail from Cavell to Scott re: The Best of Three 71 | 6871 Yea
Tenors (ITENDOC 0L LK Designated fn Camerad) i
CX 521 e-Mail from Cavell to Scoti and ('Brien re: Delay of i 71 6H-71 Mo
Release of "Three Tenors Greatest Hita" i
{BTENDGUDZUBZ-JTEN{PUUGEUS‘B} | _




LIMGOO5516)
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CX I Document Description Admiticd  Page | In Camera
Number ; |Discussed| Treatmeng
CX 3522 . Fax from Rudas w Roberts re: '98 Three Tenors Paris 56 353-36 No
Sales (UMGD04162) L
'CX 523 Memo from Scott 1o OBricn and Wild re: Three 56 55-56 No
. Tecnors/Video (3TENGOO0S000-3 TENOOO0SHC 1 )
CX 524 | Fax from Clancy to Cohen (31ENGOG10213Y 12 No
CX 5325 | Fax from Clancy to Vacsken {UMG000611-UMGO0O0613) 12 No
(X 326 | RESERVED ]
CX 527 | Fax from Schwam to Clancy re: Three Tenors 56 33-36 No
| Accounting (3TENUOU9IH-ITENII0IISE)
CX 52% | BESEEVELD
(X 529 | RESERVED o :
CX 330 | Fax from Schwam to Claney (3TENGGINIGT - 56 35-56 N
_ 3TE?~IGDO(]";9?3}
CX 531 | l'ax Letter from Clancy to Schwam {UMGO00394- 12 No
UMG000597) B
{X 532 | Leller from Schwam 1o Clancy (3TENOC003948. 56 55-34 No
FTENDOOUSI52)
CX 533 | Three Tenors Worldwide Profits: Inception - 12 No
© Seplember 2001 Domestic - Dec 2000 International
. {UMGA06206-1MGE207) :
(X 334 Fax from Clancy to Vaesken {TIMGO00STS-LIMOHINGG TR 12 No
0N 535 | Three Tenors 1998 Universal Accounting Statement 12 Mo
(UMG005408-UMGH05410)
CX 536 | Universal Music and Video Distribution 36 55-56 N
| Artists/Project Repout (IMGN06208) _
“CX 537 | Memo from Saintilan to Cavell re: 3173 (UMGO00221- 12 No |
i UMGOH00225)
CX 538 | Market Focus- Tradiional Music Distribution 12 No
| (UMG006321-UMGO06344)
CX 539 | Soundata: National Music Consumer Stady 12 No
Presentation (UMGO0TOS6-UMGO07098)
CX 5340 | Classical Music Research Survey (UMGU05T11- 73 72-73 M
UMGHU8123) e e — o
CX 541 | The Classical Rescarch Projoct (UMGO08124- 73 72203 Ma
L UMGO0G167)
'CX 542 | Classical Price Policy (TMG006227-UMGH06234) 12 i No
CX 543 | Fax Irom Witts to Distribution re: Pricing Meeting 74 73-74 No
voles (TIVGOH29-TTMGO062 18)
CX 344 Commercial Affairs-Pricing Process {IMG004997- 12 MNo
UMG00300S) - — N
CX 345 | Ledsar from Cloeckaert to Boyd {UMGO05515- 74 Ti-74 Mo



CX Docnment Description Admitted) Page | In Camere .
Number . L Niscussed| Treatment
CX 546 | e-Mail from Voskoboinikoff to Distnbution re: The 74 73-74 “No |
Cardigans Mid-Price Campaign (UMGO05534-
UNGONS535) _
¥ 547 | o-Mail from Huysmans/Clocekacrt o Distributionre: | 74 73-74 No
Bjurk-Catalog Mid For a Day (UMG005527-
UMGOD5528) )
CX 548 | Letter from Cloeckaert to Koenig re: Price Discount 74 73-74 Mo
Campaign- Pra8%/00-Germany (UMGO05554-
| umGoosssg) |
CX 349 | Philips Classics Top Price Murch '98 (UMGO04066- k2 No
UMG004067)
CX 350 | e-Mail from Hodgson to Distribution re: Conplete 12 "~ No
' List of Temporary Top to High Mid Price Titles
L (UMGO05509-IIMGR05514) .
CX 551 | Three Tenors 1998 File (3TEN00008963-3TiN00008950) | 12 | No |
CX 352 | RESERVED |
PCX Vivendi Universal Press Release: "Pressplay 10 be 71 AaR-T1 N
L S53A-F | Official Name for New Subseription Music
o service...” |
CX 554 | Organizational Charls (UMG003001-UMGI03007) 12 Na
CX 355 | Organizational Charts [(UMG004135-UMG004188) 12 | MNo
CX Letter with attachments itom Morrisscy o Gireen 71 71 Mo
s564-K
X Fax with attachments from Wang 0 Mcgee, Dagen, 71 71 No
257A-10 | and Osteoff ~
CX 558 | Wamer Three Tenors Distribiation List {(3TENDOG035S - 12 Mo
3TENMO003554)
CX 559 | Organizational Charts (3TENGG010048-3TENOOG L1011 1) 12 No |
CX 560 | RESHRVED
CX 561 | RESERVED B _
X 562 | RESERVED T
cCX 563 RESERVED N
'CX 564 | RESERVED
' CX 565 | RESERVED -
CX 366 | RESFRVED B B
CX 567 | RESHRVED ~ | B
CX 568 | RESERVED B
CX 569 | RESERVED B
CX 570 | RESERVED B ]
CX 571 __ RESLRVED -

28




CX Document Description Admitted) Page | Ir Camera
Number | Discussed | Treatment
CX 572 | RESERVED B
CX 573 RESERVED ]
CX - Classieal Becordings, The Star-Ledeer {(Newark, NJ) &7 64-67 No
| 574A-C | (Scpl. 26, 1998 |
CX 5373 XA Pros in Good Voice: But Too Much &7 64-57 No |
Mediterrancan Sun in Three Tenors' Concert, The
| Gazelle (Montrealy at D13 (July [1, 1998}
CX 576 | THREE TENORS SOUNDING BORED, The San 67 frie-67 “No ;
Francisco Chronicle at 45 {Oct, 4, 1998) !
(Y He'll Always Have Paris on Video, The Boslon Globe 67 6d-67 N
STTA-C | atNI (Oct. 4, 1998) o
CX CD Reviews, The Vancouver Sun at 12 {Sept. 26, 67 04-67 No |
578A-E  199§) - P
CX DISCS: JOSE CARRERAS, PLACIDO DOMINGO, | 67 64-67 No
379A-C AND LUCIANO PAVAROTTL The 3 Tenors: Paris
5 1998 (Allantic), The Boston Herald at 83, (Oct. 4.
. 1998) -
C¥ TENORS HIT THE HIGHEST C: COMMERCE, The| 67 64-67 Na
5B0A-B | Scalldc Times at M2 (Sept. 13, 1998)
CX Tirme fo Bring Curiain Dovwn on Three Ternors, The a7 64-a7 No
; 581A-C | Jernsalem Post at 9 (Sept, 2, 1998) L _
CK 582 | They're Bauwuck!, Time Magaznc al 52 (July 18, 68 G7-68 No
1994)
CX 583 | The Yearin Music, Billhoard Magazine, Top 12 Na
Classical Albums, Decemnber 22, 1990
CX 384 | The Year in Music, 2ifipoard Magazine, Top 12 No
- - Classical Albums, Decemnber 21, 1991
CX 5385 | The Yeur in Music, Billhowrd Magazine. l'op 12 No
Classical Albums, INecember 26, 992 )
CX 586 | The Year in Music, Biibvard Maguzine, Top 12 No
_ Classicul Albums, December 25, 1993
CX 587 | I'he Year in Music, Sillboard Mapazine, Top 112 No
Classical Albums, December 24, 1994 1
CX 5388 | The Yearin Music, Billboard Magazing, Top 12 No
Classical Albums, December 23, 1995
X The Year in Music, Biflboard _Magfizfﬁé, T’up 12 O
| 389A-B | Classical Albums, Decemnber 28, 1994 L
CX 590 ' The Year in Music, Biffboard Muguzine, Top 12 i
. Classical Albums, Decomber 27, 1997
CX i The Year in Music, Billhoard Magazine, Top 12 No
591A-B | Classical Albums, Decamber 26, 1998




0.4 Decument Description [Admitted Page |Jn Camera |
[Number ’ Discussed| Treatment
| CX ' The Year in Music, Billboard Magazine, Top i2 T No |
C592A-B | Classical Albums, December 25, 15999 o
I CX | The Year in Music, Biflboard Magazine, Tﬂp 12 No |
' 593A-B | Classical Albums, Decembcr 21, 2000 - :

CX 594 | LLUSTRATIVE EXHIBIT, Charlote Church Ad 62 al-6d4 Mo
CX 595 [LLUSTRATIVE EXHIBIT, Andrea Bocelli In-store Sé 54-5H || No
: Display o
CX 596 | Dcclaration of Stuart Robinowiiz 12 No
€X 597 | Document Index Chart 12 _ No N
(X 598 | Polygram Oificers and Ditoctors -1998 (UMG007099- | 12 No
UMGTITT

CX | Letter from Warner to {ireen re dn::umenh suhmitted 12 | No

3904 - (5 | inresponse o the Commission™s subpoena dated i

Oclober 10, 2000 i )
CX 600 | Compact Iisc: "The Three Tenors Christmas” 3 62-63 No
CX 601 | RESERVED I
CX 602 | RESERVED - _'

(4 Time Warner Inc.'s TESPONSe to the Commission's 57 3 Yes,
603A-Z- | subpoena, Exhibits "E," "F," "I1," [," and | 8637 |CX60I-CX
P20 ")"(Designated fr Camera) AR, CX -

f03-Z-7 - O
603-7-20
. _only.
X Excerpts trom The Seagram Company Lid. 10-K/A 12 ' N
6044-T | hling for izcal yaar ended June 30, 2000 : o

X Bxcerpts from The Seapram Company Lid. 1{-K 12 Na 1

605A-F | filing for fiscal vear ended June 30, 1949 -

CX Curricilum Vitae of Stephen Stockom 12  No

6D6‘ﬁ {_‘- - . . —.

CX Currienlum Vitae of Catherine Moore - 12 No

607A-B .
CX 608 | Dcsignated Portions of the Deposition Transcripi of 12 No
| ErcFuller N | |
CX 609 | Designated Portions of the Deposition Transcriptof | 12; 102 | 100-102 No
: James Capearro e a
CX 610 | Designated Portions of the Deposition Transcript of 2100 99-100 Na
~ ) {rerald Kopecky i
CX 611 Designated Portions of the Deposition Transcript of No
Jonathan Lieberman
| o | B
CX 612 | Rebutral Bxpert Report of Dr. Stephen Stockum A8 TA6TTT No
_ 783-786 | .
[CX 613 | RUSFRVED — n
_CX614 | RESERVED _ !
| CX 615 | RESERVED _ ) ]




CX Document Pescription Admitted Page | Iz Cantera |
Number _ Discussed| Treatment
"CX 616 | RESERVED _ | ]

CX 617 | RESERVED _
[CX 618 | RESERVED - _
PCX 619 | Summary Exhibil: Nam-.,s B_nd Titles v 278 277- No
CX I.LUSTRATIVE EXHIBIT, Album Covers, 3T1, 21-23 No
620A-D | 3T2, 3713 and X-Mas Album [LLUSTRATIVE
EXHIBIT, Album Covers, 3T1, 2 &3 and
X-Mag
CX 621 - Sumwmary Exhibit; Three Tenors Albums as of 1998 7 7,234 Mo
CX ILLUSTRATIVE EXHIBIT, Slide: Relationship 27 26-36 No
622A-1  Between Labels and Disuribution Companics s I
CX ILLUSTRATIVE EXHIBIT, Photographic Slides: In- |~ 49 4654 | Nao
023A-T  store Advertising ! i
CX 624 | ILLUSTRATIVE EXHIBIT, Q-card Example Ouider 113-114; No
Admitting | 240-242
Additional .
Trial i
Exhibits, |
I B - " - 2 |
CX 625 | ILLUSTRATIVLE EXHIBIT, O-card Example Order | 113-114; No
Admitting | 240-247 J
Additional ;
I Trial !
Exhibits, i

| 32202




Respondents® Exhibits

BX Document Deseription Admitted Page I Camera
Number Dhscussed | Treatment
RX 701 | Fax Letter {rom Sandau to Caradine re: The 406 5327-528 o

Three Tenars: 1994 Dodger Stadium Alvum
Pricing (3'1'E.NOM09929)
RX 702 | Fax from de Bruyn-de Jong to Distribation re: 496 No
The Three Tenors, Paris 1998 - Pavarotti,
Dommipgo, Catretas f 460-500-2 attaching
Classical Price Informalion- CD Supcr Top Price
(UMGO0053 I-UMGOG0E32Y
RX 703 | e-Mail from Clneckaert to Greene re: Pricing 1st 496 No
Three Tenors Adburm (UMGHODD90)
RX 704 | e-Mail from Stefansen to Greene re: 3 Tenors 496 No
1 {UMG003045)
RIT05 | Fax [Fom Robimeon fo Koot (UMGSKODL0- 406 No
SR A LY
ERX 706 | Fax from Robinson to Bosch, Kon, OBricn, 486 Mo
Scntt, and Wild (UMGEEDN 2-UMGEEK0024)
REX 707 | Hax from Robinson o Kon, Bosch, O'Brien, 96 MNn
scoft, and Wild (UMGSKO02 S-UMGSKN02T
RX 708 | Fax from Robinson to Rosch and Kon 496 Wo
(LI WS K OO0 TGRS KNS
RX 709 | 1998 AIF Dala (UMG3008-23) 496 No
RX 710 | 1990 Album AIF Data (UMGS069-5632) _ 495 Mo
EX 711 | 1998 Album Sales Data (Exe. France) (UMG4958- 405 No
94)
RX 712 | 1998 Album Sales Dala {France) (TIMG49ES) 496 No
RX 713 | United States Sales Data (TTMG4833-4906) 496 No
RX 714 | 1998 Album British Marketing Materials 496 No
RX 715 | Exhibit regarding prices from Qrdover Report 496 No
EX 716 | Expernt Report of Janusz Ordover 496 No
BX 717 | Expert Reporl of Yorum Wind 496 No
RX 718 | RESERYED
EX 719 | Dexignated Portions of the 1eposition Transcript 496 No

of Stephen Kon




RX Docurment Deseription Admitted I'ape in Camera
Numiher Discussed | Treatment
RX 720 | RESERVED
RX 721 | RESERVED
RX 722 | E-mail from Rand Hoffman to Chris Robcrts 456 MNa
(UBGRGIZT0) ’
RX 723 | Three Tenors History of Sales 1990-Seplember 406 N0
200 (UMGODSa4ENT-LIMG 008405 )
BX 724 | E-mail from Paul Saintilan Lo Wemcken, 1[scher, 496 Nao
Oswald, Cloeckaert, Conix Rohde, et al,
(LM GO ALE - LB I T 205
RX 725 | L-mail from Melchor Hidalgo to Saintilan 496 No
(UM G2 S8 A- U MGI02 98 T)
B 726 | Allin Fee Index internet pages (UMGO06235- 496 No
UMGO0aZA0)
EX 727 | Leiter from Mark Cavell to Paul Saintilan 495 Mo
{UIMG004504-T T GON4505)
X 728 | Chart Artist/project Roport cooperative 494 Mo
advertisine (UNMGI0641 1)
BX 729 1 Mocling noles (MG 1532 UMGOI1539) 496 Na
RX 730 | Meeling noles (UMGODN3 Ta-TIMGO00IZL) 494 No
EX 73] | E-matl from Nigel Haywood to Clocckacrt et al. 406 Ne
{UAGO03E0a2)
RX 732 | NY Times: 3 Soceer Fans, Teams Gone, Sing o4: Chider No
Anyway, T/11/49% Admitting
Aclelitional
Trial
Lxhibnts,
3-22-02
RX 733 | CBS News Transcripts: World Cup Soccer Fans G4, Order Mo
Gel Serenaded By I'he "Three Tenors in Paris, Admitting
7/11/08 Addditiemal
Trial
Ezhibits,
3-22-02
RX 734 | The Guardian (T.ondon}: The Guardian Profile: &4: Omler Mo
| neiang Pavarotti: Lust lor Life, 771108 Admitting
Additional
Trial
Exhibits,

3-22-02




»RX
Mumber

Document Description

Admitted

I'age
DMseussed

n Camerir
Treatment

RX 735

The Trish Times: Tenors by the Tower sercnade
Paris, 7/11/98

a4z Order
Admitting
Additirmal
'rial
Exttibits,
3-22-02

Mo

RX 736

WNBC News Transcriprs: The Three Tenors
Perform in Paris, 7/11/98

g; Order
Admiling
Additinnal
Trial
Fxhibits,
32202

Na

RX 737

The Press Association Limited: Three Tenors
Provide Fitting World Cup Finale, T/11/9%

64, Order
Admitting
Additional
Trial
Lxhibits,
322402

Mo

RX 73R

The San Francizco Examiner: 3 'Tenors mum on,

City of Lights, 7/11/98

ad; Chreler
Admitting
Additional
Lrial
Exhibits,
1-22-02

RX 739

USA Today: Coming io Toems with "'Tenors,’
O/18/08

63 Order
Admifting
Adiitional
Trial
Lxhibits,
32202

No




INDEX OF EXHIBITS OFFERED BUT NO'L ADMITTED INTO EVIDENCE

CX Document Deseription Offered Penied | fu Camera
MNumber Treatment
X 560 | Lee Benham, The Effect of Advertising an the 74 76 No

FPrice of Eveglasses, 15 ), LAW & ECON. 337
(1972}
CX 361 | John F. Cady, dn Estimare of the Price Effects of ¥4 76 No
Regtrictions on Drug Price ddvertiving, 14
LCON. INQUIRY 493 (i 976)
CX 562 | Amihai Glazer, Advertising, mformation and 74 TH No
Prices- A Caze Stwdy, 92 LCON. INQUIRY 661
{1981)
X 563A- | Tames M. Henderson and Richard T, Quandt, T 75 o
C MICROECONOMIC THEORY: A
MATHEMATTCAL APPROACI 136 {3d ed.
19800
CX 564A- | Daid L. Baserman and John W, Mayao, 7 i My
L GOVERNMENT AND BuSINESS: THE ECONOMICS
OF ANTITRUST AN REGULATION 32, 152-154
{1995
CX 565 | Juhn E. Kwoka, Ir., Advertising and the Price 74 76 Mo
and COnafity of Gptemsedvic Services, T4 AM.
LECON.REV. 211 (1984}
(X 366 James A Langenleld and JTohn K. Mors, T4 76 Mo
Anerhzing Agreements Among Competitors: -
Wi Does the Fudure Hold?, 36 ANTITRUST
BLILLETIN 651 (1991)
CX 507A- | James A, Langenfeild & Touis Silvie, The T4 Th N
Q Federal Trade Commission Horizoneal Restraim ’
Caver: An Economic Perspeciive, 61
ANTITRUST L. €33, ¢73 {1993}
X 568 | Robert H. Lande and Howard P, Marvel, Fhe 74 76 N
Three Types of Cedluxion: Fixing Prices. Eivaly
and Rules, 2000 WIS L REV. 041, 991-2
{20003
(X 569 | James M. Love and Frank 1. Stephen, T4 76 No

Adveriising, Price and Ouality, in Self-
Fegrdating Professions: 4 Survey, 3INTT. ],
ECON. BLS. 227 (1996)




CX 570A- | Edwin Mansficld, MICROLCONOMICS, 74 76 No
o TIEORY AND APPLICATIONS 103, 105 {31d
ed, 1979
CX 371 | Jeffrey Milvo and Joel Waldfogel, The fffect of 74 76 No
Price Advertising on Prices: Evidence in the
Wake of 44 Liguormart, 89 AM, RCON. REV.
1081 (1999)
CX 372 | Rickard A, Posncr, The Social Costs of 74 76 No
Monopoly and Regulotion, 83 J. POLITICAL
LCONOMY 807 (1975)
CX 573A- | F.M. Scherer & David Ross, INDUSTRIAL i i No
Z-41 MARKET STRUCTURT AND LECONOMIC
PERFORMANCE Chapters 2 and 18 (3d ed.
1950)
Respectfully submitted,
L Dy 2
*//ﬁ/fé’%ﬁc— g;"{?ﬁ_,:-/{c,]_ f_: 7 PR f(/{:;-u(:,
Ge@fﬂ‘c:,’ M. Green Glenn D, Pomerande /?f -
John Roberti Bradley 8. Phillips
Melissa Westiman-Cherry Stephen E. Morriscy
Munger Tolles & Olson LLE
Federal Trade Comnussion 355 South Grand Avenug
401 Pennsylvania Ave, N W. 35" Floor

Washington, X 20380

Complaint Counsel

Los Angeles, Ca 90071

Cowngel for fespondents




UNITED STATES OF AMERICA
BEFORE FEDERAI TRADE COMMISSION

[

In the Matter of

POLYGRAM HOLDING. INC., Docket No. 9298
a corporatian,

DECCA MUSIC GROUP LIMITED,
& corporation

UMG RECORDINGS, INC.

and

UNIVERSAL MUSIC & VIDED
DISTRIBUTION CORP.,
a [:r].rpr;.r'ﬂ'[[m"l.

To: The Honoruble James P, Timony
Chicf Administranve Law Judze

THE PARTIES’ CGNISDLIDATED DEFPOSITION DESIGNATIONS
Tho rallnanng s 6 st of the Lfl;‘]:lut;ﬁi-.:m bragisct Epis {amd part= theree [} thal have been
admitted mto evidance inthis matter. This st s denvad from the desimations and
counterdesignauons of the parties. The docwnents [rom which th_EE-E designations are derived are

and are aftached hereto as Exhibits A throush D.



COMBINED DEPOSTTION DESIGNATIONS OF COMPLAINT COUNSEL AND RESPONDENTS

ANTHONY O'BRIEN (JX 1060y
{Deposition from FTC v. Polyaram Holding, Inc,, ot 2l. litigation — Decernber 6, 2001)

4:1 0 127:25

ANTHONY O'BRIEN (JX101)
{Investigational Heannyg fom FTC v, Polvgram Holding, Inc., et al. litigation — January 5, 20013

4:1 to 19::13

ERIC NORMAN KRONFELD (JX 86)

{Deposition from: FTC v. Polygram Holding, Inc., et &l. litigation - Cctober 22, 2001)
4:4 ke 5:12
fi:d to 7
Ro22 w9
8:14 o 025
111 o 1247
13:1 1 5216
[4:3 o 1405
14:22 w1815
19:11 Toh 10:24
2k ot 2310
353 o 239
I3 om0 2ET
201w 2%
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292 o 2923
38 e 312
a1 w327
32323 1w 385
47:2 to 4321
46:25 T 54033
53511 tn 3316
30 to 6218
647 o Od 23

[

B3 to 03



KEY¥IN EDWARD GORE (IX 87}
(Deposition from FTC v. Polygram Holding, Inc., et al. itigation - October 30, 2601}

4:3 w  0:2]
7:d o TilA
10:1 to 10:13
12:11% 14019
14:27% 1w 15375
1719+ 23:10
242 o 2318
26:1 o 2524
29:1 o 313
3000t 3417
36:3 o 3721
ATEF e 430
4314  to  443:15
4319 to 4516
476G w47 1=
Sk3 th S2a
STR0 o eld
63:14 o 6615
B7:6 o 14
Th:Zd o E1:13
B1:17 o 5222
8rlE ot S0
O3:l6 to | 9110
81:19  to 9419
98:14 t 99:]
Q9.7 e F00:16
1017 T N
L0220 to 103:7
103:24 o 10423
105:37 1o 10817
10817 o 11311
11322 w1165

JONATHAN LIEBERMAN (CX 611)
{Deposition from FEC v. Polygram Holding. lec.. 2t al. hugaton - Octobies 31 2001)

13 o 12:25
1314 to 15:2=
22 248

LN T 2HolD



279 | [« R
k23 by 36:35
a7l o 4223
46:19 w4720

487 (o T S

CHRISTOPMIER JANMES ROBERTS {(JX 92)
(Deposition from FTC v, Pelymam Holding, Inc., sl al. higatien — October 3. 200 -Val 1)

4.3 W ol4
T4 10 &5:17
Gty to B:22
10:8 o [0:24
11:% e 1206
13:8 to 144
14:11 e 1415
14:18 1o 1511
1522 1w 18:2]

19:13  to  Zk2:
2]:1 1o I1:A

215 o 2220
234 w2601l
277 wo A

2520 w26
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211z {u] a1:24
11w 3328
310w 3RS
41.13 to 4317
4 o J023
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B5:18 o  ET:11
§7:20 to 2815
§9:16 to  91:15
01:17 to 92:23
G045 e 94:13
9518 ot 9524
06:12  to 9623
100:2 1o 1014
10%:17 1o 104:2
104:6  to  104:16
106:15 to 10820
10710 o 1048
H19:22 o 113:15
11413 1w 114:25
115:% w1315

CHRISTOPHER JAMES ROBERTS (JX 93)
{Depesttion from FTC v, Polygram tlolding, Inc.. et al. litigation — November 1, 2001-Vol. 23

17608 to 126:20
12623 w 127:20
128:3 10 12911
129:21 3w 12925
132:7 1 132:24

13771 to 14710
14806 o 14E:24
13006 w1316
1327 1o 13215
1537w 13300

133:13 w1347
161::5 to §62:20
162:22 1w 15216
E73 o 17006
174:4 o 17414
17:1 1o 1769
TalE ot iTTR
1786 1w 794
E33:22 w1801
[85:2 o |5 S
1Wid:2? 1o 18222
10437 1o 19424
19503 1o 19E:24



PAUL SAINTILAN (JX 94)
(Deposthon from FTC v. Polvaram Helding, Ine., et 2l. litigation — November &, 2001)

30 to 18:15
195 w1911
192 e 244
2711w 276
9.2 w3023
3l:5 e 17125

1729 te 17219
173:8  to 17315
1745 1o 1751

17523 o 18710
187017 to 180:15
i90:3  to 2057

20713 o 21623
2174 e 22325

STEPHEN GREENE (JX 95)
(Deposition from FTC v, Polvoram Holding, Inc.. et al. itiFation — Novernber 19, 2007

0:3 w142
(7283 o 306
31:8 o 323
S32:0% w354
TN W GRELA

2318 e A0
Sl w4512
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COMPLAINT COUNSEL’S MEMORANDUM OF LAW
IN SUPPORT OF COMPLAINT COUNSEL’'S PROFOSED
FINDINGS OF FACT, CONCLUSIONS OF LAW AND ORDER

Complaint Counsel respecifully submit this post-rizl memorandum of law. We request
that the Court adept Complaint Counscl’s Proposed Findings of Fact and Conclusions of Law,
We request that the Court 1ssue an Initial Decision finding that each of the four respondents —
PolyGram Holding, Inc., Dacea Music Group Limited, UMG Recordings, Inc., and Universal
Music and Video Distribution Corp. — engaged in unfair methods of competition, in violation of
Section 5 of the Federal Trade Commission Act, 15 U.5.C, § 45, by entering into an
unreasonably anticompetitive agrecmetyt in and affecting the interstate commerce of the United

States. We alss - wi that the Court enter Compdaint Counsel’s Proposed Crder.

INTRODUCTTON AND SUMMARY GF ARGUMENT

This case invoelves a collaboration between (wo record companies, PolyGratn and Warner
Music Group {Warner™), to distribute audio and video recordings of a 1998 performance by the
world renowned “Three Teners™ Luciano Pavarotii, Placido Dominpo, and lose Carreras.! CPF

9 7. The focus of the case is not, however, the joint venture itself. Instead, the litigation focuscs

! The four respondents in this case are referred to herein collectively as “Respondents™ or
“PolyGram.”™ For convenience, we will reler to PolyGram and Warner collectively as “the
parties,” meamng the parties to the joint venture and to the challenged restraints on competition.
However, Warner is not a party to this litigation, having previonsly entered a consent agrecment
resulting in settlement of the Commission’s clatms. Warner Communications, C-4025 (Sept. 17,
2001).

#“CPF refers to Complaint Counsel’s Proposed Findings of Fact. For other citation
convenlions, see Complaint Counsel's Proposed Findings of Fact, Explanation of Record
Relirenves.



on conduct by the joinl venture participants falling outside the scope of their venlure. The case

concerns a side agreement between PolyGram and Warner, reached after the parties entered inte
their joint venture, to ban price discounts and advertising on their separately-owned pre-existing
produets {produets that were not created by the joint venture): PolyGram’s recording of the
original Three Tenors concert, released in 1990 (“3T17), and Warmer's recording of a follow-up
Three 1'enors concert, released in 1994 {*“3T2"). CPF 7 43.

The Supreme Cowrt has narrowly defined the circumstances in which collaborators may
agree not 10 compete with their jointly produced product and with one another. A horizontal
restraint on price competition or other core cmnpetjtive activities of the collaborators violates the
antitrust laws unless . L. restraint is necessary for the formation or efficient operation of a pro-
competilive joint venture.” Applying this standard, the restrainis on competition entered inio by
Respondents should be found to violate Section 5 of the FTC Act.

Respondents have stipulated that the *moratorium™ on discounting and premotion of non-
venture Three Tenors products was not necossary to the formation ofthe venlure. CPE Y 205,
This is & necessary coneessian. At the time that PolyGram and Warner entercd into the
collaboration, they deliberately decided not 1o restrict the marketing of their separate Threc
Tenors products, CPF Y{] 66-68. Even without the later-adopted moratorium agrecment, the

1998 Three Tenors concert would still have been finded by PolyGram and Warner, and the 1998

? Arizona v. Maricopa Cowity Med Soc'y, 457 1.8, 332 (1982); Broadcast Music, Inc. v,
CBS, 441 U.S. 1 {1979 (“BMTY, NCAA v, Board of Regenis, 468 U.S., 85 {1984) (“NC4A4™).
Accord Chicago Pro. Sporis Ltd, Parinership v. NBA, 961 F2d 667 (7% Cir. 1992), cert. dented,
506 ULS. 954 (1992); PolyGram Holding, Jue. ef al, Order Denying Motion For Summary
Decision at 10 (Feb. 26, 2002) {hereinafter “Surnmary Decision Order™) ([ T|he restraint mus!
haye been ‘necessary” or ‘essential’ tc enable the efficiency-enhancing integration that renders
the joint venture procompetitive.”).



Three Tenaors album (“3T3™) wonld still have been produced by concert promoter Tibor Rudas,
CPF % 297.

This leaves for Respondents only the claim that the restraints were necessary for the
efficient operation of the venture. Given that in 1994, 3T2 was effeclively and suceessfully
marketed without restraining competition from 3T1, what basis is there for the contention that
the moratorium was necessary for the efficient marketing of the new Three Tenors recordings?
Although Respondents knew that they would have to show that the proffered efficiency rationale
was both plausible and valid (see Summary Decision Order at 7-11 and cases cited therein), they
glected not to call a single witness to explain or defend their aclions.

Respondents appe. iy mmiend to rely upon the written reports of their “oxperts™
{mdividuals whe did not testify at trial, did not submit to cross-examination, and whose expertise
has not been credited by the Court). These experts did not sctally exantine the market for Three
Tenors products, and did not acteally opine that the moratorium agreernent was necessary for the
efficient operation of the PolyGram/Warner venture. Dr. Ordover, an cconomist, states that as a
matter of economic theory, free riding is a plausible concern when competing firms are selling
albums that feature the same artists. Dr. Ordover did not evaluste whether the free-riding
hypothesis was valid in connection with Three Tenors pmdu-cis bc—caus::, in his vicw, a plausible
business justification is alone sutficient to require a fuull rule of reason analysis of the challenged
restraints. CPF %§331-333. Dr. Wind, a professor of marketing, suggests in his report, also asa
matter of theory, that the coordinated or joint marketing of similar products may lessen
confusion, Dr, Wind’s testimony was purely theoretical: he did not examine any documents

related to this case. CPFY 366. As aresult, Dr. Wind could not and did not evaluate: {i} whether



consumers were in fact confused by the availability of multiple Three Tenors products; or (ii)
whether 313 could have been effectively marketed without the moratorium agreement. CPF
361.

“Expert testimony is useful as a guide to interpreting market facts, bui it is not 5
substitute for than.”™ Broeke Group v. Brown & Williamson Tobacco Corp., 509 11.5. 209, 242
(1993}, Where then are the market facts that validate the hypothesized cfficiency justifications?
Respondents point to the gooed intentions of the company executives. They asscrt thal business
managers at Poly(iram and Warner “contemporaneously viewed [the moratorium] as a
reasonably necessary measure” tn avoid free riding and confusion. Respondents™ Trial Brief at 2.
What the record actually she  + is thai the business managers were afraid that the new Three
Tenors album would lose sales to one of the older Three Tenors recordings. CPF 9 301-308.
This is evidence that the produets compete, but not evidence that the parties were unable to
market 3T3 effectively in the presence of such competition. As one PolyGram executive noted,
recond company cxecutives are always concerned about losing sales and achieving sales
objectives. “There was not any difference on this one,™ Cloeckaert Dep. (IX97) 42:17-43:3.

it is commonplace to find that one product may benefit from advertising for a competing
product. CPF 1Y 312-316. Concern about losing sales does 1s ncrt_sufﬂcient 1o establish the
clements of a free-riding defense: (1) Respondents have not shown that, absent the challenged
restraints, frec riding was likely lo have the effect of eliminating or even substantially curtailing
the venfurers' advertising in support of 3T3. (2) Respondents have not shown that PolyGram

{lhe beneficiary of sales of 3T1) and Warner {the beneficiary of sales of 3T2) were unable jointly

to fund advertising in support of 3T3. (3) Respondents have not shown the absence of other, less



restrietive aHemalives: most obvisusly, as the evidence indicates that any free-riding problem
was located only in Furope, the moratorium on discounting and advertising could have been
limited to Europe as well. See Section VI, infra.

Warner successfully launched and marketed 3T2 without a restraint an 3T1, and in
calendar year 2000 Sony released its Three Tenors albumn without 2 restraint on any of the sarlier
Three Tenor recordings. CPF Y 317-322. Respendents point to no contemporancous business
documents nor any market experience 10 suggest that 3T3 could not be marketed effectively
without the restraints. The record does not establish a legilimate efficiency justification. Instead,
it demonstrates the parties’ recognition that the 3T3 project would be more profitable for
PolyGram and Wamer wiih . = 18 on competition than if the firms were required to compete,

Respondents’ argument that Complaint Cowunsel is required to define the relevant market,
assess market shares, evaluate barriers to entry, and examine price and output citects, must
therefore be rejected. The Three Tenors moratorium arresment may be condemned on the basis
of & more abbreviaied rule ol renson analysis, a mode of analysis developed by the Supreme
Court in BMYI, NCA4, and 1FD, and confirmed most recently in €4, Each of these cases stands
for the proposition that an antitrust court may ¢condemn inherently anticompetilive restraints
without a finding of actual adverse effects, where there is no plausible and valid efficiency
Justification for the challenged conduct. The framework for such analysis is summarized by the
Courl of Appeals in United States v. Brown University, 5 F.3d 658, 669 (3d Cir. 1993) (citations
omitted):

The abbreviated rule of reason . . . applies in cases where per se condemnation is

inappropriate, but where “no elaborate industry analysis is required to demenstrate
the anticompetitive character” of an inherently suspect restraint, Because



competitive hartn I presumed, the defendant imust promulpate “some competitive

justification™ for the restraint, “even in the absence of detailed market analysis™

indicating . . . increasced costs to the consnmer resulting from the restrant, Ifno
legitimate justifications are set forth, the presumption of adverse competitive

impact prevails and “the court condemns the practice without ado.™ [f the

defendant offers sound precompetitive justifications, however, the court must

pracced to weigh the overall reasonableness of the restraint using a full-scale rule

of rcason analysis.

See also In re: Massachusetts Bd of Registration in Opiometry, 110 F'T.C. 549, 604 {1988)
{“"Muss. Board™).

Uinder the truncated analysis, in addition to addressing Respondents’ cfficiency defenses,
the Court must resolve two other issugs. (1) Did PolyGram and Wamner agree not to discount and
not to advertise Three Tenors p+ .7 (2) Are these agreements presumptively
anticompetitive?

The evidence demonstrating the existence of the challenged apreement (the mutual
exchange of assurances} can fairly be described as n::#e:m’llelming, The anly two fact witnesses to
lestify at t;iaI,lAnmnn}r ’Brien of Warner and Pand Hoffman of PolyGram, admitted the
existence of the Three Tenors moratorium agreement. Beyond this, numerous internal,
contemporancous documents evidence the Three Tonors moratorium: PolyGram's olTer is set
forth in threc separate leticrs; Warner's acceptance s memorialized 1n e-mail messages and a Alc
memorandum; a slew of intemal memoranda refer to, acknowledge, and describe {(he agreement.
See Section 1, infra.

The anticompetitive nature of the restraints 1s equally siraightforward. An agreement not

to discownt is a form of price fixing; price fixing has consistently been viewed as the paradigr of

an mherently anticompetitive restraint. Horizontal agreements to forgo al! advertising, including



price advertising, are likewise understood by courts and by economists (inciuding Respondents’
expert economist) as having significant anticompetilive potential. As detaled herein, antitrust
case law, economic theory, empincal research, and the trial record support a finding that the two
challenged restraints ave inherently likely to result in anticompetitive effects, absent an efficiency
justification. See Section IN, infra.

As outlined above (and detalled in this memorandum), Respondents’ efficiency defenses
arg laclually and legaily deficient. See Scetions [IT-IX, ffire. Respondents fall back then to the
crroneous and irrelevant contention that the parties never actually implemented the Three Tenors
moratorium. Respondents are simply playing with words. Respondents scknowledge (and
O Bricn testified) that PolyGram a %0 _aer conformed their condust to the terms of the
moratorivm.  That is, during the moratorium period (August 1 through Getober 15, 1998),
PolyGram and Wamer did not discount or advertise 3T1 and 3772 i!.'! the United States, CPF T
196-211).

Whai then is the meaning of Respondents’ claim that PolyGram and Warner did oot
implement the moratorium?  According to Respondents, PolyGram decided to withdraw from the
moratorivm, and the record companies would not have discounted or advertised 3T1 and 3T2

cven absent the moratonum. From the standpoint of assessmyg Section 5 liahility, this is entirely
meaningless. The claiin that Pr:ri}'Grmn withdrew from the moratonum agreetnent tails both
hecause withdrawal is not a valid defense, and because the purporfed withdrawal was never
communicated to Warner. The additional conicntion thal, in the Uniled Staes, PolvGram and

Warner had unilateral incentives to avoid discounting and advertising of 3T1/37T2 also does not

cxcuse the companies’ concerted action: entering inte an agreement to adhers to this skategy.



See Section X, infra.

Finally, Respandents’ claim that the moratorium agreement was adopted “in the context
of” a legitimate joint venture falls well short of the showing necessary to trigger a pienary rmarket
analysis. Contrary to Respondents’ view, restrainfs anciflary to a joint venture are often analyzed
under the abhreviated rule of reason.® The relevant issue is not whether a restraint accompanies a
legitimate collaboration, but whether the challenged restraint is necessary to achieve a cognizable
pro-competitive purpose.’ The elimination of the pre-existing competition between PolyGram
and Warner was not necessary 10 the formation or afficient operation of the 313 coilaboration

See Section T, éfra. Accordingly, the moratonum on competifion violates the antitrust laws,

1 See NCAA, 469 1.5, at 85 (suspect restraints adopted by legitimate joint venture
condemned on the basis of abbreviated antitrust analysis); Law v NC44, 134 F3d 1010, (10th
Cir. 1998) (same), .cerl. denied, 525 U.8. 822 (1998); Chicage Prof. Spords, 961 F.2d at 667
(same), Generud Leaseways v. Nat T Truck Leasing Ass 'n, 744 F.24 588, (7th Cir. 1984) (same).

* BMI, 441 U.8. a1 23 (declining to apply per e analysis to ancillary price restraint where
“the agreement on price [Wwas)] pecessary to market the produet al all™) (cmphasis added). See
also Aniftrust Guidslines for Collaborarions Among Competitors Issued by the Fderal Trade
Commission and the US. Department of Justice, Y 3.2 {April 20000 (“Collaboration Guidelines™)
{an otherwise per se restraint “that is reasonably related to the integration and reasonably
necessary to achieve its procompetitive benefits” is subject to mare thorough rule of reason
Teview),



STATEMENT OF FACTS

A, PolyGram and Warner Acquire Distribytion
Rights to Competing Three Tenors Products

The Three Tenors iz a mysical joint venture consisting of renowned opera singers
Luciano Pavarotti, Placido Domingo, and Jose Carreras. CFF € 7. During the 19905, The Threa
Tenors released three paired audio and video recordings, each derived rom a live concert at the
site of the World Cup final game, and each a mix of operalic arias and popular standards. CPF %
7-8.

The Three Tenois first performed together at the Baths of Caracella in Reme during the
surnmer of 1990, CPF % 32, PolyGram acquired the righi to distribule audio and video
recordings of the concert. CPF 33, Sales of the 1990 Three Tenors albam (<“3117)
substantially exceeded Poly(iram’s expectations, and in fact 31’1 became the best selling
classical record of all time. CPF 9 34.

In 1994, the Three Tenors planned a second World Cup performance at Dodger Stadium
in Los hng.elcs, CPF 935, Concert promoter Tibor Rudas offered PolyGram the opportunity to
license the rights to the concerl. CPF 36, When PolyGram and Rudas were unable to agree
upon tertns, Rudas authorized Wamer 1o disuibute audio and video recordings derived from the
1994 Three Tenors concert (“3T27. CPFq 37.

Polylram .did not sit back and permit the release of Warner’s new album to eclipse its
own top-sel Iing Three Tenars recording. CFPF 7243, In response 1o the release of 3T2,
PolyGram promoted the message that 311 was the “original” Three Tenors recopding — “unigue

and uarepeatable.” CPF ¥ 244. In several territorics, PolvGram markeied 3T1 at a substantially



discounted price, several dollars below the price of Warner’s 3T2. CPF " 247-254,

Wamner anticipated compelition from Polylzram (311}, and supported the release of 3T2
with a “high-power pop marketing effort.” CPF Y235, 237. Wamer operating companies were
told ta stress that the 1994 album is the genuineg article, the real thing: “We alone will have the
actual ropertoire from the [1994] concert, including the unique medlevs.” CX249 at
ITENQGOOI1254-00011255; CFF §236. Warner advertised the vew album in newspapers and
magazines, on television and hillhoards, and with elaborate in-stare displays. CPF 7 238.
Warner offered retailers discounts on 3T2, and worked to secure prominent placement for the
album within music stores. CPF 7 239-240, A PolyGram executive deseribed Warner's
marketing of 312 as “the most Impressive carmpe. [have seen in my days.” Hidalgo Dep.
{(JXR8} 46:15-47:10; CPF ¥4 237. Competition from PolyGram notwithstanding, the 3T2 project
was considered 10 be a commercial success within Warner. CPF 9255, Notably, the market
functioned well even though Warner did not seek or secure 2 moratorium on competition. CIPF
233,

During 1996 and 1997, the Three Tenors participated in 2 worldwide tour, including
coneerts in Tokyo, London, Munich, New York, Johanncsburg, and Melbourne, CPF §257.
Neither Wamer nor Poly{iram had any financial invelvement in tha.; tour, but both firms
capitalized on the opportunity to drive sales of their respective Three Tenors products. CPF 9
257. PolyGram again offered 3T1 at a significantly discounted price in many markets. CPF
258, [n addition, PolyGram released a World Tour Conmmemorative Edition of the 1990 concert,
digitalty re-mastered on a gold CD. CPF Y 259, By way of counler-strategy, Warner's marketing

campaign emphasized the virtues of 3T2 (It iz critical that local markets ensure that our
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advantages of [identical] logo, morc recent launch, repertoire links ete. are fully exploted . |, ™),
and dowmplayed the benefits of PolyGram’s oflenng (“The digital re-mastering will be detectable
by vory few . . . The so called *Gold’ dise is almost certainly not real gold.™). CPF 7 263.

Consumers benefitted from the prce discounts, promotions, and product cnhancements
that flowed from this unrestrained competition. At the time of the world tour, PolyGram assured
concert promoter Tibor Rudas that the rivalry between Warner and PolyGram would overal] be
beneficial for the Three Tenors as well:

Warner and we [PolyGram)] will fight head on for every inch of advantape we

could possibly gain over cach other in exploiting the 3T tour wilh our respective

product. Fair cnough, competition is goo: - . business . . . . Nevertheless, be

assured the competition will be lively and the whole project will greatly benefit

from it.
CPE 9 265; CX309. PolyGram and Warner also had little reason 160 complain about this
competition. Each of the Three Tencrz albmims was among the best-sclling classical recordings in
the United States in 1994, 1995, 1996, and 1997, CPF % 207.

B. PolyGram and Warncer Agree to Collaborate on the 3T3 Project

Durmyg 1996, Tibor Rudas approached PolyGram and Warner separately to discuss the
next Three Tenors project, a huge open-air concert in front of the Eiffel Tower scheduled to

coincide with the World Cup finals in Paris in July 1998, CPF ¥ 56.

In 1he spring of 1997, the Chainnman of Atlantic Recording Corp. (2 Warner subsidiary

based in the U.8.) mel with his counlerpart at PolyGram “to ask that PolyGram allow Luciano
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Pavaroll to record the project for [Warner]."® CPT §60. Poly(Gram responded with an offer of
its own: Warner and PolyGram should share financial and operational responsibility, profits, and

losses for the 1998 Three Tenors project. CFF {61,

Warner then sub-licensed to PolyGram the right
to exploit the 3T3 Rights in all territories outside the Uniled States. CPF 1Y 64-63. Thus,
Warner was responsible for distributing the new album and video in the United States, and
PolyGram was responsible for distribution ¢lsewhere in the world.  The parties alse agreed:

. that Wamer and PolyGrain would eas’: .. e 50 percent of the nei profits and
losses derived from the exploitation of the 3T3 Rights (as well as from the

production of a Greatest Hits albunt and/or a Box Set incorporating the 1990,
1994, and 1998 concerts);

. that PelyGram would reimburse Warner for 30 percent of the $18 million advance
pald to Rudas; and
. that other expenses incurred by either party in the exploitation of the 3T3 Rights

{e g., manufacture, distribution, and marketing) would be deducted from revenues
for purposes of calculating net profits (in effect, such expenses would be shared
by Warner and Polyv(Cram on a 30750 hasig).

CPF 1 65.

® Throughout the 199{s, Pavarotti was under exclusive contract with PolyGram. CPF
60. In 1994, PolvGram had waived 118 exclusive rights, thus permitting Pavarotti to record 3T2

for Warner. CPF 38. At this meeting, Warner was seeking a similar arrangement for 3T3.
CPF 7 60,
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The final
coliaboration agreement, dated December 19, 1997, provides that PolyGram and Warner shall
each be free separately to exploit its older Three Tenors recordings. CPF ] 67-68.

A second cntical issue negotiated among PolyGram, Wamer, and Rudas was control over
the repertoire for the 1998 Three Tenors concert and album. PolyGram and Warner recognized
that the success of the new Three Tenors album was tied to the repertoire. CPF 4 71. The record
companies wanted to be sure thal the repertoire would be “distinctive,” and that it would not
repeat selections from the earlier Three Tenors recordings. .-+ 9 71. Both PolyGram and
Wamer proposed to Rudas that the record companies should have the right to designate or
approve # significanl part of the repertoire to be performed and recorded al the Paris concert.

CDF 9 72. Rudas insisted that he and the artisis should control the choice of songs. CPFY 73 In
the end, PolyGram: and Warner agreed to forgo the nght to approve the selection of repertoire,
though they recogmized the risk that this could lead to an album “with little commercial appeal.”
CPF M 74-77. 3

Dunng 1998, PolyGram and Warner continued to be concerned that their new Three
Tenors album wonid be neither as original nor as commercially appealing as the 1990 and 1444
releases. CPF Y 78. Various marketing strategies were considered to create a unigue identity for
3T3. CPF Y 79-83. Rudas assured the music cormpanies thal the album recorded in Paris would

consist of selections not appearing on the earlier Three Tenors albums. CPF ¥ 84-85. The record

companies decided that the all new repertoirz wounld be a key selling point. CPFY 86. PolyGram
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and Warner were also in agreement that the packaging for 3T3 “must be as different as possible
from the iwo previous releases.” CPF 1 83.

C. The Three Tenars Moratorinm Agreement

At a meeting of PolyGram and Warner representatives held in New York in March 1998,
the moratorium was born: PolyGram and Warer agreed not to discount or advertize 3T1 or 3T2
audio and video products in the weeks surrounding the release of the new recording. CPI7 % 99-
103. The agreement was motivated by a mulual recognition thal competilion fom the older
Three Tenors products could reduce the salcs and profitability of the new Three Tenors release.
CPF 11301-306. This concern was explained at trial by Wamer executive Anthony O’ Brien:
Ahsent the restraints, consumers “may start comparing the re;.. . ..e along with the price and
make a determination that, you know, the *%4 concert is just fine for a few dollars less.” O°Bren
487:10-13, {Concerns about the effect of 3T1 and 3T2 upon ihe ellective marketing of 373 did
not emerge until much later, with the initiation of the FTC investigation.)

I April 1998, PolyGram instructed its distribution companies arcund the weorld
(operating companies or “opcos™)’ that, pursuant to an agreement with Warner, aggressive
marketing campaigns in sapport of 3T1 should terminate by the end of July. CPF {116, Paul
Saintilan (Senior Marketing Director, PolyGram) notified Warner _i}f PolyGram’s actions. CPF
M 117-122. Later, PulyGram became concerned that the moratorium would not be implemented
by Warner. CPF Y 128-131, 136-137. PolyGram instructed its operating companies that if,

following the release of 313, Warner was discovered discounting 3T2 in a particular market, then

" Both PolvGram and Warner distribute their products through a network of affiliated
operating companies responsible for sales within a particular counfry or region. CPF Y 27.
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the PolyGram opeo was free to retaliate by discounting and promoting 3Ti. CPF 19 138-136.

. PolyGram and Warner Learn that the Repertoire
for the 1998 Concert May Not Be Original

In mid-June 1998, Rudag informed PolyGram and Warner of the intended repertoire for
the upcoming Three Tenors concerl. CPF Y 143, Both music companies Were alarmed 10 learn
that, contrary to carlicr promises, the reportoire would include several compositions that werc
also included on 3T1 and/or 3T2. CPF Y)Y 143-144. This development threatened to jeopardize
the success of the 1598 album. According to Warner executive Anthony (0’Brien:

[TThe problem that we had was that The Three Tenors [are] perhaps three of the
laziest performers we have ever seen performing this type of music, and what we
were hoping {or, when we were making the 98 concert, was to have new and
exciling repertoire.  And they're not particularly given o i I learning new
arias, and so Nessun Dorma would come back again, or maybe Carreras would
sing one of the Pavarotti songs or vice versa. And so although the album was
different . . . it wasn’l, perhaps, quite as new and exciting a5 we had hoped il to
be.

O'RBrien LH. {TX101) 74:2-16. On several occasions from mid-June through to the date of the
live performance in July, PelyGram and Warner expressed to Rudas their dissatisfaction with the
intended repertoire, CPF Y 145,

E. PolvGram and Warner Reaffirm the Moratorium Aereement

On June 25, 1998, Anthony O°Brien (Wamer) and Paul Suintilan (PolyGram) discussed
by telephone thcir_;n-utual desire to re-enforee the moratoriven., CPF ™150-151. Onec again they
affirmed that, it the United States, 3T1 and 312 would not be discounted or advettized in the
weeks following the release of 3T3 (scheduled for August 10, 1998). CPF Y 151. O'Brien
assured Saintilan that he would speak with other Warner executives about itmplementing the

moratoriem on 2 worldwide basis as well. CPF 1 152.
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On July 2 and July 10, 1998, Saintilan (PelyGram) provided O'Brien {Warner} with
letters clarifying the terms of the moratorium, and seeking assurance that Wamer would comply
in all markets. CPT Y 134-160. 0'Brien conferred with executives from Warnper's infernational
distribution operation and secured their assent to the scheme. CPF Y1 161-163. Thereaficr,
O'Bricn notified Saintilan that Warner would adhere to the moratorium on a worldwide basis.
CPFq 164. In mid-July 1998, Poly(iram and Warner issued written directives to their respective
operating companies instrieting that all discounting, advertising, and promotion of 3T1/3T2 was
prohibiled from August 1, 1998 through October 15, 1998. CPF 57 161-163, 166-167.

F. The Ineffectual Intervention of PolyGram and Warner Attornevs

n late July 1998, after the Paris concer! but prior to the velease of 313, lawyers for
PolvCGrarmn and Warner became involved with the moratorium issue. Paul Saintilan forwarded to
PolyGram’s General Counsel his documents relating to the Three Tenors moratoiium — and then
proceeded to “delete” such documents from his files. CPF Y 169-170. On July 30, 1998,
Saintilap forwarded @ memorandum to PolyGram operating companies denying the existence of
an agreemnent belween PolyGram and Warner 1o restrict compelition. CPF ™ 171-172. The
memorandum is carcful, however, to discourage any price discounding on 3T1. CPF 173,

Attornevs for the two record companics reviewed a draft letter from " Brien {Wamer) to

Saintilan (PolyGram) purporting to reject the moratoriom agrecment for non-17.8, markets. CPF

T 177-179. On August 10, 1998, O’Brien signed the letier and forwarded it to Saintilan. CPF
1178, Shortly thereafter, O'Brica {elephoned Samtilan. CPF $180-181. O"Brien informed
Saintitan that he (O’ Brient) had been requested by counsel 1o send the August 10 letter. CPF Y

180-181. O'Brien further informed Saintilan that the August 10 letter notwithstanding, Warner
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still intended fully to comply with the moratorium agrecement on a worldwide basis. CPF 1Y
180-181. O'Brien’s understanding was that PolyGram likewise intended to comply with the
moratorium agreement. CPF ] 182-186. O’Brien testified that he “received no commumication
from PolyGram indicating that they ~ that they would be breaching (he agreement.™ CPF 997 184.

G. PolvGram and Warner Implement the Moeratorium Agreement

No PolvGram representative communicated to Warner an intention to withdraw from the
moratorium agreement. CPF Y 184-186. The Arvgust 10 letter from O'Brien (Warmer) to
Saintilan (PolyGram) purported to reject the moratorium, but the letter was later countermanded
by O'Brien. CPF Y180,

Warner and PolyGram both complied with the moratorium agreement in the United
States. CPF Y 1v6-Z04. Between Aupust 1, 1998 and October 15, 1998, neither Warner nor
PolyGram discounted its respective catalopue Three Tenors products in the United States. CPF
0197, 199-2), Between August [, 1998 and October 15, 1998, neither Warner nor PolyGram
funded advertising for 3T1/3T2 in the Uniled States. CPF Y 188, 202

| Both Wamner and PolyGram substantially complied with ihe moratorium agrecrnent

cutzide of the United States as well, CPF J7206-211.

By memo dated October 26, 1998, Warmner notifted its opcraﬁng companics that the
maoratoriom on disgounting older Three Tenors products was no fonger in effect. CPF 1213,
With the expiration of the moratorium agreement, Warner anticipated that PolyGram would

“now discount [3T1] heavily.” CPF 1216,
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ARGUMENT

L P m and Warner Agreed to a Moralorinm on Competitive Aclivity

Poly(Gram and Warner agreed that cach would forge discounting and advertising for its
catalogue Three Tenors products. The evidence of such agreement is abundant, clear, and
unrebutted.

An antiirust plantitf may prove the existence of a coniract, combination, or conspiracy by
providing cither direct or eircumstantial evidence sufficient to “wamrant a . . . finding that the
conspirators had & unity of purposc ot a common design and understanding, or 2 meeling of the
minds in an unlawful arrangement.” American Tobacco Co. v, United Stares, 328 U5, 781, 810
1463} Ilere, there is direct evidence of an agreement between PolyGrain and Warner to resirict
discounting and advertising for 3T1 and 3T2, including: (i) the testimony of key participanis
involved in negotiating and planning for the moratorium; and (ii) contemperanecus memoranda
and curresponderntce that acknowledge, refer o, and describe the moratorium agreement.”

A The Principal Actors Have Admitted to the Moratorinm Apreement

A leading anfitrusi treatise cautions that “price-Tixers and similar miscreants seldom

admit their conspiracy . . """ This case then is the exception Lo the rule: concerted action is

* See also P AREEDA, VI ANTITRUST LAW [ 1410c at 67 {1986) (“[W]e know what we
are looking for: some level of commitment to a common course of action. The fact-finder may
be perpiexed by the evidence, but his reasoning will not be confused if be keeps in mind that he
is looking for a traditional agreement.™)

* Direct evidence of a conspiracy, although nel esseniial, is generally considered “the
most compelling weans by which a plaintiff can make oul his or her claim.”™ Rossi v, Standard
Roofing, Inc., 156 F.3d 452, 465, 468 (3d Cir. 1998).

" P. VI AREEDA, ANTITRUST Law 7 1400 at 4 (1986).
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. admitted by the principal actors,

Two fact wimesses testifted at trial, and both admitied the existence of the Three Tenors
moratorium. Anthony O Brien, Executive Vice President and Chief Financial Officer of
Atlantic, acknowledged entering into the moratorium agreement on behalf of Warner. CPF {45
Rand Hoffman, Senier Viee President of PolyGram Holding, confirmed that he was aware of the
moratorium agreement during 1998, and that he complained to Warner when he learned that
Warner was discownting 3T2 in viclation of this pact. CPF 1 46.

Paul Saintilan was PolyGram’s principal liaison with Warner with regard to the
maoratoriim. At his deposition, Saintilan — like O’Brien and Hoffinan — confirmed the existenee
¢ i+ .noratorium agreement. CPF 147.

B. The Moratorium Agreement Is Evidenved by Copfemporaneous Documenis

An antitrust conspiracy may also be proven through internal corporate documents that
evidence a mutial exchange of commitments to a common course of action, or that refer to or

acknowledge the existenee ol such ayreement.!

" I g, Monsanto Co. v. Spray-Rite Serv. Corp., 465 1.8, 752, 766 (1984); Blue Cross &
Blue Shield United v. Marshfield Clinic, 65 F.3d 1406, 1415-1416 (7™ Cir, 1993, cert. denied,
516 U.5, 1184 (1996); Hobart Brothers Co. v. Malcolm T. Gilliland. Inc., 471 [[.2d 894, 500 (5
Cir. 1973), cerr. denfed, 412 U.5. 923 (1973). See also P. AREEDA, VI ANTITRUST LAW Y 14182
at 106 (1986, (“The most straightforward indication of a traditional conspiracy is a participant’s
direct acknowledgment that a conspiracy exists. The files of alleged conspirators may contain a
copy of “the agreement” itself or a reference 1w it.™).

In Marshfield Clinic, plaintiff alleged an agreement between two HMO's — Marshfield
Clinic and Norih Central — to divide markets. The principal evidenee of concerted action was 2
document authored by an executive of Marshiield Clinic obscrving that “some years ago
physicians affiliated with the NCIHPP “wished Lo esiablish a practice in [the town of] Marshfield
and we took the position that {our referral agreement] did not suppott that activity” - and they
backed off.” 65 F.3d at 1416, In an opinion authored by Judge Posner, the Court of Appeals for
the Seventh Circuit concluded that the above-quoted document was “pretty strong evidence,” and
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The original agreement fo restrict competition is evidenceﬂ by two sets of notes from the
March 10, 1998 marketing meeling — one prepared by PolyGram and the other by Wamer, '
[ ater in the year, Paul Saintilan again communicated to Warner PolyGram’s commitment to the
Three Tenors moratorium orally at first, but alse in a series of letters dated July 2, 1998" and
July 10, 1998 Warner's reciprocal commitiment 1o the scheme was communicated to Saintilan
via telephome by Anihony ("Brien. O°Brien’s verbal communications were memorialized by
O"Brien in a handwriticn note," and by Paul Saintilan in a pair of c-mail messages 1o senior
executives at PelyGram. '

PolyGram and Warner documenits refer again and again to the moratorium - not as a

was sufficient 1o sustain a jury verdiet finding a market division agreement.
12 5X5 al UMGO01527; CX388 at ITENDO0008009; CPF 41 101-103.

1 13{9-A; IX9-E (“[T]o protect our massive joint investment, we believe in the principle
of a worldwide moratorium on discounting and promaoting the previous alboms to create &
window for the new release . . . . This is all cleariy dependent upon Warncrs fully reciprocating
and provide the undertakings in such a way that we have complete confidence that they will be
enforeed,™).

1 IX1-A-B ("As discussed, we [ully support a moratorium on the abeve albums which we
sirongly believe will be o our mutual benelit . . . . The basis of this agreement is one of
reciprocation, and if we receive co-operation and transparency from Warners we will fully
reciprocate,™).

' 7X2 (July 13, 1998) (*Discussed proposed moratorium on pricing and promoting 90 &
94 with [WI President] Ramon Lopez and [ Atlantic Co-Chalrman] Val [Azzoli], and Ramon
agread to comply . . . I advised PolyGram of this . . ™).

' IX74 (Faly 10, 1998) (“Tony phoned me this morning to say that Atlantic have finally
received agreement from Ramon Lopez at Warners that he is prepared to enforce a moratorium
throughout Wamers. They want to finalize the precise nature of the agreetnend . . )y, X3 (July
13, 1998) (“Tony (V' Brien advised today that Ramon Lopez has issued the directive through
Warners that they will observe the moratorium from August I through to October 15.™).
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proposed strategy under review, but as a mutually ratified course of action.” These documents
aslablish beyend seriouns dispute an agreement between PolyvGram and Wamer to resirict
discoumting and adwvertising of Three Tenors products.

C. Alleged Ambiguity Does Not Negate the Existence of Cogeerted Action

Witness testimony and documentary evidence confirm that PolyGram and Warner
exchanged assurances that each would observe a moratorium on corapetitive activity. The
precise terms of the Three Tenors moratorium developed over ime. Whereas same documents
identify the last day of the moratorium period as October 13, 1998, others specify November 15,
1993, Respondents suggest that this inconsisiency requires a finding that the moralorium was
never fr ;uaIiZL;d.“ This argiument 1s wrong on the facts aud wrong on the faw.

The “finality” of the moratorium agreemeni is evidenced first by the fact that in mid-Tuly
[928 both Poly(iram and Warner distributed memoranda to their respacti;ufe operating companics

directing the opeos to cease promoling older Three Ienors produets and to comply with the

7 E.g., PolyGram documents: JX5 at UMGO01527 (*“Agrecment that a big push on
catalogue shouldn’t take place before November 15.7); YX40 (“To keep in line with an ayreement
laid down with Atlantic and |PolyGram Classics President] Chris Roberts, we should not
encourage any promotion of the original album fiom the day of release of the new album
(probably in-store August 10) for a period of around 6 weeks.”™); TX43 at 1UMG000479
{“Following further discussions with Warners regarding the joint marketing of the 1998 “3
Tenors™ album, it is now felt that we should aveid any aggressive price campaigns on the 1% *3
Tenors™ album.”y; IX34 (“{PolyGram Classics President Chris Roberts] has asked me to ensure
Atlantic complies wath the moratorium we’re imposing on the previous two albums.™.

Wamer documents: YX73 (*The previously advised period of the Three Tenors mid price
campaign has changed . . . . This decision is in linc with an agreement with PolyGram.™); CX204
(“We are now approaching the end of the mid price moratorium on the last Three Tenors album;
if you remember, PolyGram and we agreed to hold back on the mid price campaign until October
15.7) CX462 (*[Tlhe banning of discounts is now over . . . . Probably means that PolyGram will
now discount heavily.™.
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moratorium. CPF 9 163, 167. The two memoranda from ostensibly nival compantes include

virtually identical instructions (identifving the moratorium period as August 1 to October 15);

PolvGram (12X

We now seek to re-enforce the moralorium on PelyGram’s side, from August 1 to
October 15, on a worldwide, not simply European basis. The moratorium
prohibits price discounting, advertising and promotion of the 1930 album and
videa during this period. The only permitted exceptions are the legal ohligations
to retailers menticned above.

Should you find any evidence of Warners failing to comply with this agre-émem
affer Angust 1, please contact me providing as much evidence as possible.

Warner (X201

The previously adviscd period of the Three Tenors mid price campaign has

charic . This campaign must now finish July 31 No further discounting o

ncew marketing activitics which arc not glrcady in place may occur between

August 1* and October 15" . . . . Some territories have legal obligations to notify

retail of the finite nature of this lower price campaign. Naturally, until July 31*

we are free to pursue our existing marketing efforts on both audio and video.
Warner was conearned that entering into a formal, written agreement may lead to antitrst
linkility.'" Inliev of @ formal contract, Saintilan (PolyGram) revicwed Warner's directive to the
Warner operating companies and was satisfied that it “complicd perfectly”™ with the terms of the
moratoriun agreement that he had negutiute{i.m

The “finality” of the moratorium is further evidenced by internal Warner documents

establishing that, hetween August | and October 15, 1998, Wamer managers believed that they

were constrained from discounting 3T2 on account of the company's agreement with PolyGram.

Y 13 (“[WMI President Ramon} Lopez docs not want 1o make any sort of detailed
agreement with us [PolyGram] as this may constitite anti-competitive behaviour, and instead
belicves that they should police us, and we should police them.™).

1 I'K4 at IMGOO0207.
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CPF 19212-216. Any ambiguity in the temms of the meratorium was thus resolved by the parties
before 3T3 was released.”

In any event, Complaint Counsel is not obligated to prove that the terms and conditions of
the moratorium agreemnent were defined by the parties with perfect clarity. For parposes of
antitrust enforcement, even a vagus of imprecise nnderstanding between competitors is a
sufficient basis for finding concerted action. As Professor Areeda explains:

[T]here will be an agreement for antitrust purposes even thongh the challenged

agreement falls short of forming a contract because, for example . . . offer and

acceptanee are not fully in accord, or the understanding is too vaghe to allow a

coutt 1o enforee it (even if it were not illegal). This conclusion needs na elaborate

citalions here because it is implicil in virtually all the cascs inferring aprecment

from condnet ...

The mutual understanding reached by Poly(Gram and Warner in March 1998 {that each would
forgo discounting and promotion of 3T1 and 5T2) is tmore than sullicient to constitute an
agreement under Section 5, even though additional minor details of the agreement ware
prescribed later in the vear. Cf United Stares v. Socony Vacuum Off Co., 3106 U.5. 150, 254

{1940y (finding criminal vielation of Section | where major oil companies formed an informal

“pentlemen’s agreement” to purchase an unspecified quantity of “distress” oil from smaller

® At trial, @ Warner witness (Anthony O°Bricn) and a PolyGram witness (Rand Holfman)
gach described his understanding of the terms of ihe momtorium. Even as relaled [our years afler
the fact, the two descriptions of the moratorium were entirely consistent, Both witnesses
understood the moraterium as permitting small diseounts on 3T1 and 3T2, but prolbiting
discounts sufficienily large as to induce retailers to cnt their own prices. CPF §f 50, 52-33.

' P, AREEDA, VI ANTITRUST LAW § 1404 ai 19 (1986}, See also W. Kovacic, The
fdemification and Proof of Horizoniol Azreements under the Antitrust Lows, 38 ANTITRUST
BULLETIN 3, 16-17 (1993) (“Objective manifestations of comminnent to a scheme (evenly a
vaguely defincd course of action), provided through oral assurances, physical behavior, or
performance of a requested act will suffice to establish a contract, combination, or conspiracy for
section 1 purposes.™).
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suppliers).

1L The Challenged Restraints Arc Presumptively Anticompetitive

Certain categories of restraints almost always tend to raise pﬁcle or reduce gutput; the
presumptively anticompetitive effect of such agreements are “intuitively obvious.” California
Demal Ass'nv. FTC, 526 U8, 736, 781 (1999) (“CDA™), NCAA4 v. Board of Regents, 468 U.5.
83, 110 {1984); Summary Decision Order at 8. Where such an agreement 1s proven, likely
anlicompetitive effects are presumed and the burden shifis to the defendant to demonstrate a
countervailing efficiency sufficient to overcome.the presumption. (D4, 526 U.S. at 771 (1999);
NCAA, 468 U.S. at 113; Summary Decision Order at 7.7

Parroting - - successtul motion for summary decision, Respondents continue to
assert that whenever a restraint is not per se unlawfil, liability must be based upon a finding of
actual anticompeditive elfects. Respondents’ Toal Brief at 12 (“Fhere is no presumption of
anticompetitive effects in any rule of reason case . . ™). This argument ignores a generation of
antitrusi cases that have erafied and applied “whal has come to be called abbreviated or *quick-
look’ anabysis under the rule of reason.” 704, 526 .8, at 770.® Although Respondents cite

(DA as a rejeclion of abbreviated anlitrust review, 1n fact the Supreme Court's opinion took care

* On the other hand: “If the restraint has no clear anticompetitive potential, then a more
extended consideration of its market itnplications is required, inclnding perhaps & *plenary
market examination’ of market definition and market power.” Summary Decision Order at 6
{citations oanitied).

B See, e.g., BML 441 U8, 1 {1979); NCAA4, 468 US. 85 (1984). F.7.C. v. Indiana
Federation of Dentists, 476 U.S. 447 (1986), Comtinental Airfines v. United Airlines, 277 F.3d
499, S08-510 (4th Cir. 2002); Law, 134 F.3d at 1019-1020; Brown University, 5 F.3d al 669;
Chicago Proff Sporés, 961 F.2d at 674; General Leaseways v. Nat'l Truck Leasing Ass'n, 744
F.2d 588, 395 (7th Cir. 1984). In re. Detroit Auto Dealers, 111 F.T.C. 417, 493 (1987), Marss.
Bowrd, 110 F.1.C. at 603-6{M: Colleboration Guidelines.
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1o endorse abbreviated analysis for those cases where “an observer with even a rudimentary
understanding of economics could conclude that the arrangemenis in questicn wauld have an
anticompetitive effect on customers and markets.” Jd [t is now seitled law that in evaluating
horizontal restraints, courts are not limried to the two traditional, and polar opposite. modes of
analysis: per ze condamnatinnka.nd full-blown rule of reason review. Rather, in cases (like this
one) involving restraints that raise “obvious™ concerns of potential anticompetiiive effecrs, courts
should consider the merits of the proffered efficiency justifications in advance of conducting a
market analysis.

Upon determining that the proffered justifications are either implausible on their face or
invalid in view of the -« -~ facts, the presumptively anlicompetiilive restraint should be
condemned by the court, without assessing market power or examining actual anticompetitive
effects. fd. at 779; Brown University, 5 F.3d at 673 (“[1]f an abbreviated rule of reason analysis
always required a clear evidentiary showing of a detrimental effect on price, output, or quality, it
would no longer be abbreviated . . .. This is because proof’of actual adverse effects generally
will require the claborate, threshold industry analysis that an abbreviated inquiry is designed to
obviate ")

The proposition that certain categories of restrainis m-:: pm;:nerly presumed to be
anticompetitive was most clearly established by the Supreme Court in NCAA. [n thal case, the
Court evaluﬁtcd price and output restrictions affecting the telecast of college football games. [n

the context of an otherwise legitimate joint venture, the Court endorsed the principle that

underpins all abbreviated antitrust analysis: ““As a matier ol law, the absence of proof of market

power does not justify a naked restriction on pricc or output . . .. This naked restraint on price

25



and output requires some competitive justification even in the absence of a detailed market
analysis.” NCAd, 468 U.S. at 109-110 (emphasis added), The Court went on to evaluate amd -
reject the NCAA s efficiency justifications, finding that they were plausible but unsupported by
the evidence (ie., invalid).™

The first task then is to determine whether the agrce.ments between PolyGram and Warner
ta forge discounting and advertising fall within a category of restraints that is likely, absent an
efficiency justification, to lead to higher prices or reduced output.®* The C'ourt’s assessment of
whether a vategory of restraints is mherenty likely to be anticompetitive should be guided by
common sense, legal precedent, and econemic theory and research.”® The Court should also

consider record evidence ¢ - iher the practices being restrained would otherwise constitute an

* A restraint is “naked™ if its purpose or likely effect is to increase price or reduce output
in the short un.  Where a plausible efficiency justification is shown to be invalid, the suspect
restraint is properly classified as “naked” and hence unfawful. See H. Hovenkamp, Federal
Antitrust Poficy: The Law of Competition and fis Practice §3.1c at 197 (2d ed. 1999 (“Indeed,
many restrictions are ‘naked’ even though contained in elaborate joint ventures that were not
being challenped and were almost certainly socially beneficial. For exampie, while the NCAA 5 -
a gocially bengficial athletic venture involving colleges and universities, both its rule limiting
televised foothall games and the rule fixing rhaximum coaches salarigs were properly
characterized by the courts as *naked’ restraints on price or output.™); Brown University, at 5 F.3d
at 669 {under abbreviated rule of reason analysis, “[i]f no legitimate justifications are set forth,
the presumption of adverse competitive impact prevails and “the court condemns the practice

without ade.™) {cilations omitted).

# BMT, 441.U.S. at 19-20; JFD, 476 U.8. at 459; NCA4, 468 U8, at 109-110; Brown
{iniversity, 5 F.3d at 069 (abbreviated antitrust analysis appropriate where “‘no claborate
industry analvsis is required to demonstrate the anticompetitive character® of an inherently
suspect restraint’); Defroit Aufo Dealers Assoe., 111 FT.C. at 498; Mags, Board, 110 F. 1., at
604 (“First, we ask whether the restraint 15 ‘inherently suspect.” In other words, is the practics
the kind that appears likely, absent an efficiency justification, to ‘restrict competition and
decrease output.™),

“ See CDA, 526 U.S. at 781; NCAA, 468 11,8, at 103; Detroif Auto Dealers’ Assoc., 111
[.T.C. 417, 406 (1985),
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_ important basis of competition in the marketing of the relevant products.”

Al Respondents’ Agrecment Not to Discount Is Presumptively Anticompetitive

The agreement between PolyGram and Warner not to discount 311 and 3T2 {or as
phrased by O'Brien, not to discount “aggressively™) is a form of price fixing,” and hence subject
to abbreviated review as a matter of law.* No principle of antitrust law is more finmly
gstablished than the proposition that an agreement between competitors to fix mintmum prices
threatens senious harm to the efficient functioning of & market economy. E.g., FTC v. Ticar 1itle
fmsurance Co., 504 LS. 621, 639 (1992) ("INo antitrust offense is more permicious than price
fixing.™y; FTC v. Superior Cowrt Tricl Lawyers Ass'n, 493 US, 411, 435 n. 16 (1990} (“SCTLA™)
(“In swm, price-fixing cartels - . ondemned per se because the conduct is fempting fo
businessmen bur very dangerous to society. The conceivable social benefits are few in principle,
small in magnitude, speculative in oecumrence, and always premised on the existence of price-
fixing power which iz likely to be exercised adversely o the public.™) (guotine P. AREEDA, VII
ANTITRUST AW 7 1509 at 412 (1986)); MCAA, 468 U5, at 100 (1984) (“Horizontal price fixing .

[i8] perhaps the paradiem of an unrcasonable restraint of rade ™y, Ukited Stafes v Line Material

* Detroir Aute Dealers’ Assoc., 111 F.T.C. 417, 496 (1989},

RPN 268, See Catalano, ne. v. farger Seles, Ine., 446 U.S. 643, 648 (1980) (per
curiam) {“an agreement to eliminate discounts . . . falls squarely within the traditional per se tule
against price fixing™).

2 BMI, 441 U8, at 1; NCdd, 468 U.S. at 100 {1984); Naittona! Society of Professional
Fngineers v. United States, 435 U8, 679, 692 (1978) (“NSPE™) {(unticompetitive character of ban
on competitive bidding may be presumed as it “impedes the ordinary give and take of the matket
place™y; Secony-Facuum il Ce., 310 U.S. at 218; United States v, Trenton Porieries Co., 273
L.5. 392, 398 (1927). Brown University, 5 F.3d at 674 (agreement eliminating price competition
is anticompetitive on its face and subject to abbreviated rule of reason review?).
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Ca, 333 LS. 287, 320 (1948) (Price fixing is “one of the most effective devices to regiment
whole industries and extract a monopoly price from the public.™).

Antitrust law’s hostility to price-fixing agreements is rooted in fundamental and
uncontroversial economic theory. As explained by Complaint Counsel’s economic expert
Dr. Stephen Stockum, the poteniial consequences of an agreement between competitors not to
discount include: a loss of consumer welfare for those purchasing the products at higher prices; a
deadweight loss to society because some potential purchasers choose not to buy the products at
the higher prices; a loss ol allocative efficiency due lo resources being redirected wward less
socially productive uses; and wasteful rent-secking activity, as resources arc devoted toward
seeking ont monopoly profits. €. - - 269, Dr, $tockum therefore concluded that, absent an
efficiency justification, the PolyGram/Wamer agreement not to discount catalogue Three Tenors
products is very likely 1o be anticompetilive. CPT §270. Respondents’ economic expert, Dr.
Janusz Ordover, agreed that a naked agreement between horizontal competitors to restrict price
competition hag “clearly pernicious effects on competition and consymers.™

Respondents have not offered the Courl any basis to conclude that price competition is
lezas beneficial or less impaortant in the sale of recorded music than m other industnes. CPF
1271, Executives from PolyGram and Warner testifted that their ;ampanies often find it
necessary to offer discounts to retailers in order to increase sales levels; this is true t:n“ bath new

reieases and older {or catalogue) recordings, CPF ¥ 272, During 1994, PolyGram responded to

the release of 3T2 by aggressively reducing the price of 3T1 in many markets — to ihe benefit of

¥ RX715 (Ordover Expert Report} Y 61. See also H. Hovenkamp, Federal Antitrust
Folicy: The Law of Competition and its Practice § 4.3 at 164 (2d ed. 1999) (social cost of
cillusion is likely to be as large or larger than the social cost of menopoly).
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consumers. CPF ] 247-254. And again in 1998, many PolyGram and Warner operating
companies datermined that the hest way to capitalize upon the public's revived interest in the
Three Tenors was by dramatically reducing the price of these producis {coupled with aggressive
advertising campaigns). CPF {112-114, 124-128. The fact that in 1998 nejther PolyGram nor
Warner was willing, unilaterally, to forgo discounting of its catalopne Three Tenors product™
confirms the obvious: discounting of Three Tenors products is an important bagis of
competition.*

Respondents do not deny that an agreement to forgoe discounting has an obyious
anticompetitive potential. Insiead, (hey plead that the potential competitive injury here was
smalt. Rcspnndﬁ;;ts’ Tﬁal Brecla . proposed moratorium would have affected 1wo
ameng thousands of compact discs for a brict ten-week period™). This defense was rejected in
Chicago Prof'l Sports and should be rejected here as well. The Court of Appeals evaluated,
under a truncated rule of teason, restrictions on output adopted by the members of a professional
basketball league. The NBA's claim that the restrictions were small in scope provided no f-.'SCE!pE
from liability;

That the NBA’s cutback [in the number of games lelecast] is only five pamcs per

vear 15 irelevant; long ago the Court rejected the invitationrto inquire “info the

reasonablencss”™ ol price and output decisions. Competition in markets, not

Judges, sets price and output. A court applying the Rule of Reason asks whether a

practice produccs net benefits to consumers; it is no answer 1o say that a loss is
“reasonably small.” (What is mare, if five superstation games is tiny in relation to

* CPF 9992. 116-122, 131, 136, 138, 141, 149-156, 160-161; CX443 at 3TENODD03641;
TX4 at UMG000208; Saintilan Dep, (JX94) 138:17-21.

* Cf Detroit Auto Dealers dssoc., |11 F.T.C. al 497 (“competitive pressures prevented
individual dealers from reducing hours unilaterally™); M re: Tops "R” Us, Inc., 126 . T.C. 415,
600-07 (1998), aff'd, 221 F.3d 928 (7* Cir. 2000) (“TRL™),
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the volume of telecasting, the benefits from the limitation ate correspondingly
srall."™).

060 F.2d at 674 {citations omitted).™
In sum, a strong presumption against price fixing agreements — large or small — is
supported by the case law, ceonemic theory, and the record in this case.

B. Respondents’ Agreement Not to_Adyertise 1s Presumptively Anticompetitive

The agrcement between PolyGram and Warner to forge all adverlising — ineluding
trirthful and non-deceptive, and price-related advertising — is also presumptively anticompetitive.
Agreements not to advertise have repeatedly been treated as per se violations by the eourts.™ In
CDA, the Supreme Court expressed a somawhat more penmissive view toward limited
advertising restraints in a professional serviees market. However, the Court indicated that a

complete ban on truthful, non-deceptive advertising — cspecially in an ordinary comimercial

¥ See also SCTLA, 493 U5, at 434-435 (Every horizontal price fixing agreement “poses
some threat to the free market. A small participant in the market is, obviously, less likely to
cause persistent damage than a large participanl. (hher parlicipants in the market may act
quickly and effectively 1o lake the small participant’s place. For reasons including market inettia
and information failures, however, 8 small conspirator may be gble to impede competition over
soma period of time. ™.

* Blackburn v. Sweeney, 53 F.3d 823, 827 (7" Cir. 1993) (agreement between lawyers not
to advertise in one gnother’s territories judped illepal per ze); United States v. Gasoline Retailers
Ass’n, 285 11.2d 688, 691 (7® Cir. 1961} (agreement among gasoline retailers not to advertise
prices except by posting them directly on the pump judged illegal per se); Federal Prescription
Serv,, fnc v, American Fharm. Ass's, 484 F Supp. 1195, 1207 (D.D.C. 1980} (association ban on
advertising by members judged per se illegal), affd in part and rev'd in pari, 663 F.24 233 (D.C.
Cir. 1981), cert. denied, 4535 7.8, 928 (1982); United States v. House of Seagram, Inc., 1965
Trade Cas. (CCH) Y 71,517 at 81,275 (S.I2. Fla. 1965); Massachuseits Board of Regisivation in
Cipiometry, 110 F.T.C. at 606-608 (resirictions un advertising by optometrists condenmed on
hasis of abbrevialed analysis). dccord H. HOVENK Abip, X1 ANTITRUST Law 2023b at 144
{1990,
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market”* — should continne to be viewed harshly. CD4, 526 U.S. at 773 (“the restmictions at
issue here are very far from a total ban on price or discount advertising”); P. AREEDA &
H. HOVENK AMP, ANTITRUST Law ¥ 2023,1 at 512-513 (2001 Supp.) (*[CDA4] distinguished a
c¢lass of ditferentiated markets having unusually large information costs from the more general
run of markets . . . . [IJt would he a serious error to apply the rule of this decision in simpler or
more ordinary markets where such [market faillure] claims are not so readily jusiified.”).
Antitrust law’s hostility to advertising bans is supported by economic theory and
gmpirical research. Standard economic models explaining how competition serves to promote
consumer welfare and economic efficiency are premised upon the assumption that conswmers are
well-informed, Information disseminated +& -+ advertising serves to cducate consumers aboud
the availability of alternatives, quality differcnees among competing products, safes locations,
means of purchase, and pricing. This information assists consumers to find their preferred
products at low prices, and thus serves to promote competition. CPF 278, See CD4, 520 U5,
al 773 {crediting lower court’s observation that “*price advertising is flundamenial fo price
compelition’ and that ‘restrictions on the ability to advertise prices normally make it more
difficult [or comsumers 1o find a lower price and for dentists to compete on the basiz of price™™);

Batex v. State Board of Arizona, 433 UG, 330, 364 (1977) (" Advertising] performs an

¥ See CD4 526 1.8, at 773 n. 10 (*“It would be unrzalistic to view the practice of
professions as interchangeable with other business activities, and autoinatically to apply to the
professions antitrust concepts which originated in other areas.”™) (quoring Goldfarb v. Virginia
State Her, 421 U.8. 773, 788-80 n, 17 {1975)). See also T. Muris, California Dental Association
v. federal Trade Commission: The Revenge of Feamote 17, 8 S, CT. ECON. REv. 265, 269
(2000) (“[Cloncerns over the differences between professional advertising and that by “meraly”
commercial enterprises are crucial to understanding the Court’s {4 decision.™).
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indispensable role in the allocation of reSeurces in a free market systern.™).% Tt follows that an
agreement 1o restrict advertising, and particularly a complete ban on advertising, has the clear
potential to harm consumers and competition.

Econormists have studied the effect of advertising restrictions in numerous indnstries.
These stndies clnnsistenﬂy eonchide that advertising restrictions resuit in consumers paying
higher prices. CPF §279.77 (The economic literature regarding advertising restraints is
summarized in Appendix A.) Even a short-lived restraint on advertising can have a significant
cffect on consumers, as is evidenced by a study of the New York newspaper strike described by
Dr. Stockum at wial.® In New York, as e]sawhf:re., Newspapers are an important vehicle for

grocery store advertising. After only a single we: - _thoul newspapers, the aulhors identified a

* See also Mass. Boord, 110 F.T.C. at 605 (“Restraints on truthful advertising for
professional services are inherently likely to producc anticompetitive cffcets.™); fn re: American
Medical dssactarion, 94 B T.C. 701, 1030 {1979, enforced as modified, 638 F.2d 443 {24 Cir.
1980), aff"d per curiam by an equally divided Couwrt, 455 U.S. 676 (1982) (" Across the board
bans on entire catepories of representations or general restrictions applicable to any
representation made through a specific medium are highly suspect.™); T. Murts, Calffornia
Dental Association v. Federgl Trade Commission; The Revenge of Foatnnte I7, 8 5. CT, ECon.
REv. 263, 307 (2000) ("[Bloth economic theory and economic evidence reveal the anti-
consumer, price-increasing effect of restrainis on advertising . . . . Given this evidence, restraints
on advertising among competitors are akin to price restraints.").

7. Love & F. H. Stephen, Adverrising, Price urd Ouality, in Self-Regulating
FPrafesvions: 4 Survep, 3 INT'L ). ECoN. BUS. 227, 236 (1996) (analyzing 17 empirical studies of
profezsional advartising, and concluding that "the overwhelming impression from the results [of
these studies] is of advertising having a downward effect on professional fees.");

I. Langenfeld & L. Siivia, The Federal Trade Commission Horizental Restraint Cases: An
Economic Perspective, 61 ANTITRUST L.J. 653, 673 {1993) ("Restrictions on advertising clearly
increase the cost of conswmers’ obtaining information on the lowest price.").

% CPF T 279-280; Stockum 599:6-600:10; Amihai Glazer, Advertising, Information and
Prices — A Case Study, 19 Econ, InouirY 661 {19381} (copy of article is Included in Appendix A
to Complaint Counsel’s Findings of Facts, Conclusions of Law, and Proposed Order: Empirical
Literature Coneerning Adverthising Resirictions al Tab 9),

32



significant increase in supermarket prices attributable to the restriction on advertising, On the
basis of economic theory and empirical findings, Dr, Stockum concluded that, absent an -
effictency jusiification, Respondents’ agreement not to advertise or promate catalogue Three
Tenors albums is very likely to be anticompetitive. CPF Y 281. Respondents’ economic expert,
D, Ordover, offered a similar conclusion: naked agreements between competitors not to
advertise their respective products “are Jikely to be adverse to consumers.™

Respondents have not offered the Court any basis to conclude that advertising is less
beneficial or less important in the sale of recorded music than in those industries that have boen
more systematically siudied by economists.™ In fact, it is quite ¢lear that advertising is an
inportant basis of rivalry in the recorded musie i’ - ;, and that (absent a concerted r&st;aint)
competitive forces lead record companies to advertise extensively. CPF 4283, PolyGram
cxpends about live percent of total revenues en advertising, and Warner's expenditures for
advertising and promotion are even higher. CPI' € 284, This advertising, according to the record
company excentives, ie intended to lead to higher sales [evels — and is commeonly successful.
CPF A" 283,

Advertizsing has proven to bg an important competitive tool in the marketing ol Thrce
Tenors products. n 1994 and thereaRer, PolvGram used advertising in an effort to teach
consumers that 3T1, the “eriginal™ Three Tenors recording, was still the hest performance, stiil

widely avaiiable, and indeed often available at a discounted price. CPF 9 243-246, 286.

* Ordover Dep. {1X90) 47:5-6.

* Cf Detroit Auto Dealers’ Assoc., 111 F/T.C. at 494 (“we see no reason lo believe that”
. hours of operation is a less imperlant form of competition among car dealers as compared to
ather retail businesses).
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Warner used advertising in its effort to create a distinct identity for 3T2, and to suggest to
consumers that the newer release was the superior product, CPH Y 234-242, 287, Thus, in
1696, when a PolyGram executive writes that Poly(iram (3T1) and Warner (3T2) are fighting
“head on for every conceivabie advantage,” it is apparent that advertising is an importani
stratcgic weapon in that battle, CX30%; CPF 262-265,

During 1998, both PolyGram and Warner operating companies wished to offer their older
Three Tenors recordings at a significant discount. n each case, discounting wa.; coupled with an
aggressive advertising campaign, CPF % 112-114, 124-128, 288-291. Warner forecast that by
cuttihg the wholesale price of 3T2 and advertising on television and in other media, the company
could increase sales by 170 percent and increase ove.z’. - Jisas well. CPF 9289 This
slrategy was direcied al the Enropean terntories, but illustrates a proposition [ully applicable
the U5, market: Advertising of recorded music can c;‘eatc addiittonal demand, and henee an
environment in which discounting by record companies is more likely to occur. CPF Y 292, See
IX104 (Stockum Expert Raport} 1 8; Ordover Den (IX00) 49:20-24 (“there are clearly economic
models in which a restriction on advertising may affect the incentive to lower prices w the extent
that you may not be able to attract a large number of people to your store with a lower price™).*

The parties” marketing strategy upon the release of 3T3 in 1958 is further evidence of the
commpetitive imporlance ol adveriising. The product that Poly Gram and Wammer wanted

consumers {o purchase (3T3) was aggressively advertised in every available media: newspapers,

! More generally, the cxtensive use of discounting and adverlising by PolyGram and
Wamer in Furope supports a finding that these activities are an Important basis of competition in
the sale of recorded mustc in the United States as well. Cf Indiana Federation of Dentists, 476
LIS at 436; Dewroit Auto Deafers’ Assoc. 111 FT.C. at 497.
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television, radio, magazines, brochures, store windows, mailers, the internet. CPF 9§ 190-195.
Conversely, for those products that the parties wished consumers to avoid (311 and 3T2),
PelyGram and Warner agreed to withhold all advertising and promotion. The record companies
intended that their advertising ban would conceal the availability of better value Three Tenars
recordings (better value for some consumers), and that under-informed consumers would instead
purchase the higher margin 3°[3 ralease, (F'Brien 485:21-487:13. The potential anticompetitive
efTect of this strategy is obvious.*

Courts have long recopnized that advertising plays a critical role in the efficient
functioning of commereial markets. An agresment between competitors to eliminate all
advertising should be presumed to threaten significant c:.. .. . hanm.

ITII.  Analysis of Efficicne €S — mary of Applicahle Law

Al The Efficiency Justification Must Be Both Plausible and Valid

Should the Court conclude that the Three Tenors moratorium involved presumptively
anticompetitive testraints, Respondents have the hurden of demomstrating a plansible and valid
efficiency justification. CD4, 526 U.S. at 771; NCd4, 468 U.8. at 113; Summary Decision
Order at 7, 10. That is, Respondents must show that the moratorium was necessary in order to

promote competition and benefit consumers. 8A47, 44] U.S. at 23, ¥CAA, 468 L5 al 114

Summary Decision Oxder at 13,

¥ Cf P. AREEDA & H, HOVENKAMP, ANTITRUST LAW 9 2023.1c4 at 515 (2001 Supp.}
{*[Tihe less information a consumer has about refative price and quality, the caster it is for
markel parlicipants to charge supracompetitive prices or provide inferior quality.™); T. Muris,
Califorata Dental Association v. Federal {rade Commission: The Revenge of Footnowe 17, 8 8.
CT. Ecox. Rev. 265, 291-292 (2000) ([P]roducers can raise price with less fear of losing
customers to competitors if the customers are fess aware of alternatives.”).
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An efficiency argument 1s implausible {insufficient on is face) where, for example, it is
pretextual,”’ inapposite to the factual circumstances presented, or where the argument is
premised upon the claim that competition is unworkable or undesirable.¥* An efficiency
justification should be rejected as invalid where, irver alia, it is speculative or unproven,* where
the argument sweeps too broadly,” where there is a less restrictive alternative,* or where the
restraint is not an effective remedy for the competitive problem that it purports to address.®

The fact that PolyGram and Warner were collaborating on the distribution of 3T3 does

not insulate the moratorium agreement from antitrust scrutiny.® Where, as here, the challenged

* Easrman Kodak Co. v. Image Technical Servs., 304 118, 451, 461 (1992).
“ Law v NCAA4, 134 F.3d 2t 1022,

< FTC v, Indiana Federation of Dentists, 476 118, 447, 463 (1986); NCAA, 468 U.S. at
116-T); NSPE, 435 1.8, at 696,

WIFD, 476 1].8. at 463 (1986); Chicago Prof 1 Sports, 961 F.2d at 674-76.

IFD_476 1.5, at 463; Catalano, 446 ULS. at 649-50; NSPE, 435 115, at 696; Mass.
Board 110 F.T.C. at 607-08,

*NCAA, 468 VLS. at 114; Maricopa County Med Soc'y, 457 U.S. at 351-52; NSEPE, 435
LS. at 6960; Chicazo Proff Sporis, 961 F.2d at 674-76; Mass. Board, 110 F.T.C. at 607-08.

¥ NCAA, 468 at 116, 119, Law v, NCA4, 134 F.3d at 102224,

* Numerous antitrust cases have condemned anticompetitive agreements between co-
venturers — even where the restraint is adopted “in the context™ of the venture. E g, NCA4A, 468
VLS. 83, Law vy, NCA4, 134 B.3d 1010, Chicago Prof'i Sports, 961 F.2d 667, General
Leasevays, 744 F.2d 588; Yamaha Motor Co. v. FTC, 657 T.2d 971 (8" Cir. 1981), cert denied,
436 LS. 913 (1982); Uwited States v. Visa US4, Inc., 163 F. Supp. 2d 322 (S.DN.Y. 2001).
The rationale was explained by Judge Posner: ¥It does not follow that because two firms have a
cooperative relationship there are no competitive gains from forbidding them to cooperate in
ways that yield no economies but simply limit competition.” General Leaseways, 144 F.2d at
594, Accord Summary Decision Order at 10 (“Ilorizontal restraints will not cscape
condemnation solely because they arise in the general context of a joint vennre. Rather, the
restraint must have been “necessary’ or “essential’ to enable the efficiency-enhancing integration
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restraint 18 3aid to be ancillary to a collaboration, Respondents must show that the restraint is
nccessary in order to achieve the pro-competitive benefits of that colleboration.” Absent such a
showing, there is no pro-competitive benefit to weigh against the obvious anticompetitive
potential of the Three Tenars moratorium agreement; the restraints should then be judped
unlawiul,

. Respondents Must Offer Evidentiary Support
for any Efficiency Justification

Respondents assert that if the party defending a suspect restraint “identifies™ an
cconomically plausible pro-competitive justification, then the challensed agreement must be
revicwed under the firllest rule of reasont. Respondents’ Trial Byir , 10, Thisis simply a
nisstatement of the applicable law. Respondents do not satisfy their burden simply by advancing
a plausible hyp{;lhﬂﬁis a% ¢ why the Three Tenors moratorium could have buen elliciency-
enhancing. To aveid lzability, Respondents must demonstrate that the moratorium did m fact

promote the ¢fficiency of the PolyGram/W arner colfaboration:

that renders the joint venture procompetitive.™,

| Maricopa, 457 U.S. a1 352-53 (maximum fee schedule established by physicians found
unlawtul where it was nol neccssary; schedule sct by insurers was a workable alternative), Brown
University, 5 F.3d at 678-79 (restraint must be “reasonahly necessary to achieve the legitimate
objectives prolfered by the defendant™); Rorhery Storage & Van Co. v. Atlas Van Lines, Inc., 792
I.2d 210,227 (D.C. Cir. 1986), cert. dented, 479 U.S. 1033, (1987 (restraints adopted by joint
venture were upheld based on finding that they were “reasonably necessary to the business it is
authorized to conduct™), cert. denied, 479 UK. 1033 (1987): General Leaseways, 744 F.2d at
584-95 (market division agreement among truck leasing companies judped illegal as It was nol
necessary to the venture). See also Amtiivust Guidelines for Collaborativns Among Competitors
3.2 {(April 2000) (an otherwisc per se restraint “that is reasonably related to the integration and
reasonably necessary to achieve its procompetitive henefits”™ is subject to more thorough rule of
reason review). Adecord Summary Deciston Order at 7, [{.
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We note al (he ouiset that the burden of proving sufficient justification for

restraints which have been shown substantially to harm competition rests with

respondents. Such justifications cannot be speculation only but must be - -~

established by record evidence in order to be considered an adequate justification

for otherwise anticompetitrve behavior.
Indiana Federation of Dentists, 101 F T.C. 57, 175 (1983), vacated, 745 F.2d 1124 (7th Cir.
1984), rev'd, 476 U.S. 447 (1986). See also CDA, 526 U.8. at 775 n. 12 (under abbreviated rule
of reason analysis, defendant has “the burden to show empirical evidence of procompetitive
effecis™).™

A court’s validity inguiry may require careful consideration of the evidence, but only
those facts that bear dircetly upon the merits of the justification. or example, in A, the
Supreme Court evaluated at lenpth the evidence establishing that the & . ing of copyrighted
music pursuant to the blanket license resulted In substantially lower transaction costs {441 TL8. at
21}. and that the blanket license could not be marketed withoul an agreement amony competiiors
on the price of this jointly-produced product {(id al 23), On this basis, the Court remanded the
casa for Ya mors diseriminatine analveis under the rule of reason.” I at 24,

In contrast, where a respondent has not produced evidance to validate the proffered
elftciency defense, summary condemnation of suspect restraints is appropnate. In ndiana

Federation of Deniists, the denlal association asserted that its members were justified in

withholding £-rayg from insurance companies it order to prevent the insurers from making

% See alvo T. Muris, The Federal Trade Commission and the Rule of Reason: In Defense
of Messachuyeity Board, 66 ANTITRUST L.J. 773, 778-79 (1998) (“Compared to the plausibility
stage inguiry, the court must delve more deeply into the factual assertions of the parties to
determme whether (1) the claimed efficiency benefits are real, and (2) the resfraint is rcasonably
necessary to achieve them. If a proffered explanation fails on either count, then the court should
declare the challenged restraint unlawful under the ahbreviated rule of reason.™),
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“unwisez and even dangerous choices™ regarding the appropriate course of trestment for patients.
fFD, 476 11.8. at 463. And vet, the association produced no evidence of erronecus decisions
attributable to the misuse of x-rays, and no evidence that any consumer had in fact been harmed.
101 F.T.C. at 177. For this reason, the Commission rejected the asserted efficiency defensc, and
judged the inherently sﬁspect agreement 1o be unlawful. Jd. The Supreme Cournt affirmed,
expressly noting that there was insufficient evidence to validate the patient-carc argument
asserted by the association. JFD, 476 U5, at 464, See afso NCAA, 468 118, at 113 (“*Under the
Rule of Reason, these hallmarks of anticompetitive behavior place upon [the NCAA | a heavy
burden of establishing an affirmative defense which competitively justifies this apparent
dewiation from the operations of a fiee market.”); Afgricopa, 457 U5, ai ° ' "nothing in the
record gven arguably supports the conclusion that this type of insurance program could not
[unction if the [ee schedules wete set 1 a differant way™); Brown Unrversify, 5 F3d at 674
{defendant university “bears the burden of establishing an afﬁfmaﬂw justification™ for suspect
restrainty, Creneraf Leaseways, 744 F 2d ar 592 (finding insufficient evidence to support fres-
riding defensg}.

The €4 case does not support the contention that Respondents are required only Lo
advance a plausible efficiency rationale. In CD4, the Supreme Gm_th analyzed restrictions on
certain non-verifiable advertising elaims adopted by an association of dentists. The association
claimed that the restrictions were designed to avoid false and deceptive ¢laims in a2 market
characterized by “striking disparities between the information available to ihe professional and

the patient.” (4, 526 U.S. a1 771. The Court explicitly endorsed the use of the abbreviated

tule of reason where the plaintiff has established thal the resiraint is anticompetitive on its face
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{(id at 769-70), but concluded that the Cowuxt of Appeals had not adequately evaluated whether in
this case the challenped restraint did more than prohibit deceptive advertising. The C4
majority did not remand for a plenary rule of reason review. Instead, the Court of Appeals was
instructed to conduci a more detailed consideration of whether the advertising restraints were
propetly judged to be presumptively anticompetitive, If the restraints were, upon further
consideration, deemed to be presumptively anticompetitive, the Supreme Court instracted that
the defendant would then have the burden of showing “empirical cvidence of prémmpetiﬁw:
effects” in the context of a “quick look™ analysis. fd. at 775 n.12.** In other words, the case
could be resclved based on an abbreviated analysis of the proffered efficiency justifications
withont an examination of market definition, market pawm;, or achal antieo::. 0 ive effects 3
CiA thus reaffirms the anabytical structure outlined above, Since both the price restrami
and the advertising ban agreed to by PolyGram and Warner are prima facie anticompetitive, the

burden shifis to the Respondents to advance a plausible and valid efficiency justification, Only if

DA, 526 11.8. at 779-81 (*Saying here that the Court of Appeals’s conclusion at lenst
required a more extended examination of the factual underpinnings than it reeeived is ooy, of
course, necessarily to call for the fullest market analysis . . . . What is required, rather, is an
cnquiry meet for the case, looking to the circumstances, details, and legic of a restraint.™).

* Continentaf Airlines emploved the abbreviated antitrust analysts described in CiD.4 and
advocsted here by Complaint Counsel. The *unigue architectural configuration™ of Dulles
airport required airlines collectively to determine whether templates adjacent to x-ray machines
at Tngoage checkpoints would permit or instead bar oversize baggage. Plaintiff challenged an
agreement ameng competing airlines to install small templates, The Court of Appeals first
considered whether this agreement had an obvious anticompetitive effect. Upon concluding that
the summary judgment record was inadequrate (0 make this determination, the case was rermanded
for further proceedings. The opinion does not impose upen plaintiff the burden of showing
actual anticompetitive c[Tects. Tnstead, the Court of Appeals expressly left “to the district coun
the *question whether on remand it can effectively assess’ the alleged restraint by a modified
quick-lock analysis, or whether it must undertake ‘a more cxtensive riale-of-rcason analysis,”™
Comtinemal Aivfines, 27T F.3d at 517.
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the proffered efficiency justificalion is both plausible and valid must the Couzt determine
whether there is proefl of an actual anticompetitive effect {or employ its surrogate, market
definition and market power).

C. Respondents® Purported Good Faith Is Not Sufficient
to Extablish the Validity of any Efficiency Defense

Respondents assert thai the validity of their efficiency defenses is established by the
{alleged) fact that during [998 PolyGram and Warner managers “viewed” the Three Tenors
moratorium “as a reasonably necessary measure.” Respondents® Trial Brief at 2. The parties”
true motivation {or the moratorium was simply to shicld 3T3 from competition. CPF 97 301-308.
Baut even if the parties harbored a good faith belief that the moratorium was necessary and pro-
competitive, this would not establish the validity of any efficiency justification. “When the
evidence permits us to conclude that a joint venture Is, on balance, substantially anticompetitive,
we will enjoin it even though the collaboralers themselves sincerely and even reasonably believe
otherwise.™ P. AREEDA, VII ANTITRUST LAW § 1506 at 390 (1986).

Abbreviated antitrust analysis would have little relevance if — as Respondents suggest — it
were limited to cases where the defendant’s efficiency defense 15 a pretext. This Court (and not a
company manrager} is the arbiter of whether the challenged restraints are necessary to promote
efficiency. Thus, in NC.AA4, suspect restraints were not saved by the asserted good faith of those
responsible for the uullivt:rﬂiliﬂs’ television plan:

NCAA produced a parade of witnesses to teslify ihat the television controls are an

absointcly essential element of the overall regulatory program. Among these

witnesses were [the President of the NCAA) .. . and an impressive array of

untversity officials and athletic program administrators from several of America’s

fimest colleges and universities. But none of them — not ane single witness - was
able to articulate any eredible reason as to why it 15 necessary for NCAA to act an
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exclusive apent with the authority to bind all NCA A members to an exclusive

contract. That these gentlemen believed that to be the case is beyond doubt. But

the accuracy in fact of the proposition they put forward is specious. :

546 F. Supp. at 1309, The district court’s conclusien that the good faith belief of the NCAA
witnesses was insufficient to demonstrate pro-competitive benefits was endorsed by the Supreme
Conrl NCAA, 468 118, at 101 n. 23 (it is “well settled that good motives will not validate an
otherwise anticompetitive practice™).

KD ais0 teaches that a respondent’s good farth is insnfficient to validate an efficiency
argument. The dentists’ agrecment to withhold x-rays was motivated in part by a desire to
promaic quality health care for their patients. fFD, 101 F.T.C. at 168, 176-77. Sudl, the
agreement was judged io be anticompetitive on the basis of an abbreviated rule of.- -n
gnalysis. The Court did not conclude that such denfists were insincere, only that the evidence did
not adequately snpport the dentists’ contention. There was “no particular reason to believe™ that
the provision of information to insurance companies would be harmful lo consumers. IFD, 470

11.8. at 463.%

. - Profit Maximization Is Not an FEfficiency Defense

Respondents’ wsserticn that the meratonium would assist PolyGram and Warner to recoup

their $18 million investment is not a precompetitive (f.e., pro-consumer) justification for the

§EE

'Three Tenors moratorimm. **We do it because if's more profitable” 1z not a defense under the

Sherman Act” Chicage Profif Sporrs v. N84, 734 F. Supp. 1336, 1359 (N.D. 1L 1991}, aff 4,

¥ See also Jefferson Parish Hosp. Dist. Na. 2v. Hyde, 466 US. 2, 25-26 nn. 41 & 42
{1934); Appalachion Coals. fne. v. United States, 288 118, 344, 372 (1933} (*[g]oed intentions
will not save a plan otherwise objectionable™). '
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961 F.2d 667 (7th Cir.), cert. denied, 506 U.S. 954 (1992).% 1t is likewise not a defense under
the FTC Act. SCTLA, 493 ULS. at 422; accord Summary Decision Order at 13.

E. Any Alleged Efficicncics Achicved
Duiside of the United Staies Are Irrelevant

One curious aspeet of this litigation is Respondents” contention that the Three Tenors
moratoriiim was adopted in response to a marketing problem existing outside of the United
States. According 1n Respondents: “The proposed moratorium was designed to address an acute
risk that certain Curopean opcrating companies would free ride on the promotional opportunity
created by the Pans concert . . ." Respondents” Trial Brief at 13 (emphasis added?.

The purpose of competitive effects analysis is lo determine whether - in a particular
marketplace — the potential pro-competitive benefit of the restraint outweighs its anticompetitive
harm. The welfare of consumers in one territory may not be sacrificed for efficiency puins
outside of that market. Respondents therefore cannot justify the agreement to restrain
competition in the marketing of Three Tenars products in the United States with the claim that
the moratorium was necessary for the efficient markeiing of 3T3 in some other tertitory. Faw .
NCAA, F02 F, Supp. 1394, 1406 (D. Kan. 1998, aff"d, 134 F.3d 1010 (10" Cir. 1998) (“Pro-
competitive justifications for price-fixing must apply 1o the same market in which the restraint is
found, not to some other market.™). See alvo Sullivan v. Narional Footbail feague, 34 F.3d
e, 1112 (1 Cir. 1994} (“it seems improper to validate a practicc thal is decidedly in restraint
of trade simply because the practice produccs some unrelated benefits to competition {n another

mé:ket."‘j; ASE Corp. v. FTC, 602 F.2d 1317, 1325 (9™ Cir, 1979), cert. denied, 44511 8. 927

% See also Leow v. NCAA, 134 F.3d at 1023; Delaware & Hudsan Rwy Co. v.
Consolidated Rail Corp., 902 T 2d 174, 178 (24 Cir. 1990, cert. denied, 500 U.S. 928 {19513,
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{1980) (“anticompetitive effects in one market cannot be offset by procompetitive effects in
another”).
Ax the Three Tenors moratorium applied to the marketing of 3T1 and 3T2 in the United

States, Respondents must demonstrate that the restraints beneditted consumers in the Unjted
States,

F. Pretextual Justifications Should Be Disregarded

A variety of possible efficiency arguments were alluded w for the irst time at trial, issues
that werc not considercd at the time that PolyGram and Warner decided to cﬁter into the
moratorium agreement. All such post hoc explanations must be summarily rejected. As a matier
of law, a pretexmal business justifications is not a legitimate antitrust defense. Eqsmman Kod -
504 U8, at 461 {1992).57

IV,  The Moratorium Was Not Necessary
to the Formualion of the PolyGram/Warner Venture

Later, in March 1998, the parties first agreed to the moratorium,

5 See also Image Technical Services, Inc. v Eastian Kodak Co., 125 F3d 1195, 1213-
14 (9% Cir. 1997), cert. denied, 523 U.S. 1094 (1998} {jury's rejection of business justification
was proper where record supported finding that proffered justification was pretextual); Aficrobix
Bioxystems, Fnc. v. Biowhitioker, fnc., 172 F. Supp.2d 480, 695 {D. Md. 2000), gf'd 2001 U.S,
App. LEXIS 11576 (2001} (summary dismissal of exclusive dealing claim denied where there
waz evidence that proffered business justification was pretexual), Red Lion Medical Safetv, Inc.
1 Chmeda, Tnc., 63 F. Supp. 2d 1218, 1234-1235 (E.D. Ca. 1999} {summary dismissal of
antittust claim denied where there was evidence that proffered business justification was
pretextual), Telecomm Technical Services Inc. v, Siemens Rolm Communications, frc., 66 F.
Supp. 2d 1306, 1319 {(N.D. Ga. 1998} (“Whether a defendant’s conduct was motivated by its
proffcred reasons is a question of fact, and the plaintiff can rebut the profferred reasons by
demeonstrating that they are prelesxiual ™).
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CPF % 101, The later event (the moratorium agreement) cannot be deemed necessary for the
occurrence of the earlier event (the agreement o codlaborate). CPF Y 296, -

In pré—nial proccedings, Respondents abandoned the argument that the Three Tenors
moratoritm was necessary to the formation of the joint venture between PolyGram and Warner:

MR, PHILLIPS: First of all, Your Honor, we have never contended that the

moratoriurm agrecment was neeessary to the formeafion of the joint venture, The

moratorium agreement, the evidence suggests, was not discussed before the

formation of the joint venture. That's simply a non-issue in this case, Your

liomor.

FHC Tr. 83:4-9. Counsel for Respendents stipulated that the moratorium was not necessary 1o
the formation of the venture, FHC Tr. 83:1{85:4.

This stipulation mercly aftirms ithe obvious: the moratetium was not necessary to the
formation of the PolyGram/Warmer collaboration; was nol necessary lor the production ef the
Paris concert; was not necessary for the creation of 3T3; and was not necessary to assure the
distribution of 3T3 in the United States. PolyGram and Warner were committed to these
activities well before discussions of the meratorhnm even commenced. CPF TH206-207, Asa
matler of logic and as a matter of law, the challenped restrainls were not necessary to procure

any of these activiries. ™

Y. Restraints that Are Outside — and Not Ancillary to —
the Collaboration Between PolyGram and Warner Are Per 5S¢ Unlawful

The docirine of ancillary restraints affords parties (o a joint venture au opportunity to

% Bluckhurn v. Sweeney, 53 F.3d 825, 828 (7" Cir. 1995) (allocation of territories was not
ancillary to agreement 1o dissolve [aw partnership where restraint was adopted afier the
termination ol the partnership); Polk Bros. v. Forest City Eners., 776 F.2d 185, 189 (7th Cir.
1985) (A court must ask whether an agreement promoted enterprize and productivity at the time
it was adopted.™); see adse H. HOVENK AMP, X1 ANTITRUST Law 121312 at 138 {1999).
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. demonstrate that an inherently suspect restraint is efficient by virtue of being necessary to
facilitate procompctitive integration. Conversely, “[tjbe mere coordination of decisions on
price, output, customers, temritories, and the like is not integration, and cost savings without
inlegralion are not a basis for avoiding per se condemnation.” Collaboration Guidelines at §
3.2 (April 2000},

An obvieus corollary to the forepoing is that the scope of the imtegration of assets
defines the scope of potentially permissible restraints; restraints that are outside of the

inmtegration are not permitted.

Palmer v. BRG of Geargia, Tnc., 498 1.5, 46, 49-50 (1990), illustrates this pringiple
mnst clearly, HEJ, a nationwide provider of bar review classes, licensed a competitor to use
HRI's trade name and teaching materials in the State of Georgia only, and agreed not tn
compete with the licensee in Georgia. In retuen, the licensor (HIM) received a license fee and a
commitent that the licensee would not compete with the licensor anywherc in the United

States (outside of Georgia). In other words, the parties combined their assets in Georpia onfy,

yet they simultanepusly agreed not to compele anywhere in the couniry. Even thuugh the Tatter

39

H. IIovENER AP, KT ANTITRUST Law § 1906b at 212 (1998) (“The principle reason for rejecting
defenses that a restraint is competitive in the long run is that proof is nearly always highiy
speculative and the defense eould be asserted so often that it would effectively undermine a large
proportion of instances properly subject to per se disposition.”).
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restraint was agreed to in connection with the formation of the venture, because it restricted
competition outside the scope of the venture, it was judged per se illegal.™

The holding of BEG confrols this case. Warner licensed its competitor PolyGram to
disrribute 3T3 outside of the United States, and (later) exacted a promise that PolyGram would
nol compete with Warner inside of the United States. PolyGram's rights to 3T1 pre-date the
arrangement and were not part of the integration; PolyGram’s U.S. marketing operation was not
used efficiently for the betterment of the collaboration; and PolyGram®s U.S. distribution assets
were completely uninvolved in the collaboration. CPF 19 298-300. The challenged restraints
on the marketing of 3T1 and 3712 far cxeecd the scope of the partics” integration and should be
condemned as a matter of law.”

VI Respondents’ Expert Reports Are Entitled Ta Little Weight

Respondents’ experts Dr. Yoram Wind and Dr. Janusz Ordover have anthored reports

¥ Sez also Visa U S 4., 163 F. Supp. 2d 322 at 405-06 (agreement prohibiting membars
of Visa and MasterCard networks from offering a third competing product — American Express
or Discover card — judged illegal); fn re: Gencral Motors Corp., 103 F.T.C. 374 (1984) (consent
agreement) {manufacluring joint venture between General Motors and Toyota approved by the
Comrmizsion, subject w the conditions aimed at reducing the likeiihood of collusion between the
nmannfacturers with regard to non-venture products), vacated on other grounds, 5 Trade Reg.
Rep. (CCHY T 23,491 (Oct. 23, 1993Y; In ve: Brunswick Corp., 94 BT.C, 1174, 1275-77 (1979
{agreement restricting venturer's sale of pre-existing, non-venture product judged per xe illegal),
aff'd as modified sub nom. Yamaha Motor Co. v. FTC, 65? F.2d 971, 984 (8" Cir. 1981), cert.
denfed, 456 11,8, 515 (1982).

* The cases reijed on by Respondents in which suspect restraints were upheld involved
restraints on products created by, not outside of, the joint venture. See BMYF, 441 11,8, 1, 24 (price
restraint affeeted blanket license that was the product of the joinl venture; participants were fiee
to separately license and price their individueal works), Rothery Storage, 792 F2d at 214
{restrictions concerned venturers’ use of joint venture assets); Polk Bros,, 776 F.2d at 189-190)
{restraint applicable 1o sales from jointly constructed facility only; venturers remained free to
increase output from separately operated facilities).
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that contain elaborate hypotheses explaining how the Three Tenms moratorium may have
promoted cificiency. Thesc individuais did not testify at trial, and their reports should be given
litile if any weight in the disposition of this matter.

Expert reports can assist a trier of fact in understanding or following expert testimony
Bul where, as here, an expert does not testify at trial, the expert report is penerally deemed
urrelizble (end hence inadmissible).® The rationale is straightforward: the report is not
submitted under oath, and the court has no basis to evalunate the experl’s qualifications or
credibility.® Most important of all, the non-testifying expert has not been subject to cross-
examination, thus bypassing a critical aspect of the adjudicative process:

As the Supreme Coutl has observed, expert evidence can be both powerful and

quite misleading because of the difficulty in evaluating it . . . . [citing Dawbert v.

Merrell Dow Pharmaceiticals, e, 309 TS, 579, 598 (19931]

[Thhe tral judge thus “depends upon the efficacy of eross-examination by the

party opposing the expert’s testimony to point out any weaknesses which mighi

affect its admissibitity, as does the jury in determining how much weight to give
to the expert's testimony, ™

% See In re; Citric Acid Litigation 7-Up Bottling Co. v. Archer Daniels Midland Co., fnc.,
191 F.3d 1090, 1102 (9th Cix. 1999), cert. denied, 525 11,8, 1037 (2000). Complaint Counsel
reasonably expected that Drs. Ordover and Wind would be testifying at trial, and on this basis did
not object when Respondents offered the experl reports in evidence. See Expert Witess List of
Respondents at 2 (October 24, 2001 (identifving Drs. Ordover and Wind as testifying
witnesses); Respondents’ ‘ITial Brief at 13 {February 20, 2002) {reprcsenting that both experts
would be called as witnesses).

“* Tokio Marine and Fire Fas. Ca. v. Norfolk & Western Rwy. Co , 1995 ULS. App. LEXIS
476, * 10 {4th Cir. 1999); David Engerbretsen v. Fairchild dircraft Corp., 21 F.3d 721, 729 (6th
Cir. 1954}, Forward Communicarions Corp. v. United States, 608 F.2d 485, 511 (Ct. CL. 1979);
EFIS Ine. v. Fidelity and Guar. Life Ins., 136 F.Supp.2d 1116, 1124 (N.D. Cal, 2001}.

™ See EPIS, 156 F.Suppat 1124.

" Weil v. Long Istand Savings, 2001 U.S, Dist. LEXTS 22915, *10-11 (F.DN.Y 2001)
{quoting Musselman v. Phillips, 176 F.R.D. 184 (). Md. 1997)). See alse Tokioc Marine & Fire,
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. As Respondents’ absentee experts did not testify at trial, Complaint Counsel was denied the
opportunity to cross-examine the witnesses with repzrd to the limitations, clarifications, or
qualifications that are critical to understanding their conclusions. (Although the experts were

deposed, deposition is a discovery device and is not a substitute for cross-examination,)

The report of Respondent’s marketing expert, Dr. Wind, carinot aid the Court’s
assessment of the Three Tenors moratorium, In preparing his report, Dr. Wind reviewed no
documents from the files of Wamer; reviewed no deposition testimony of any individual
responsible for marketing 3T3 in the United States; and reviewed no deposition testimony of
any Wamner employee. CPT 4 366. Dr. Wind discusses whether the moratorium is plausibly
pro-competitive, but be does not cvaluate whether the restraints were ﬁcmally necessary to
achieve some efficiency in the United States. Wind Dep, (JX%1} 10:12-11:20 {“So [ did not

analyze what actually happened,™.

Dr. Ordover’s report is potentially misleading in that he rcjects the basic premises of
madern antitrust anatysis of horizontal restraints, and uses antitrust terminology in an
iosyncratic fashion. According 1o Dr. Ordover, if a restraint is adopted in the context of a non-

shatn joint venture, then the restraint should be considered to be “reasonably necessary,™® and

1993 VLS, App. LEXIS 476, *10; Toucet v. Maritime Overseas Corp., 991 F.2d 5, 10 (15t Cir.
1993); Forward Communications Corp. v. US., 608 F.2d at 511; Muin St. Morteage v. Main St.
Banecorp, 158 F. Supp. 2d 510, 519 (E.D. Pa. 2001).

* Ordover Dep. (TX90) 50:10-20:

(2 In your gpimion, was the moeratorium necessary to achieve procompetitive
benefiis in the United Stales?

A: [ think that in — the answer would be that 1 believe that there were — the
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analyzed under the full rule of reason.® Accerding to Dr. Ordover, there is no thrcahnld
requirerent to consider the validity of the efficiency argument,” and ne need to consider the
availability of less restrictive alternatives.® This entire construct is inconsistent with the
antitrust case law goveming abbreviated rule of reason analysis. £g, NC4A4, 462 1.5, 85
(sus;pcc:t restraints adopted by legitimate joint venture condemned on the basis of abbreviated
antitrust analysis); Law, 134 F.3d 1010 {same); Chicago Prof T Sports, 961 F.2d 667 {same);

General Leaseways, 744 F.2d 588 (same).

Becausc they arc unsupported by live tostimony, untested by cross-cxamination,
detached from the evidence adduced in thiz case, and inconsistent with the case law, the reports

of Drs. Wind and Ordover have little evidentiary value.

V1l. Respondents’ Free-Riding Defepse Should Be Rejected

“A free rider is a firm [that] takes free advantage of a serviea er produet that is valued by

ELr]

customers bul provided by a different firm.”™ Acconding to Respondents, without the

moratorium was reasonably necessary by which I mean thal it could nol have been
dismissed as a pretext {or accomplishing ohjeciives that were not related to the
Joint venture. I never testify, Inever stated it was necessary in the sense that but
for the moratorium there would be no joint venture or the joint venture would
have fallen apart or something of that sort.

" Ordover Dep. (JX90) 44:2-22 (“] would say that a— a quick look of restraints would be
best left for those joint ventures that are a sham.™),

% Ordover Dep. (TX96) 213:11-15.
& Ordover Dep. (JX80) 77:8-11,

A1 TIovENKAMP, Federal Antitrust Policy: The Law of Competition and its Practice
§ 5.2b1 at 202 (2d ed. 1999).
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moratorium agreement, promotional investments by PolyGram and Warner intended to bencfit
sales of 3T3 in Europe may instead have led some consumers in Enrope to purchase at a lower
price 3T1 {distributed by Poly(iram) or 3T2 (distributed by Warner).”' Fven if this comtention
were accurate, it would not be sufficient to justify an agreement to {ix prices and forpo all

advertising in the United States.

The Commission's opinion in Toyps "R Us surveys the relevant case law and identifies
three requirements for the successful invocation of the free-riding defense. Respondents must
show that: (i) absent the challenged restraints, free riding is likely io have the effect of
climinating some valued service from the marketplace; (it} there was no reasonable means by
which the competitor that benefits from the valued service (the alleged free rider) could have
compensated the firm that was providing such service; and (iif) there were no less restrictive
alternatives. Tops "R" Us, fuc, 126 F.T.C. at 600-07 {1998), As none of these requirements is

satisfied, Respondents’ free-riding defense must be rejected.™

A. Advertising in Sapport of 3T Was Not Thrcatened by Free Riding

If one firm’s produects are indistinguishable from those of its rivals and if free riding is
sullficiently widespread, then no single firm may have an incentive to advertise the relevant

products. Professor Herbert Hovenkamp offers the example of a single potato farmer:

I Respondents’ Trial Boef at 13.

7 Respondents suggest that Complaint Counsel’s economic expert has conceded the
plausibility of the proffered efliciency justification. To the contrary, Dr, Stockum’s testimeny
merely acknowledged that it is “plausible” in the abstract that advertising for 373 may lead some
consumers to purchase 3T1 or 3T2. Stockurn Dep. {TX85) 153:14-156:21. As detailed in his

expert report and cxplained herein, this alone does not establish a meritorious free-riding
delense,
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[T]f products are fungible, advertising will benefit all local producers of the
product, whether or not they paid for the advertising. For example, if Farmer
Brown advertises the merits of Framer Brown's Potatoes, she might be homrified
to discover that many customers think that potatoes are potatoes. Farmer
Brown’s advertisement may increase potato sales, but they will be distributed
over all potato producers in the advertising market.

In a competitive market Farmer Brown cannot afford 1o pay for advartising that
benefits all local producers of potatoes. She will not advertise at all . . .

H. Hovenkamp, Federal Antitrust Policy: The Law of Competition and fts Practice 35.2b3 at

203 (2d ed. 1999).

It is important o distinguish the very dramatic free-riding problem faced by the
hypothetical Farmer Brown from the marketing challenge routinely faced by producers of
differcntiated products. As Dr. Stockum explained: “It is common for advertising and other
promotional activity to benefit a competitor ditfcrent from (and in addition ta) the firm that
funded the advertising.” CX012 {Stockum Rebuttal Reporty at 9 17, Tiis observation was

echoed by Respondent’s marketing expert, Dr. Wind:

I'know as a fact that whenever one company advertises, it affects other
companies. For example, if Heinz advertises ketchup, other sales of other
ketchup also tend fo go up. S0 many times what vou have 15, n & sense, by
stimulating the demand for a given brand, you are stimulating the demand for
other products, other substitute products or similar products . . . . 8o thai's a fact
of life.

Wind Drep. (TX51) 126:6-127:1. Dr. Wind testified that there are “tons of examples™ of one
[irm capitalizing upon the markering activities of a competitar, Wind Dep. (TX%91) 133:15-

134:8. The prospect of free-riding does not however lead sellers of consumer producis to
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abandon all advertising.™ Instead, Dr. Wind explained, sellers generally respond to this
challenge by sharpening their marketing campaigns ("emphasiz{ing] the uniqueness of their
offering™), and by using advertising and other marketing tools to create a distinet identity for the

target product,™

Even within the recorded music industry, the free-riding issue identified by Respondents
is commonplace: Advertising intended 10 benefit one album often leads to sales of eompeting
albums (perhaps an older album by the same artist on a diflerent label, perhiaps an album by an
entirely different artist), CPF % 315.7 In this regard, Warner's experience marketing 3T2

during 1994 is instructive it not nniguee. Warner anticipated competition from PolyGram

™ Dr. Wind could not identify a single instance where spillover led a firm to cease
advertising its product. Wind Dep. (1X91) 128:6-129:6.

™ Dr. Crdover also acknowledged that the spillover effect from advertising often has an
inconsequential effect on the firm’s incentives to advertise. Ordover Dep. (TX90) 199:11-15
([T |here zre plenty of activities that firm[s] undertake fully aware of these kind of spillover
cffecis and saying to themselves, well, the effect 1s there but it's cither insignificani or T can live
with it and do what I intend to do.”). See aiso CX612 (Stockwun Rebuital Expert Report) 117
(*With regard to wha Dr. Crdover calls ‘marketing burz’ some degree of spillover is inevitable,
and prabably an inconsequential by-praduct of a competitive market — most oficn ignored by
firms and policy-makers alike.”™).

i PolvGram executive Bert Cloeckaert testified at depasitien that PolyGram is often the
bengficiary of the spillover effect of advertising. Cloeckaert Dep. (TX97) 46:3-17 (PolvGram
benasfits when a competitor offers an attractive product becanse more “people are tempted to go
Lo a record store . .. and when you go there, there is a chance that you pick up something else.
Since we are a major player, the chance they pick anything from us is significant.™). See afso
CPEq 314

Respondents’ economic expert Dr. Ordover agreed that free riding on advertising is
cormmonplace. See RX716 {Ordover Expert Roport) § 36 (Fincremental consumier foot traffic at
music retailers” generated by promotion of 3T3 may have benefitted not just 3T1 and 3T2, but
recorded classical music taken as a whele), Ordover Dep. (JX90) 130:1-21 (free nding concern
could anse whenever a recording artist moves from one record company 1o another, although
“their magnitude may depend on the circumstances™).

33



(3T1). CPF 99233, 235. But Wamer did not forge all advertising (and Wamer did not seek a
moraiorium with its rival). CPF 1Y 233-242. Instead, Wamner devised an aggressive marketing
campaign aimed at distinguishing 3T2 and conavincing consumers that 3T2 was preferable to
3T1. CPF §236. One PolvGram executive described Warner's effort in support of 3T2 as “the
most impressive campaign [ have seen in my days.””® Warner's marketing campaign for 3T2
was g success; the project was profitable; and four years later Wamer was anxious to acquire

distribution rights to 3T3 — initially without the participation of PolyGram, CPF Y 57, 253-256.

Given that advertising for one product often will {to some depree) benefit rival products,

more than just logt sales is required in order to justify a resort to price fixing —or else

 price-fixing agreements would be the rule rather than the exception. See H. HOVENKAMP, XII
ANTITRUST Law Y 20321 at 184 (1999) (*free nding is uhiquitous in our seciety™ ). The case
law therefore requires Respondents to show a danger that, because of free riding and absent a

restraint, advertising for 3T3 would have disappeared or have been substantially cartailed.

The ¢vidence on this issue does not support Bespondents’ free-riding defense.
Wilnesses representing both Warner and PolyCGram testified that 3T3 would have been
aggressively and appropriately promoted without the moratonium, and indeed thal the
moralorium had no signtticant effcet on the resources devoted to advertising and promoting
313. O°Brien Mé: 12-21; 490:19-22 (*I think that 3T3 would have been appropriately marketed
and promoted in the Uni‘red. States without regard fo the moratorinm with PolyGram.™);

Saintilan Dep. (JX94) 88:18-89:17, 194:2-195:9 (moratorium did not aflect advertising

* Hidalgo Dep. (TX88 ) 46:15-47-10.
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expenditures for 3T3). This proposition was, in effect, lested and confirmmed in June 1998, when
it appeared to PolyGram that the Three Tenors moratorium would fall apart. At that time,
.PnlyGrﬂm did not alter its marketing strategy or ¢ut back on ity advertising budget. PolyGram's
only respoense was to notify its operating companies that if Wamner were found selling 3T2 at
discounted prices in any terrilory, then the local PolyGram operating company could respond by
discounting 3T1. CPF ] 139-141.7

Respondents’ economic expert, Dr. Ordover, opined that if there were a serfous free-
riding problem in connection with the marketing of 3T3, the problem existed in Europe but not
the United States. Ordover Dep. (TXO0) 36:25-37:4 (“for whatcver reason, the United States
market scemed to have somewhat different dynamics than the feared dynamics in other
countries™).” Dr. Ordover calculated that the magnitude of sales diverted from 3T3 to 3T1 in
the United States due to free-riding during the moratorium period {August - October 1998)
would have been quite simall (sales of less than $86,000 per menth), CPI' Y 329, Dr. Ordover

wayg thus mmable to conclude that free-riding in the United States would have had a significant

impaci on the venurers” incenlives lo advertise 3T3. Ordover Dep, (TX90) 158:25-159:21 ("1

" In 1998, PolyGram and Wamer did not quantify the extert to which consumers drawn
to record stores by promotion for 3T3 would (absent the moratorium) have purchased 3T or
3T2. O'Brien 491:13-18 ("We would not have — we would not have atternpted 1o quantify the
impact of ihat. It would be extracrdinarily difficult to do.™); Saintilan Dep. {JX%4} 82:4-11 (*No,
| didn’t quantify. Isimply felt that it was an issue. . ™).

™ See aiso RX716 (Ordover Expert Report) | 49 (“the challenged restraints were crafted
to address the parties” concerns over pricing and advertising campaigns that might be
implemented in Europe and other regions outside of the United States™);, Ordover Dep. (TX90)
22:8-10 (""this alleged moratorium, which I don’t think actually pertained to the United States in
any meamingful way"); 25:24-25 (moratorium “would have beent a non-event from the standpoint
ol U.S. distribution™); 27:15-16 {moratorium was “a non-issue in the 1.5, Although, it might
have been viewed as a major issue in Europe.™).
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can't opine. AsTsaid before, it seems to be that at least in the United States the whole thing

was likely 10 be — turned out to be & non-event for a variety of reasons,™).” Do e e

In sum, the Three Tenors moratorium agreement was not necessary 1o preserve
incentives to advertise and promote 3T3 in the United Stares. Respondents” free-riding defense
therefore fails. TRES126 F.T.C. at 605 (free-tiding defcnse rejected where there was no
cvidence that the clubs” fatlure to provide particular services “had, or was likely to have, the

:1)_8[1'

effect of driving those services from the market

B. PolyGram and Warner Shared the Cost of Advertising 3T3
Even assuming that there way a legitimate concern with free-riding here {such as may
gxist for potato farmers), there is also a well-gstablished solution: joint advertising

arrangements. Professor Hovenkamp explains:

™ See also Ordover Dep. (JX90) 55:2-8 (Dr. Ordover “cannot answer the question™
whether the moratorivm was reasonably necessary [ur the efficient markeling ol 3T3 in the
United States); Ordover Dep. (JX90) 23:11-25:

Again, just 1o repeat myself, it is my view that moratorium did not affect the
Dinited States for the reasons that we just went through; Z.e.] it was not
implemented, B, it was never designed to effect the United States, as far as I could
tell, and, three, from the deposition record, which [ have read, which is all I have
to go on at this point, 18 that Warner, which [ gather was — you know, which was
responsible for marketing, they say they were marketing as well as they could in
the United States and they were devoting all the resources they thought were
required to market the new release.

¥ Imsofar as discounting and promotion of 3T1 by PolyGrum presented a competitive
challenge to Warner®s efforis to sell 3T3 in the United Stales, the effect may have been to
inereasc {rather than decrease} Warner's incentive to advertisc 3T3. Ordover Dep. (TX920)
115:16-116:13. In other words, the moratorium agreement may have led to Tess advertising of
313.
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In a competitive markef Farmer Brown cannoet afiord to pay for advertising that
bene(its all local producers of potatees. She will not advertise at all, even though
the effect of the advertising would be to give consumers befter information. -
Iowever, the farmers colleetively could increase their joint welfare, as well as
that of consumers, if they organized a potate growing association, and cach paid
a proportionate share of the costs of the advertising. In that case both the benefit
and the cost would be shared by all growers.™

Where firms that share the benefits from advertising also share of the costs of such advertising,
any Free-riding problemn is remedied. TRES, 126 F.T.C. at 602 (“compensation to the high

service retaller eliminates free-rider problems™} ™

Like the eooperating potato farmers, PolyGram and Wamner decided to share the cost of
promoting 3T3 in the United States, on a 50:50 basis. O’Brien 412;18-420;9 (if Wamer
purchased a television advertisement for 3T3, then half the cost would be borne Ey Wamer and
half the cost would be borne by PolyGram).® As a matter of jaw, the ability of PolyGram and
Warner to compensate one another for the value of the 3T3 advertising defeats the free-riding

defense. E g, Chicaze Profil Sports, 961 F.2d at 675, and Uenergl Leaseways, Inc. v. National

¥ H. Hovenkamp, Federaf Antftrust Policy: The Law of Comperition and its Practice
§ 5.2b3 at 203 {2d od. 1999),

¥ See also H. Hovenkamp, Federal Antiirust Folicy: The Law of Competition ard its
Practice § 5.2b3 at 203 {2d ed. 199%); Carlton & Perloff, Madern indusirial Organization at 331
(1994) (*advertising subsidy from the manufacturer to the dealer prevents the free-riding probiem
from eroding the dealer’s incentive to advertise™).

* The license agrecment hetween Wamer and PolyGram provides that the two music
companics shall each be entitled to 50 percent of the net profits and net losses derived from sales
of 3T3 worldwide., Any advertising or marketing expenses incurred by either parly are to be
deducted from revennes for purposes of calculating net profits (losses). Given the financial
structure of the venture, every dollar spent in the United States by Wamer to promote 3T3 is
partially reimbursed by PolyGram; fifty cents comes from each of the vemurers. CPF 9 336.
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Truck Leasing Ass'n, 744 F.2d 588, 592 (7% Cir. 1984).4

Chicage Prof’l Sporis involved a challenge to a National Basketball Association rule
restricting the number of basketball games that could be telecast by individual teams. The Court
of ;!;Lppcals concluded that this inherently suspect cuiput restraint could not be justified by the
asserted need to prevent one team (the Chicage Bulls) from free riding on advertising [unded by
other teams in the league. Judge Easterbrook explained thatf the Chicago team could instead be
required to compensate other teams (and the league as a whole) for the henefits provided.
“Free-tiding is the diversion of value from a business rival’s efforts without payment . . . . When
payment 15 possible, free-riding is not a problem because the ‘ride’ is not free.” Chicage Proff

Sports, 961 F.2d at 673.%

Y See also High Technology Careers v. Sun Jose Mercury News, 996 F.2d 987, 992 (99
Cir. 1993); United Stares v. Microsofi Corp., 1998-2 Trade Cas. (CCH) Y 72, 261 at 82,682
{1D.12.C. 1998) {(summary judgment decision} ("Microsoft also argues that imitations on OLSs
[online service providers] are justified to prevent “free-riding” by other browser manufacturers an
Microsnft’s investment in support for the development of improved versions of OLSs’ software
the agreements commit it to undertake . . ., [However,] in order to recoup its investment,
Microsoft could simply charge (3.8s a fee rather than extract exclusionary rights. "), Toys & L7,
fae, 126 FT.C. at 601 ("[Free-riding] concerns evaporate becanse TRU is compensated for the
services, and there 1s no threat that the services will be driven from the market.™), &4, 221 F.3d
528, 938 (7™ Cir. 2000 {*[The toy] manufacturers were paying for the services TRU furmished,
such as advertising, full-ling product stocking, and extensive inventories . . . . [Tjhus these
services were not susceptible to froe riding. s H. HovENKAMP, X1 ANTITRUST LAW 4 2223b at
334 (1999). '

% Respondents” attempt to distinguish Chicago Prof’ Sporis from the instant casc is
unpersuasive. Respondents assert that PolyGram and Warner may both benefit from advertising
for 3T3. But it is equally true that every tearmn in the National Basketball Association may bhenefit
from the leapgue’s promotional expenditures. Respondents charge that Wamer and PobyGram
would continue to have an mcentive to discount ¢atalogue Three Tenors products regardless of
heww financial responsibility for advertising is allocaled. The benefit of sharing advertising
expenses is not that PolyGram then loses the incentive to discount 3T1, but that such discounting
(which benefits consmmers directly) then docs not harm consumers indirectly by eliminating
ineentives to promote 3T3.-
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General Leayeways is also directly on puint. The case involved an association of local
companies that leased and maintained trucks. The antitrust challenge addressed an agreement
among the trucking companiss that no member could expand its business into the territory of
another member. To the charge that this was an illegal market division agreement, defendants
asserteid the following free-riding defense, Each company was obligated to perform emergency
repairs on trueks owned by other members of the association that broke down in the repairer’s
territory. Absent the restraint, ohe member of the association may prow 5o large relative to
others “that it was consistently dematiding more repairs . . . than it was performing.™ 744 F.2d
at 592. This efficlency justification was summarily rejected. Judge Posner coneluded that, as

aembers of the association charge one anoiher for the emergency repair service, free riding

was not a threat,

Respondents contend that whereas PolyGram and Warner allocate the costs of
advertising on a 50:50 basis, the division of benefits from 3 T3 advertising may not be precisely
equal. The TRL' decision addresses this precise issne. It is not important that compensation
from one competitor to the another be “exactly the right amount,” the Commission explaine:d. It
is sufficient that the cost-sharing mechanism “cnsurcls] the continuation of the beneficial

activity.” TRLU, 126 F1U.C. at 602,

Warner and PolyGram agreed to share the cost of advertising and promoting 3T3 upon
terms satisfactory to them. This limited form of cooperation climinates the free-riding problam
and obviates the need for the parties to engage in price-fixing or to adopt an advertising ban,
CPF 1y 335-340. See H. HOVENE AMP, XTIT ANTITRUST LAW 9 2223b3 at 334 (1999) (“[F]ree
rider defenses should be rejected when the linm that controls the input is able to sell, rather than
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wive away, the pood or service that is subject to the free ride.™).™

C. Other Less Restrictive Alternatives

Other substantially less restrictive alternatives for addressing the free-riding concern
were available to PolyGram and Wamer. First, as Respondents {and therr expert Dr. Ordover)
assert that any free-iiding probiem was located in Europe and nod the United States, the scope of

the moratoriun could also have been limited to Europe. CPF 341,

In addition, the theoretical danger that advertising for 313 may have benefitted the older
Three Tenors albums arose principally because 3T3 was not sufficiently different from 3T1 and
317, RX617 (Ordover Expert Report) % 16, 31. But there is no reason why Three Tenors

albums must be as fungible as polsloes. CPF 344, In 1994, Wamer used the urﬂinary tools of

% Tn N(CAA, the Supreme Court rejected without cornment the NCAA’s arpument that its
telecast restrictions had the potential to reduce free riding on advertising. One may speculate
that, as with other issues, the Court was guided by the Solicitor General’s amicus curige brief,
which explains why there was “no merit” to the free-niding argument, Among the deficiencies
idenfified was the absence of evidence that advertising was truly at risk:

[Tjhere is no reason lo believe that a network wonld not adequately promote its
own NCAA foothall broadcasts . . . because olher games mighi also be televised
on other networks . . . Networks vigorously promote particular situation comedies,
soap oporas, advenlure serics, movies, collcge basketball games, and major sports
events, even though other networks have similar propramming. There appears to
be no lack of promotion and resultant decrease in output because networks fear
frec-riding by their competitors.

United States Amicus Curiae Brief in Support of Affirmance at n 17, NCAA v. Board of Regents,
463 11.8. 85 (1984) (No. 83-271).

¥ There is no evidence that, during the moratorium period, discounted copies of 3T1 and
3T2 would have been rensshipped from the United States to Europe. Nor is there evidence that

such transshipment would disrupt the marketing of 3T3 in the United States or anywhere else.
CPF "M 342-343,
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. marketing {¢.g., packaging, advertising) to create a unique identity for 3T2, distinet from 371,

CPF 99 235-241. A similar strategy could have been pursued for 3T3 in 1998.%

To recap: The benefits of advertising commeonly spill over to products that compete with
the product that the advertiser intends to promote. The existence of some spillover benefit is
not sufficient to justify an agrecment to restrain price competition or other suspect restraints.
The arguments advanced by Respondents would apply to a price fixing agreement between
I'olyGram and Wamer in 1994, to facilitate the launch of 3T2. Or a price fixing agreement
ameng PolyGram, Warner, and Sony in 2000 to facilitate the launch of the Thyee Tenors
Christmas album. Plainly, Respondents arguments prove oo much. This is not to deny that free
riding .. a bona fide concern in a small number of antitrust cases (usually cases challenging
vertical restraints}. But if free riding on adverlising were a substantial problem for Respondents
in 1998 {and this has not been demoenstrated), then cost sharing and other mechanizms were the

appropriate remedy.

VIII. Thc Meoratorium Was Not Necessary to Avoid Consumer Confusion

Respondents arpue that the moratorinm helped eliminate the rigk that some consurmers

would confuse the various Three Tenors albums and not purchase the new album that they

8 See TX1 06 (Meore Rebuttal Expert Repert) T 5-11; Moore 123:10-135:9; Ordover
Drep. (JX90) 144:15-23 {“Surely, the further away you pul the product in a product space, the less
of a competitive challenge it faces froim the cataloeg of the same performer.”™).

To the extent that 3T3 is undiffercntiated from 3T1 and 3T2 -~ and vulnerable to price
competition — this is attributable to decisions made by PolyGram and ils collaborators. Firms
marketing undifferentiated or homogeneous products generally are forced to compete on the
basis of price. Cf Petruzzi’s G4 Supermarkets v. Darling-Defaware Co., 998 F2d 1224, 1236-
1237 (3d Cir, 1993). Price competition is precisely what PolyGram and Warner sought to avoid
with the moratorium. )

61



. infended to buy, The claim apparently is that competition is enhanced if 3T1 and 3T2 are high
priced and hidden away from vainerable and undiscerning consumers. Analogous challenges to
consumer sovereignty were dismissed by the Supreme Court in both 77D and N¥SPE, with the
observation that the argument amounts to “nothing less than a frontal assanlt on the basic policy

of the Sherman Act.™

There is no evidence that consurners were actually confused in selecting among the
various Three Tenors alburms — only that PolyGram marketing manager Paul Saintilan was
“concerned” that confusion may arise, CPF 4 347-350. This gut-feeling was not based upon

research, data, or observation. According to Saintilan, “It was simply a concern.™ CPF 9 347

Tl vonsumer confusion theory is not onfy unproven, it 1s implausible. After ali, why
would it be confusing for consumers fo choose among 3T1, 3T2, and 3T3? Would it be more
difficult for consumers to select a Three Tenors album than, say, a Frank Sinatra album,® or a
long distance carrier, or & defergent, or a compuler, or 4n aulomobile? Respondents offer no
answer to these questions. This is plainly an insufficlent basis upon which to justify suspect

testrainis on competitive activity.™

Y IFD, 476 U.8. at 463 {rciceting claim that providing x-rays {o itsurance companies will
necessarily lead them to make unwise and dangerous choices); MSFE, 435 U.S. at 694 (rejecting
claim that competitive bidding will necessarily lead to inferior enginecting work).

% The on-line music seller Amazon.com lists over 300 Frank Sinatra albums, offered by
several different music companies. Printout from www. amazon.com, incliided in Appendix B to

Complammt Counsel’s Proposed Findings of Fact, Conclysions of Law, Order and Memorandwun
itt Support Thereof and Order, Tab 3 (*Appendix B™).

"' Assuming argriendo soma potential for confusion, uniform prices and less advertising
likely aggravaie the problem. Absent the moratorium, significant discounting of 3T1 and 3T2
could have helped to differentiate these products from the new Three Tenors release. CPF Y
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Maoreover, the sources of confusion identified by Respondents conld readily have been
remedied though measures far less restrictive than the moratorium. I the cover art for 3T3
resembles the cover art for 311 and 3T2, then a less restrictive remedy was to make the
packaging for 3T3 more distinct, CPF q 351. Respondents assert that if older Three Tenors
albums had been aggressively discounted, then music retailers may have positioned these
products alongside 3T3 in their steres, resulting in 2 “cluttered selling proposition.” But
Saintilan acknowledged that music retailers have the incentive and ability to display their
products in a manner that would not confuse their customers. CPF 9 356-357. In the United
States, Wamner could have worked with music retailers to ensure that 373 was displaved

appropriatels » mansner that eonsumers would not find eonfusing. CPF 7 358-359.%

Ewven if there were a consumcer confusion problem, a scller is not permitied to make its

355, Advertising campaigns on behalf of 3T1 and 3T2 could have etnphasized the dishinetive
featurcs of these albums (as was done in 1994). CPF Y 354. In other words, the competitive
activity squelched by the moratorium sheuld dispel rather then foster copsumer confusion. Cf
Law v NCAA, 134 F.3d at 1024 (defendant must show that restraint would be an effective
method of achieving the asserted efficiency).

* Kevin Gore, the head of Poly{iram Classics in the United States, agreed that a record
company should make its best case to consumers, and then permit each consumer to select the
album of his choice.

(: If there weore a simation where the catalog would cannibalize salcs of the now relcasc,
is there anything you could do to limit that? . . .

A: You know, its all about the messazge that you send in your marketing, and if the
nrarketing is strang enough to point consumers te the new record, then you could only —
vou conld only do so much to lead the consumer to the purchase. At that point it’s the
consumer’ s responsibility to fipure out what they want, and its your duty to make sure
that the message is as clear as possible as the owner of that content.

Gore Doep. (JTXB7) 72:12-73:1; CPF 1 360.

63



. product appear unique by inducing a competitor to withdraw its competing producs.™ As a

matter of law, confusing competition is preferred to the clarity offered by monopolization and

collusion.™

IX. The Moratoriam Was Naot a Necessary
Component of a Sound Marketing Strategy

Respondents’ “marketing stratepy” argument starts with this counter-factual: Suppose
311, 312, and 3T3 were owned by a single firm and viewed as a single product line. The
hvpathetical Three Tenors monopolist, Respondents assert, “might well” forgo discounting and
promotion of 3T1 and 3T2 upon the ;clca&n of 3T3. Respondents’ Trial Brief at 13. From this
counter-factual, Respondents hurdle to the conclusion that the moratorium was necessary to a
commercially sound marketing strategy. As detailed helow, this argument is Fogically flawed

and deficlent as a matter of law.

Respondents have not domonstrated dhat a Three Tetors nonopolist would elact not to

promote 3T 1 and 3T2 upon the release of 3T3, only that it “might well” do 50.”* But even if the

 NCAA4, 468 U.S, at 116-17; accord Summary Degision Order at 14

™ See, e.g, United States v. Western Fleciric Ca, 583 F. Supp. 1257, 1260 (D.D.C. 1984}
(“There is no doubt that some find eonfusion in the mushrooming of [telephone] service and
cquipment options that have become available in the wake of [the AT&T] divestilure; others may
regard such proliferation as healthy in (hat they give the consumer grealer choice at potentizally
lower prices. In any event, that policy dispute, too, s resolved by the antitrust laws and the
decree.”™).

® PolyGram Vice President Bert Cloeckaeit testificd that, in considering how best to co-
market a new release and catalogue albums by the same artist, there are as many different
theories as there are marketing executives. Some marketers prefer to promeote catalogue albums
at the same time ax the new release. CPF {362, As there iz no single correct or efficient co-
markeling strategy for the various Three Tenors albums, the moratorium cannot be judged to be
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suppression of 3T1 and 312 were the monopolist’s preferred strategy; this would not
demonstrate that the strategy is pro-competitive. Respondents’ marketing expert Dr. Yoram- - - -
Wind suggests that il a single Grom owned 371, 3T2, and 3T3 then it should consider a market
segmentation strategy — promoting differcnt products to different groups of consumers at
different times, and restricting intra-firm competition. This 15 permissible in the hypothetical
world where onc firm owns all three products. But for competitors to agrae to seek out separate
custemer groups (that is, to allocate markets), Is a patently anticompetitive and therefore

unlawiul stratcgy. See Palmer, 498 U..S. at 49,

Rexpondents” speculations concerning the marketing strategy of a hypothetical Three
Tenors monopolist ca ..ziefore tell us litile about the legitimacy of the moratorium agreement,
Antitrast law recognizes a fundamental distinction between unilaleral conduct and concerted
corduct; it is axiomatic that a single firm may act in ways that are impermissible to the members
of a joint venture ** Chicago ProfTT Sports is again instructive, The Court of Appeals
considered an agrcement among professional basketball ieams limiting the number of games
that an individual team may [icense for broadeast in competition with the league’s national
television contracts. The league argued, and the court acknowled ged that single-firm licensors
of entertainnent products often enter into exclusive license arrangements with & single network.
The leaguc sought to do no more. But this analogy Lo single [irm conduct did not persuade the

Court of Appeals. Modest cost savings may be achieved by any joint selling arrangement; such

necessary. (f NCA4, 468118 at 114 (rejecting NCAA's efficiency defense because “NCAA
football eould be marketed just as effectively without the television plan™).

% Copperweld Corp. v. Independence Tube Corp., 467 U.S. 752, 768 (1984).
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efficiency henefits are ordinarily not considered to be a snfficient justification for the adoption
of presumptively anlicompelilive restrainly, The WBA's marketing strategy arpument, - -~

apparently identical to the ¢laim advanced here by Respendents, was thus rejected.

Lacking any case support for the their marketing strategy defense, Respondents refer the
Court to the Collahorations Guidelines, Example 10, A careful reading of Example 10 does not
suppoert Respondents” argument. The hypothetical is as follows, Two manufacturers of word-
processing software form a joint venture to develop and market a new word-processing program
that neither party could develop separately. The venturers agree that “neither [party] will sell its
previously designed word-processing program once their jointly developed product is ready to
he mtroduced.™ This resis - ., i 15 claimed, 15 necessary to ensure that each party contributes
appropriately to the markeling effort, and wall not misappropriate the co-venturer’s marketing
contributions. As evidence of the underlyving opportunismy/free-rider problem, the ventutrers
point to: (i} documents in both firms’ files dating from the time of the negotiations showing that
the opporhumisin ¢oncern 15 not pretextual; and (it) the experience of & similar software joint

ventore, launched without the suspect restraint, that was unsuceessful.

The Collabaration Guidelines offer no conclusion as to whether the hypothesized
agrcernent hol to umnlpete would or would not be subject to summary condermmation, Still it 13
noteworthy that the Collaboration Guidelines express skepticism regarding whether one firm is
capable of “misappropriating the gther’s marketing coniribulions,” We are told that, in order to
determine whether full rule of rcason analysis is necessary, the fact-finder would have to
consider, infer afia, whether the “the specification and monitoring of each participant’s
marketing contributions could be a *practical, significantly less restrictive’ alternative to
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prohibiting oulside sales ol pre-existing products.”

Respondents cite Example 10 for the proposition that joint venture partners may be
prohibited from competing with the venture in order to foster “the cooperation and trust™
necessary for the success of the 3T3 joint venture. This misreads the Coflaboraiion Guidelines.
Example 1 indicates that such generalities do not justify suspect restraints: the competitive

problem must be identified with specificity and proven Lo be valid.*

As suggested by Example 10, Respondents are obligated to answef the following
question: Why is the suppression of 3T1 and 3T2 necessary to the effective marketing of 3T37?
In 1954, Warn_er marketed 3"1“2 cffectively and successfully without suppressing 3TI. In 2000,
Sony released the fm-lrth Three 1enors album, consisting principally of Christmas songs. Sony
marketed its Three Tenors album without seclang a moratorium on the marketing of previous
Three Tenors albums. CPF % 230-232. Respondenis have not explained what was different in

1993,

The rcal issuc is nolt thal uﬁusmncm are confused by multiple Three Tenors products.
{Sec Point VI, suprea.). The problem, according to O"Brien of Warner, is thal consumers are
discerning. Given a choice between 313 and ene of the older Throe Tenors albuems, some
consumers may view a discounted 3T1 or 3T2 as the better value, CPF % 301-302. The safest

way for PolyGram and Warner to maximize their profits on 3T3 was therefore to agree 10

* Example 10 also illustrates the following unexceptional propesitions: (i) free riding is a
plausible concemn in the context of joint ventures; {ii) the plausibility of an efficiency defense is
enhanced where the issue is identified as a problem by the venturers in advance of the formation
of the venlure, and reflected in contemporanecus documents; (iii) the Commission may lock to
similar vealures 1o assess the validity of the claimed business justification; and {iv) less
restrictive alternatives, if available, defeat the claimed efficiency defense.
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maintain high prices on the older Three Tenors recordings.

The regrettable fact that 3T3 was (in the eyes of the record companies and perhaps =~
conswmers) 2 disappointing product cannot justify an effort by the venturers io insulate this
product from competition. CPF §363. A similar argument was rejected in NC44. The NCAA
joint venture argued that a restriction on the telecast of college football games was necessary in
order to proteet live attendance at games. Such a strategy, the Supreme Court explaied, wonld

diminish rather than enhance conswmer welfare:

The NCAA's arpument that its television plan [restricting the number of collepe
fooiball games televised] is necessary to protect live attendance is . . . [based] on
a fzar that the product will not prove sufficiently attractive to draw live
attepdance whon faces + ipetition from televised games. At bottom the
NCAA’s position is that tiuset sales for most college gamies are unable to
compete in a frce market. The television plan protects ticket sales by lirniting
output — just as any monopolist increases revennes by reducing output. By
seeking o insulate live tekel sales from the full spectrum of competition because
of its assumption that the product itself is insufficiently attractive to consumers,
petitioner forwards a justification that is inconsistent with the basic pelicy of the
Sherman Act.

NCAA 468 U S at [16-1170

The NCAA case thus requires the rejection of Respondents’ claim that the moratorium
was necessary for the marketing of 3T3. Anp efficient restraint is ong that promaotes consumer
welfare (e.g., reduces costs, improves quaiity, enhances innovation); it does not merely facilitatc
the sale of a potentially undesired product, The Three Tenors moratorium agreement fails this

{undamental test,

X, The Moratorium Agreement [s Not a Legitimaie Strategy for Produet Promation

Rand Hoffman, both a PolyGram aftorney and a trizl witness, advanced the claim that if
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the moratorium agreement succeeded in generating substantial early sales of 3T3, such sales
would gamer publicity for this new product, Hoffman 3650:4-§ ("If a record 15 number one in
the [Billboard] charts, you might read something in Entertainment Weekly about how it’s
nurmber one in the charts and then more people will buy it and the effect sort of snowballs.™).
This development benefits Respondents in two ways. First, the added publicity increases the
venturers” profits from the sale of 3T3. Second, the commercial suceess of 3T3 may increase
the value of later Three Tenors releases {Greatest Hits album, Box Set}. Once again, then,
Respondents are asking the Court to place the interests of the record companies shead of the

intercsts of consumers,

Getting to the “fop of the cha.. . i part a certification of quality. A consumer may
think: if all of those people enjoyed 3T3 then so will I. Recognize, however, that 3T3's victory
in this contest is 2 fraud, The impressive sales of 313 do not reflect the desicability of this
album. Rather, PolyGram and Warner have manipulated ihe marketplace to hide from
conswmers the availabiiity of 3T3's closest substitutes. The new Three Tenors glhum is
protected from the risk of diverted sales that affects every other recording — but this fact is not
disciosed to record buyers. As the Supremie Court has observed, ar increase in output that is the
result of misleading information is properly viewed as an anticompetitive effect. T4, 526

U.S. at 774-75.

Consurner deception is not the only reason to reject the elaimed cfficiency rationale.
Any time that a firm withdraws from the market at the behest of a rival, this will enable the
surviving competitor to generate additional conswmer atiention, salcs, and profits. But courts
have consistently ruled that such by-products of cartelization are not a cognizable antitrust
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defensc. For example, the Brown Liniversity case rejected that claim that a price restraint may
benefit consumers by channeling resources into other modes of competition {e. g, effonis to
improve quality). According te the Court of Appeals: “This is niot the kind of pra-competitive
virlue contemplated under the [Sherman] Act, but rather ane mere consequence of limiling price
competition.” 5 F.3d at 675. In the same way, suppressing promction of 3T1 and 3T2 may by
default [ead consumers to pay greater attention to 3173, but this is not a pro-competitive

benefit®?

Respondents also cannot serionsly contend that the moratorium agreement was a
nccessary strategy for publicizing 3T3. For a media powerhouse like Warner, the urujateral and
less restrictive altematiﬂ.;: mctimds of genc. .ug attention for 373 wc.rc limitless. The
compainy’s marketing plan for 3T3 in the United States indicates that the following promotional

activities were planned:

- PBS broadcast of the Three Tenors concert in Paris

- release of a single (“You'll Never Walk Alone™)

- release of 4 music video

- advertisement in the company’s menthiy sales catalog

- four color sales brochures

* See alvo NCAA, 468 118, at 116-117 (increased ticket sales is not & legitimate
Justification for Bmitations on telecasts of college football); Catalano, 446 U.5. ar 64%:

ilIn any case in which competitors are able to increase the price level or to
curlail production by agreement, it could be argued that the agreement has
the effcet of making the market more attractive to potential new entrants.
If that potential justifies horizontal agreements among competitors
imposing one kind of voluntary restramt or another on their compelitive
freedom, it would seem to follow that the more successful an agreement is
in raising the price level, the safer it i3 from antitrust attack. Nothing
could be more inconsistent with our cases.
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- three minute sales presentation piece for the Warner convention

- six foot 1211 stand up floor merchandisers in the shape of the Eiffel Tower
- newspaper and magaziné- ads . - |
- store circulars

- prominent positioning in retail stores (e.g., endeaps, front counter displays, listening
stations}

- radio spots

- televison ads

- posters

- mailers

- New York City transit bus tall ads

- Access Hollywood feature to coincide with albwm release
- E! Entertainment TV piece

- special web-site (featuring video infem-~~ws with the Tenors, conductor James Levine
and Tibor Rudas, & tour of Pavarotti’s o _.ang room and a fan bulletin board and chat
TOCH)

CPF § 191. Beyond all this, Warner could have attempted to enhance inifial sales of 3T3 (and
reah the top of the sales charts) by offering consumers a discounted price. That 1s, in licu of

raising the price of 3T1 and 3T2, Respondents could have reduced the pricc of 373,

In sum, the claim that the Three Tenors moratorium helped promote early sales of 3T3
fails on four counts: the stratepy was deceprive, the strategy did not benefit consumers, the

strategy was unnecessary, and the strategy was illegitimate as a matter of law.

X1. Respondents’ Arguments Regarding Implementation
of the Moratorium Are Without Merit :

The following two propositions are clear from (he evidence and not disputed by
Respondents: (1) in the United States during the moralorium period (August 1 to October 15,

19981, there was no significant discounting or advertising of 3T1 by PolyGram;
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{ii) in the United States during the moratorivm periad, there was no significant discounting or
advertising of 3T2 by Warner. CPF 7§ 196-205. In other words, the conspirators conformed
their conduct to the terms of their agreement. Respondents assert, however, that PolyGram
withdrew from the moratorium agreement, that PolyGram did not implement the agreement, and
that neither PolyGram nor Wamer would have discounted or advertised 3T1/3T2 regardless of
any agreement. These contentions are unsupporled by the evidence, and insufficient o establish

a valid antitrusi defense.

A PolyGram’s Claimed Withdrawal from the Conspiracy
Is Not a Legally Valid 1¥efense

Section 5 of the FTC Act (tike Section 1 ... we Sherman Act) proscribes anticompetitive
agreements.  Although the subseguent withdraweal fiom an unlawful agrecment may mitigate a
defendant’s damages in a civil suit or toll the statute of limitations, it does not erase the
underlying violation, “It is the ‘contracl, combination or conspiracy, in restraint of trade or
comnmeres’ which §1 of the Aci strikes down, whether the concerted activity be wholly nascent
or abortive on the one hand, or successtul on the other.™ Secorp-Vaewem O Co,, 310 ULS. at
224 1.59. See afso United Statexs v Hayter Cif Co_, 51 F.3d 1265, 1270-71 (6th Cir, 1993)
(“Because the price-fixing agreement constilutes the crime, the government is only required to
prove that the agreement existed during the statute of limitations period and that the defendant
knowingly entered into that agreement’™); Unifed States v. Mobile Materials, Inc., 871 F.24 902,
Q08 (10th Cir. 1989) (per curlam), modified per curiam, 881 F.2d %66 (1989) (“The essence of 2
§ 1 Sherman Act violation {s a combination and conspiracy in restraint of trade . .. The

combination and conspiracy is prehibited without regard to the success or failure of the
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concerted activity.”) (citations ominted); Konik v. Champiain Valley Physicians Hospital
Medical Center, 733 F.2d 1007, 1019 (2d Cir. 1984), ceri. denied, 469 U5, 884 (1984) (“The
focus of § 1is the agreernent or the cormbination. Such an agreement in restraint of frade need
not be carried out in order for § 1 to be violated.”), H. HOVENK AME, XII ANTITRUST LAW

Y 2004a at 61 {1999) (“The action the Sherman Act condemns is not only the sale of a good ar
fixed pnce, bul the mere agreement to fix the price. As a result, a vielation can be found even

when the defendant made no sales whatsoever, or made no sales at the fixed p-riee.”].

Even if Respondents could show that the Three Tenors moratorium was not filly
implemented, this would not be a valid defense. The government is not required to prove any
overt acts in furtherance oi“thé alle:ge;d COMEPMIrAcY. o, . Heafm, Lid v, Pirhas, 500 U.S.
322, 330(1991) (“the essence of any violation of § 1 is the illegal agreement itself — rather than
the overt acts performed in furtherance of it™)y, Nash v. United States, 229 1.8, 373, 378 (1913)
{Holmes, I.) (Sherman Act “does not make the domg of any act other than the act of conspiring
a condition of liability™); United States v, Mobile Marerials, Inc., 8§71 F.2d at 908 (“overt acts
need not be alleged™); United States v. Mifler, 771 F2d 1219, 1226 (9th Cir. 1985) {(“Because
the Sherman Act punishes the mere act of conspiring, overt acts in firtherance of the couspiracy
need not be alleped.™); United States v. Portsmouth Paving Corp., 694 F.2d 312, 324 (4" Cir.
1982) (Section 1 “proscribes agreement alone, and no overt act to further the apreement need he
shown.”). Nor is the government required to show that thv.: conspimcy was successlul, Dnifed

States v. Gravely, $40 F.2d 1156, 1161 (4" Cir. 1938),
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(iiven that an unaccepted invitation to collude can give rise to antitrust liability,™ it

Section 5.

3. PolyGram Did Net Withdraw from the Moratorinm A greement

Where withdrawal from a conspiracy is legally relevant (e.g., for purposes of calculating
damages), the burden of affirmatively establishing the elements of an effective withdrawal falls
upon the defendant. Uwited Staves v. Hoyter Off Co., 51 F.38 at 1270-71. “A mere change of
policy, a mere cessation of invelvement, is not effective withdrawal from a conspiracy.” nre
Brand Name Prescription Drugs Antitrust Litigation, 7777 "4 599, 616 (7% Cir. 1997). Te
astablish withdrawal, Respondents rnust show (1} affirmative acls inconsistent with the object of
the conspiracy, that {ii) were communicated in 8 manner reasonably caiculated to reach co-
conspirators. Lhuited States v. Unfted States Gypsum Co., 438 U.S. 422, 464-65 (1978); United
States v. Finegione, 816 F.2d 583, 589 {11th Cir 1987}, PolyGram has not met its burden with

respect to cither of these elemenis.

Respondents withdrawal argument rests on two very shaky legs. First, Paul Sainiilan

testified at deposition that in July 1998 he informed Warner executive Anthony O’Bricn that

® United States v. American Airlines, 743 F.2d 1114, 1121 (5" Cir. L9984, cert. denfed,
474 U8, 1601 {1985} (unaceepted invitation to fix prices condemned under Scction 2 as
attcinpied monopolization), cert. dismissed, 474 U.S. 1001 {1983). In a series of consent
decrees, the Commission has endorsed the proposition that an invitation to collude may violate
Section 5 of the FTC Act. Iu re: MacDerwid, Inc., 2000 FTC LEXIS 35 (2000); i1 re: Stone
Coniginer Corp., 1998 FTC LEXIS 15 (1998); In re: Precisiom Mmilding Co., 122F.T.C. 104
(1998); /n re; YKK (USA) Fae , 116 FT.C. 628 {1993} Inre: 4 F. Clevite, Inc., 116 F.T.C. 389
C1993); Jn re: Quadity Trailer Procucts Corp., 115 F.T.C. 944 (1992).
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PolyGram would net implement the moratorium. But O Brien testified at trial and denied that
such conversation ever occurred. CPF Y 181-182. In fact, no PolyGram representati ve ever
told O'Brien that PolyGram intended to withdraw from its agreement not to compete, CPF

183-18a.

The documentary record supports (' Brien’s recitation of the facts. With regard 1o the
moraterium, Saintilan was a prolific creator of documents. We bave three e-mail messages
from Saintilan to his Supervisﬁrs reporting on his efforls to secure asswrances that Warner would
coruply with the moraterium on a worldwide basis;'™ and yet, no document memorializes a
conversation about “withdranval.™ In July 1998, in an effort to conceal his actions, Saintilan
destroyed documents regarding the moratorium, but he had ... _entive to destroy exculpatory
materiais. CPF Y 169. Saintilan was scheduled 1o testify at trial, bul Respondents chose not to
call him and expose him to cross-examination. It is most likedy then that the eonversation

described by Saintilan never took place.

The second lep of the withdrawal argument relates to communications among company
attorneys in July 1998, Yet, no witness testified that, during July 1998 or at any other time, a
PolyGram attormmey communicated to Warner PolyGram's intention to withdraw from the

moratoriwn agreement. CPF % 176. Ne documeni evidences such a commumnication,

All that the documents show is that Warner and Poly(iram attorneys exchanged draft
versions of what later became the August 10 letter from O'Brien to Saintilan (purperting to

reject the moratorium proposed by PolyGram). CPF ] 177-179. These communications cannot

1% 1X3; TX4; TH66.
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constitute PolyGram’s effective withdrawal from the conspiracy for three reasons. (1) The
August 10 letier (and all drafis thereof} describe Warner’s intended conduct, not PolyGram’s
intended actions. (2} The Angust 10 letier refers o Warner’s inlended conduct in Furope only,
and does not refer to the United States; (3) Most itnportantly, the August 10 letter was later
countermanded by ©'Brien. CPF 9 176-182. That is, O'Brien telephoned Saintilan shortly
after August 10, 1998, and communicated that — notwithstanding the letter prepared by company
attorngys — Warner intended to implement the moratorinm in the United States and worldwade.
CPF % 181. During this conversation, Saintilan obvipusly had an opportunity to inform (O’ Brien
that PolyGram would not implement the moratorium — if such was its plan. Saintilan did not do

so. CPF " 182,

Warner perceived and understood that PolyGrarn was in fact complying with the
moratorium on a worldwide basis betwveen August | and October 15, 1998, {'Brien testified to
this. CPF 19 196, 199-200, 206-210. And the contemperansous documents confirm that
PolyUrani’s supposed “withdrawal” was not commumnicated to Wamner: only after October 15
did Warner executives felt free to promote 3T2; only after October 153 did Warner exceutives
anticipate that PolyGram would discount 3Tt C.PFI T 212-216. Little weight can be aceorded

to deposition testimony that conflicts with the contemporaneous writtep record,'"!

W Unired States v. United States Gypsum Co., 333 U.S. at 396. Accord Millar v. FCC,
F07 F.2d 1530, 1541 (D.C. Cir. 1983}, Gainesville Utifitier Dep’t v. Florida Power & Light Co.,
573 F.2d 292, 301 n. 14 (5" Cir. 1978), cert. denied, 439 1.8, 966 (1978); Pension Benefit
Guaranty Corp. v. Envirodvne Industries, Inc., 1988 U.S. Dist. LEXIS 16044 *2-3 (N.D. Il
1988) (“[TTesticnony of events long ago can be colored by time, trauma, and self-interest, even
with the best of pood faith. The paper trail is, therefore, the more reliable evidence . , . when the
contemporaneous docwnents and later testimony differ.”™),
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Whatever PolyGram managers thought or intended, withdrawal was never
communicated to co-conspirators at Warner. An uncommunicated withdrawal from a

conspiracy has no legal import.

C. Insubstantial Discounting of 3T1 in Europe

Is Not Evidence of Withdrawal from the Conspiracy

On Judy 30, 1998, Paul Saintilan sent a memorandum to PolyGram operaling companies
in Curope stating that therc was no agreement, and had been no agreement, between PolyGram
and Warner to forgo discounting and advertising of Three Tenors produets. CPF 9 170-175.
During the August through Ociober time frame, there was an insignificant volume of
discounting of 3T1 by Polv(Gram in Europe — so insignificant thai it . .i even noticed by
Wamner., CPFY 211. These actions do not evidence PolvGram's withdrawal from the Three
Tenors moratorinm agreemen!. A more accuraie characterization would be that Saintilan
alfempted Lo cuver up the conspiracy, and that some PolyGram operating companies were
cheating on the agreament  perhaps withow the consent of PolyGram’s senior decision-makers.
Cf United States v. Gravely, 840 F.2d 1156, 1161 (4" Cir. 1988) (affirming price fixing
conviction notwithstanding evidence that prices charged by conspirators did not always conform

o the agreement}.

Managers of the PoilyUram operating companies likely recopnized the July 30

notification from Saintilan as an effort to create 2 paper record, and not as a bona fide change in

12 Qaintilan’s July 30 memorandum denying the existence of the moratorium is patently
inaccurate. The only PolyGram empioyee ta testify at trial, Rand Hoffinan, admitied the
existence of the moratorium agreement. CPF 4172,
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policy. First, prior to July 30, PolyGram operating companies bad received at least three
memoranda from the company's ceniral management stating that there was a moratorium -
agreement with Wamer. Given this background, Saintilan’s denial of such agreement was
hardly credible. CPF 4 174. Second, after stating that the operating companies are free to
market 3T1 as they see fit, Saintilan’s memorandum goes on to warn that promoting 377 may
jeopardize a higher priority — sales of 3T3. In substance then, the moratorium was re-enforced
rather than negated, CPF 4 173. Third, for most operating companies, there was not encugh
lead time following the July 30 memorandum to develop and implement a marketing plan to
promote 371 with the release of 3T3 on August 10, Saintilan acknowledged this fact at his
deposition. CPF § 175, Fourth, Saintilan®s July 30 memorandum did «. = Tact authorize
pperaling companies lo discount 3T1; the operating companies were still required to seek and
secure comsent from Decca (ihe PolyGram affiliate that "owned” 3T1), and from PolyGram Vice
President Bert Clocekacrt. CPF 1 174. One and only one PolyGram operating company (Spain)

sought and recetved permission to discount 3T1 during the moraterium peried. CPFY211.

Respondents claim that, apart from Spain, there were discounted sales of 3T1 in Europe
between Angust 1 and Getober 15, 1998, The basis for this contention is one document created
tor purposes of this litigation. Even assuming the reliability of this document, some discounting
of 3T1 is not evidence that PolyGram failed to comply with iis agreement with Warper, In
nagotiating the maratorium agreement, Warner and PolyGram discussed the fact that, outside of
the United States, some discounting of alder Three Tenors products upon the release of 3T3
would be unavoidable. in some markets, operating compamecs would need 1o honor

commitments made to retallers. CPFY 211. Further, PolyGram’s central management did not
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have complete control over the wholesale prices of some operating companies. CPF 1 136.

Whatever its root cause, the discounting of 3T1 hy PnlfGram during the moratorinm
period was so insignificant that it was not noticed by Warner. CPF 7208, As described above,
Warner execulives continued to believe that the moratorium was in place and acted aceordingly.
And insofar as the asserted discounting took place in BEurope, it did nothing to ameliorate the

injury 1o 118, consumers.

D. Respondents® Claim that PolyGram Would Not Hayve Discountcd
in the United States Absent the Moratorium Is Not a Valid Defense

The claim that PolyGram and Warmer would not have discounted or promoted catalogne
Three Tenors products in the United Siates even absent their agreement is no detense. There is
isufficient evidence to determing precisely what the parties” prices would have been if they had
acted unilaterally. The decisive fact, however, is that Respondents chose pot to act unilaterally,
but instead to enter into an unlawful agreement, Palmer v ARG illustrates this precept. One
law review company, BRG, had never done husiness outside of Georgia, and did not intend to
do so.”" Nevertheless, the markel allocation scheme, in which BRG agreed with a competitor to
opcrate in Georgia only, was jﬂged 10 be a per se violation, See also United States v. W.F.
Brinkicy & Son Constr. Co., 783 F.2d 1157, 1160 {4th Cir. 1986) (claim that agrcement with
competitor did not influence contractor’s bid is not a defense to bid rigging; “accepting the
appellants’ position would lead to self-serving testimony in virtually every bid rgging trial™);

Lee-Mpore Ol Co. v, Usion Gif Co,, 399 F2d 1299, 1301-1302 (4th Cir. 1979) (claim that a

' Palmer v. BRG of Georsia, Inc., 847 F.2d 1417, 1424 (11" Cir. 1989), amendzd, 893
F.2d 293 (1 1% Cir. 1990), rev'd, 498 U.S. 46 (1990),
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supplier could have unilaterally terminated a jobber is no defense where the supplier in fact
terminated the jobber in furtherance of a conspiracy o elimingte discounters); TRU, 126 E.T.C.
at 583 (plausible argument that toy manufacturers would unilaterally forgo sales to warehouse

clubs does not immunize agresment to boyeott the warehouse clubs); P. AREEDA &

H. ITovENKAMP, ANTITRUST Law 7 1509 at 368 (2001 Supp.} (“market divistons do nat
become reasonable merely because one of the partics did not intend to compete in the

surrendered market anyway™).

Respondents’ argument i3 cquivalent to clalming that the mintmum sclling price fixed by
PolyGram and Warner was reasonable, or at the competitive level. This defense waz rejected by
the Supreme Court decades ago in Trenton Patieries Co., 273 115, 2t 397-8 (Price vixing
agreements are unlawtol *without the necessity of minute inquiry [into] whether a particular
price 1s reasenable or unreasonable as fixed and without placing on the povernment in enforcing
the Sherman Law the burden of ascertaining from day to day whether it has hecome
unreasonable through the mere variation of economic conditions.™). See alve Catcdgne, 446
LS. at 647 {*“It is no excuse that the prices fixed arc themsclves reasonable.™); T. Kratlenmaker,
Per Se Violations in Antitrust Law. Confusing Offenzes With Dejé_me.s, 77 GEo. LJ. 165, 173
(1988) (“[A]ntitrust law has rejecied as per se impermissible the defense to a price-fixing claim
that the fixed prices were reasonable. Experience teaches that judges are not capable of
assuming the responsibility for measuring — as might a public utilities commission - the
reasonableness of every price in the U.S. economy. Principles embedded in the antitrust [aws
further tcach that the reasonable price is the one generated by the invisible hand of the
markatplace, not a price chosen by firms on one side of the market.™) (citations omitted).
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XII. The Challepged Resiraints Affect Interstaie Commerce

The Commission’s jurisdiction exiends to all matters in or affecting interstate
commerce. 15 U.S8.C. § 45, “[Plroper analysis focuses, not upon actual eonsequences, but
rather upon the potential barm that would ensue if the conspiracy were successful.” Sumrmif

Health Led, 500 118, at 330.

Both 3771 and 3T2 are sold in interstate commerce. It follows that the agreement to
forga discounting and advertising of these products affected or had the potential to affect

interstate commerce. CPF % 27-31.

XIII. Each Of The Respondenis Is Individually Liable -

A corporation may be held liable under the antitrust laws for the conduct of its agent if
the apent acted within the scope of his actual or apparent awthority. £.g., dmerican Sociedy of
AMechanical Engineers v. Hydrolevel Corp., 456 178, 356, 570 (1982). Here, Saintilan,
Hoflman and gthers acted with the aclual and/or apparent authorily w commit atl of the
PolyGram Re;r.pandcnts to the implementation of the Three Tenors moratorium. CPF m217-

228, Accordingly, each of the four Respondents is liable for violating Section 5.™

1% 11 the alternative, the various PolyGram corporations that collaborated in the
marketing of Three Tenors products should be viewed as 2 common enterprise ender the FTC
Act. Kronfeld Dep. (JX86) 15:2-16 {“PolyGram was a labyrinth of companies set up for specific
legal and tax reasons.™). See First National Citv Bank v. Banco Para El-Comercio Exterior, 462
115, 611, 629-630 (1983}, Six Wesr Retail Acquisition, Inc. v. Sory Theatre Management Corp.,
2000-1 Trade Cas. (CCH) Y 72,823 at 87,070-71 (S.D.N.Y. 2000, FIC v. U.S. Oil and Gas
Corp., Civil No. 83-1702-CIV-WMH, 1987 LS. Dist. Lexis 16137 al *62 {5.1). Fla. July 10,
1987).

The partigs’ stipulations provide that, because of various merpers: (i) Respondent Decca
15 suceessor 1o, and was formerly named, '|'he Decca Record Company Limited: (i) Respondent
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XIV. Issugnce of a Cease and Desist Order Against Respondents Is Appropriate

“[O]nce the Government has successfully bome the considerable burden of eﬁtablishi_ng
a vielation of law, 21l douhts as to the remedy are to be resolved in its favor.” United Siates. v.
E. L dhe Pont De Nemours and Co., 366 U..Si 316, 334 {1961). And vet, Respondents ask the
Courl not to Issue a cease and desist order in thiz matter, even following a finding of Liability.
According to Respondents, it i3 unclear when, if ever, a similar set of facts might converge and
lead to a situation where anolther measure like the moratorium might be considered.”
Respondents” Trial Brief at 15. This is hardly credible, given that the cfficiency justifications
proficred by Respondents apply equally well {or badly) to nearly any non-compete agreement

hetween firms selling close substitutes.

Section 5(b) of the FTC Act empowers the Commission to igsuc an order requiring a
respandent found 1o have engaged in unfair methods of compelition 1o “cease and desist™ from
such conduct. 15 U.S.C. § 45(b) (1997). See ABA Antitrust Scction, Astitrimt Law
Developments at 591 (4% ed. 1997Y; see also P. AREEDA & H. HOVENKAMP, ANTITRUST LAW
1 302¢ at 16-17 (2000), “The Commissien has wide discretion in its choice of 8 remedy deemed
adequafe to cope with the unlawful practices™ so long as the retnedy has a “reasonable relation
to the unlawe[ul practices found to exisl. Joced Siegef v FTC, 327 U.8. 608, 611-13 (1946).

Further, *“the Cominission is not lmited to prohibiting the illegal practice in the precise form in

LML s successor to, and was formerly named, PolyGram Records, Ine.; and {11i) Respondent
UMYD is successor to PolyGram Group Distribution, Ine. CPF 1% 9-13, 21-22. When two
corporations merge, the surviving corporation assumes the liahilities of the dissolved
corporation. £ g., General Elec. Capital Corp. v. Lease Resolution Corp., 128 F. 3 1074, 1083
(7% Cir. 1997); Leo v. Kerr-McGee Chemical Corp.. 37 F.3d 96, 99 .3 (3d Cir. 1994);15 W.
FLETCHER, CYCLOPEDIA OF THE LAW OF PRIVATE CORPORATIONS, § 7121 at 213 (19997,
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which it is found to have existed in the past. , . , it must be allowed effectively to close ail roads
to the prohibited poal, so that its order may not be by-passed with impunity.” FIC v. Rubercid.

Co., 343 U.S. 470, 473 (1952).

The Commission may issue an order even where the respoadent has discontinned the
illegal practice, where the possibility of a recurrence of the illegal activity exists. See United
Stutes v. Ovegon State Med'l Saciery, 343 U5, 326, 333 (1932) ("All it takes to make the cause
of action for relief by injunction is a real threat of fulure violation or a contemporary violation of
a nature likely to continue o reeur.”), WHE v. American Med Assoc., 895 F.2d 152, 366-68 {70
Cir. 1990}, cert. denied, 49_':3 LS. 927 (1990} and 498 ULS, 982 (1990 Ufficial Airline Guides,
fneo v, FTC 630 F2d. 920, 928 (2d Cir. 1980), cert denied, 430 118, 917 (1981}; xee also,
Marlene's, Inc. v. FTC, 216 F.2d 556, 560 (7" Cir. 1954), Where, as here, the respondents have
refsed lo acknowledge their past lawlessness, this may be viewed as evidence that the illegal

activity may recur. Wik, 893 F.2d at 366.

An order is clearly appropriate in the praseﬁt case, First, the marketing challenge that
gave rise to the Three Tenors moratorium is cettain to recur: the fear that a new release by a
civen artist may lose sales to the artist’s older albums. RESpﬂHdCI_‘lIS have recording contracts
with several artisis that formerly released albums with one of Respondents” competitors. CPF

M371-372.1%

Universal is engaged in other joint ventures where a similar incentive and opportunity to

" A music label may release an artist from his exclusive recording contract in veturn for
a rervalty on the artist’s first album on his new label. When this oceurs, Lhe Lwoe competing labels
may have a shared financial interest in the success of a particular album. Hoffman 357:12-25.
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restrain competition is presented. Specifically, Universal and Snn}f.haue formed a joint venture
known as “Pressplay™ to distribute music over the Internet. Universal, Sony, and other music
companies will provide their mpsic to the venture on a non-exclusive hasis. This means that
music products marketed by the venture may also be marketed (e ., by Sony) through
traditional retail outlets. Absent an order, Universal and Sony may find it profitable o fix prices
on products sold to retail stores in order to enhance the venture’s intemet sales and profits. CPF

5374,

The proposed Order submitted by Complaint Counsel would enjoin Respondents from
entering into future agreements similsr to the Three Tenors moratortum. Specilically, the core
substantive provisions of 1he Order would require Respondents to cease and desist from
goliciting, exttering into, or continuing any agreement with a competitor: (1) to fix, raise, or
stabilize prices, or (ii) to prohibit, restrict, or limit truthful, nondeceptive advertising ot
promoticn. These prohibitions would apply to the sale in or into the United States of any audio

or video product.

The propesed Onder contains limited exemptions to the above-described provisions
intended to permit Respopdents to engage in certain lawful and pro-competitive c-nndu::t.. First,
when Respondents and a competing seller jomtly produce a new audio or video product, the
Order does not bar the firms from jointly setting ihe price and jointly directing the advertising

and promotion for that product.™ Second, when Respondents and a compering seller enter into

1% In order to fall within this proviso, the collaborating pasties must each contribute
stigmificant assets toward production of the joint venture product so as to achieve pro-competitive
benefits. Sham collaborations will not shield an otherwise prohibited restraint,
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a legitimate joint venture, the order does not bar the firms from entering into ancillary restrainis
{affecting price, advertising, and/or promotion) reasonably related to the venture and reascrahly

necessary to achieve the pro-competitive benefits of the venture.'™

I'inally, the proposed Order inchides provisions designed to help the Commizsion

monitor Respondents” compliance with their substantive obligations.

CONCLESION

In 1998, PolyGram and Warner agreed to fix prices and ban advertising for certain andio
and video products featuring the Three Tenors. Because the moratoriun agreement resteicted
basic forms of competition, it is presumptively anticompetitive, Respondents have not met their

burden of demeonstrating a valid efficiency jusiification {or this conduct.

Respondents were apparently concerned that their new joint venture product, 373, could
lose sales to 3TL and 3TZ. The evidence does not demonstrate a substantial risk that sich lost
sales would symmificantly reduce incentives to promole 373, Further, PolyGram and Warner
were sharing the ;20513 of advertising 3T3 in the Unired States. 1t follows that, with regard 10
such advertising, neither PolyGram’s sales of 3T nor Warner’s sales of 312 are appropriaiely
regarded as free riding. Tn the words of Judge Fasterbrook: “T'ree-riding is the diversion of

valuc from a business rival’s efforts without payment . . . . When payment is possible, free-

"7 The proposed Order inchudes a third proviso that is designed 1o ensure thal the Order
does not impede Respondents’ ability to participate in industry efforts to discourage the
promotion of violent or otherwise inappropriate audio and video produets to children. Although
Respondents are generally prohibited from agrecing with a competitor to restrict trufhful and
non-deccptive adveriising, Respondents are expressly permitted io join with other sellers to
prevent the advertising, markeling or sale {o children of andic products or video products labeled
or rated with a parcntal advisory or cautionary statement as to content.
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riding is not g problem because the ‘ride’ is nol fiee.” Chicage Prof'f Sports, 961 F.2d a1 674-

0735,

Other efficiency justifications advanced by Respondents suffer fom one or more of the
following deficiencies: the argument is pretextual, the issue does not apply to the 11.8. marker,
the justification is without evidentiary suppert, the arenmtent i inconsistent with basic antitrest

principles.

The marketing challenge that lies at the heart of this case — that an artist’s older
recordings may capture sales at the expense of a new release issued by a competing record
company — accurs frequently. The Court should 1ssue an order that bars Respendents from, in
the futvre, responding to this chailenge by entenng inte agreemenis that unreasonably restrain

competition.

For all of these reasons, Cornplaint Counsel respectfiddly requests that Respondents be
adjadged to have violaled Sectron 5 of the FTC Act, and that the attached Order be entered

against the Respondents, together with any other relief that the Cousrt deems just.

Respectfully submitied,

Melizsa Westman-Chemnry
Counsel Supporting the Comploint

Bureau of Competitian
Federal Trade Commission
Washington, D.C.

Dated: May &, 2002
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APPENDIX A: EMPIRICAL LITERATURE
CONCERNING ADVERTISING RESTRICTIONS

Complaint counsel respectfully submits the following appendix to Complaint Counsel’s
I'indings of Fact. Conclusions of Law, Memorandum of Law in Support Thereof and Order. This
appéndix containg a summary of each of 18 empirical studies on the cffects of restrictions on
advertising upon prices snd consumer wellure. Each summary is followed by a copy of the

article being summarized.
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l.ee Benham, Yne Effect of Advertiving on the Price of Fyeglasses, 15 J L. & ECON, 337 {1972},

Scope ol Sturdy:

Canclusinms:

Atthe lime of Lhis study, the sale of eveplasses was subject 1o advertising
regalation i sonie, but not all states. Benham analyzed datzs trom a
naticnal suevey ol individudls concerning experditures on medical
services. In this survey, 634 individuals reported purchasing eveglasses,
The survey included demepraphic data about these individuals, and
infommation about the amount spenl by individuals for eyve examinations.
This allowed Renham to associate the prices paid for the eveglusses with
the state in which they were purchaszed,

LUlsing & multiple regression analysis. Benham conchuded that, eontrolling
for many demographic characteristics ol the consumers, consumers paid
substantially more for eveglasses in states with restriclions v cdverlising.
Renham concluded that advertising restrictions raized the average rctail
price by $7.48; the difference in price between the most restrictive state
{North Carolina} and the least restwiclive state (Distncl of Columbia) was
$19.50. Benham attempted to control for non-advertising restrictions on
eveplasses and prolessionals, as well a5 the quality of eveglasses providad.
Lle concluded that nzitbier nun-ad verlising restrictions nor variations in the
quality of eyeglasses could explain the price differences hetween states
with advertising restrictions and states without advertising restictions,
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THE EFFECT OF ADVERTISING DN THE
PRICE OF EYEGLASSES®

LPE EENEAM
Dwivgriin af Choopa

I InTRCDUCTION

TEE impact of advertizing on prices hae lomg beem 3 matter of Jisputs,
It has bewn argued that the persnasive aspests and tha product differ-
entiation effecis of advertisng tend io raise the prices of products €5 con-
sumers. Om the other hand, by providing conewrrrers with imformation abwout
products and altermatives in the matZet, allowing them to econemize on
search and to locate low-priced sellers more readily, advertizing mey tend
to iower prices to comsumers. It may alsa lower prices by allowing sellers or
produacers to economize or other mershandising costz and to toke advanizze
of economies of scale, On purely theoveteal grounds, therefore, no reliab'e
prediction can be made as to the overall effect of advertising on prizes?
Whils there has beer much discussion of this duestion, relativaly Yitle hes
peen ‘dene to estirate empirieally the ralationship betweenr adverbsing and
prices. Sorae studies have corepared prices for differant brands of Thormoge-
necmig” items, seme of which were acvertizad pnd zome of which wera net.
In general, .he advertised brands wera found to sell st highsr prices’ While
such comparisons have frequently neglanted sucy characterictics as guality
contrel, service provided with the sale, Incation af sales outlets, weiting Yrre

‘{0 purchass, and ipveptory and range uf stock’ availzhle, ft i5 ot my purpose

fere io further refine meastres of homogeseous commoditias, It iz ratker to
propose in alteriabive approach (o th's ouestion,
Ome way to undersiand beser the full impact of advertising on prices is

- ® I wonedd Gk 0 thenk Ronald Andershr for gensronsly making avalietls tie datg wwed

in this sindy, Sare FParesky foo aodstacce in editng t3e data, aod Haredd Pashrer far
computer progeamrding, Helnfu! comments by Guy Becker, Alsxandza Henkam, Harpld
Demagts, Revhen Eeme], Wiierd Mueler, and Llelvin Reder ave gratefully ecmowlsdged
ThE investigation was supported by PHS Grapt Nu=bher HROMAD Ernm the Na.ti.ana.l Crhe
ter Jor H=alth Sérvices Eesearch and Dovelopent,

1 See The Economint Advisory Group, The Etonoelow of Adverising: A Sfudy {29457,
2For ezample, Horden eompeimd the prieen of grivate sad manufictorers brands of

(myergl jteeas, An extrervs gras was thar of Bayer a5pkrin; in 1938 the wholesale prict for

the geperic aquivalent was ol 179 of the whelesals price for Eaywe. Sma Neil H, Bar-
feg, ‘I'hs Emnnn:m Fffects af Adwtsiug §rd (19443,
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333 THRE FOURWAL OF Law ANI ESOMOMTCS

to examine ma-kets for o produck io which adwertidng i orobibited ard ms
kets for the same procuct in which advertlsing iz elewed, comipasing
price structurss of the two iypes of markeis. Market orzanizaticn and py
srrciure mey he sgnificantly afected by the presence.in @ mazket of ey
one seiler who adverdses cr who potertizldy cae do so. The ful impast
prices of the exlstence of advertisng may be much greater than the pu
differences we obsesve when some producers of an item choose to adwe
i~ and athers do pot. '

Faor g veriety of gocds and serviesy, especially inn the service saetar, adm
“sing {s frequently prolubited by citfes or states, Ezarmples are most pardn
cf shysicians and dentists, srescuiption dmgs) snd eveplasses. Trnfortunatels
for most such items thers is Lttle if any variation in the restrictions imaoge
gcroas states. A majer excepHon is epaglesses: some state: prohibit adeer
ing related to eyeglasses and eye syaminatisne while ofhers da not, By o
amiring the pricas paid for these items by a sampla of individeals in gq
vategary of states, we may zain more insizht into the impact of adverdads
oo prces, -

II. ADVERTISIMNG ANR MIORMATION

Taz full eost of purchase (Cs) of 2 geod $a 4 consumer inelndes tod o
the cset of the ftem itéalf (O but the cost of Znowledge (0] comee
the loceden of sales guilets and prices and the Zost of time and ¢frarspo
Sem () required *n pxchage the itam: '

Ce=Cp G+ G

These comzonents of [l cost are in part jointlyr determriced. For & glven
cuency dispibufion of retafl prices afared {n the market, the distribution
prices Daid (C) will depard npea the excent of consumers’ knowledge of tf
alternatve prices avallable and the cosc of #me and tmaspertation. Pa
stucies have shown that both the mean and the dispersion of bricss paid gerts
erally decrease as the extent of seerch (krowledgs) increases” .
Tneafar as advertizing increases consumers’ kaowledge of alternative poe
iz the market, it wilk tend to decrease the meen ard disoersion of prices paf
If t4ere are sconomies of scele in retaitting the good, then the sffsct of adv
tising 1o lowaring mean prices should be ictensified.! Tn ganeral, large-volue

B Ses the wetk af Stigler snd ottess on the eeanarle of informaticn: Gearge T, S6g!
The Foonomics of Infotmabion, 6% 7. Pol Feow. 222 (1961); Bogar B Aleudy, Inform
Hon 2ad Fhe THsteution of Ddees, Sept 1970 [Dep't of Beon, Cole=hiz Univ, wopby
listed paper presentsd at Zad World Copgress of Eoozomette Sodety, Sambedge,

4 Zowever, the corsequences for price dspersian are jesa cleav.pirt, When aemamie 3
zeale mest, the sigs distribution of firms will be changed by advestsing. Consegrenthy, o
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lew-price sellers are depedent vpon drawing mmsumers Zom & wide area
and consequently oeed to Inform their potental cuswmers of the advaniages
of coruny to them. If advertizing 1s prohilited, they may not be able 1o gea-
erats the hecessary sales to Dafatain the low prices. In such a situation, tae
aost of distemizating informatien to consuress will more than offet the
other economies of scale, At the same time, the lkelthond that gmallvelime
high-priced retaflers survive in the market will increase. Consequently, the
diskribution of retall prices offered will shiit upward, The question wider con-
cjderation, here is tha exten: to which eccmomies remnlting from the informa-
fion provided throwgh advertising are ofset by the rosis of advertising and by
prochzct differemtiatic. :

I, ADvE:RTIELNG RESTRICTrONS T T Mainwzt ron EvECLASSES

The advertisicg of eyeglizses and efe examinations {a cenirolied in many
states by variou state agencies, From 3 predominatt.y-laisser-faise stnation
in the firer decades of this century, tEe trend has hesn toward incregsed reg-
plation zod restrictisn of adwertising, Im 1063, che year for which data o
prices were avalable for this study, approximately thres-quarters of the states
had same regulaticos againgt advertidng. Some s*stes prohibitad emly price
adverticing while orthers allowed. virtuzlly oo information concermne eys
eEATGinAtions or eyeglasaes to be published, Broadeast or in any way distrib-
uted® Sinpa 19£3, several addicional states heve intreduced reetrictions. Tha
following excerpts are taken from 1043 laws, :

Azlaners: T foliowing Acts are herebp. deslared to be unlewfal Acwe: ... For
por optcristddst, physician, sargeon, individual, firm, parfzersklp, corperation,
wholesaler, jobbey cr recaller ta solizit the sals of spactacles, eyveglzeses, lonses,
poltsek lanses, frames, moubntags, prisms, or soy other aptical apoiianeces or devices,
eye axainasiors or vimral services inchrdng visiem training ar arthepHes by madia,
wincow diseley, television, telephone directory dlsplay advartisswnent, 2ewepeoer
gdverfisemant Derd bills, ciroulars, prospectus, posters, médHon pictures, sterropd-
con Blides or any gihes prinied publication or rediom op by aoy other means of

awetagt cost of fme snd teospartatioa to puschese Eoe giwn item may incwase, V6D ad
wo5ts of infarmation fell, Tn this dtwcton, the diepersion of pices pald Wi depend upen
evvera] fagton fmcluding fhe cost of Hae gnd fsanaportetien to comswoaers agd the fumee
deopal reletipeship between prices sad wojume. of slas,

8 Becagse sellers are prevented foom adverdsing through pormal chencels, they aem nat
necrrezrily meevented Svam providing informotion thyongh oeher methods, The allicg #f-
{omr withip & stoze is o pard & sebstitcie for geoeral ecyesrdzing, Toint sale arangeepents
may e devnltped (whes pérmitted) to tzke atvackge of tocoumer krowlsdpe coneern-
ing lew pricsd for other items which cer be adve-tssd, Tnsofar ex these other ways of i-
frrmp afpsminting tvm olouga Bibatitites Sor eegular advasdsing, then the proaibition will
a0t have much effect, .
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adversizezient; ar 4o uze Aoy metbnd or means 3f baiveg peoscading, or emlicing
tke public Mo buwing spectazlss, evegiasses, lenoes, rorcact lﬂnseh, frames, mourt-
ings, orsms, oo other optical zppliapces ov devices for wisual comectfion or rallef
cf tae visual sysiem of o trodn the visual system .

Mothing in thiz Act except az smoreadly p“ﬂ‘-“ld&ﬂ. nt.'n:tw= hezein thall azply
to physldans and musgeoms, na= o perscor whe sall evezlassas, spectzcles, lmoses,
freries, meuntings, or orisms at wholesale on individual préscsipticna to cpiome-
trists, physiciama, ard sergeons, ., 2
© Flodda: Any cestificate af registrafon granted Sy the Florda sisoe boedrd of
CRICHELTY . , . moay be revoked ow s2id boerd, i the pemsaa . |, is found guilty of
unprofeseional cemducd, . . o "Uepsofessioral conducd .. 25 defimed to mean any
coaduct of & chatzcter likely to deceive or defrand fhe publis, inciudiog among
cther thinge fres sgasstpation adverising, ptize advestiziog, Slibeard adwertising,
nee of amy advertisiap either drecty or indizecidy, whelker printed, radin, dis-
play, or of aTy netsre which seels to saliiic poactice oo any installment paymenc
ar crice piaz. . . .

14 &5 unlawsil for eny perser, B or cotpomden to ., advertse elther dipecly
or indlrectly by any means whatzeever any definmite oz indefizite price ¢z eredit
terms on presopiptive of correctioe levises fremmes, ¢orplste prescrintre ar cosrective
glasses or acy cptometric sevice; o adwerties in ary menver that will tand to rds.
lead o decedvp fhe pibie; ta soleit opiotnetre patzonage by advertidog chat 2s ar
some other peraen o group of perons posaess Setter quatificndons o aoe Dest
teeined to perform the service or to render azp npeometric service pursuant to suck:
advertising, Tafn sechiom ig pacsed in the intereed of public reaith eafaty a=nd wel
fare, and its providons snall be Sherally coostroed o mocy out its objscts aod g
poees,

A sacvey was made of several stare beards of opomstry concermning the
girtetang ueed to ecforce these regulztions. Injopctions and sospeacions of
licenge for peclods up 2 @ yesr were the most common saacdcrs Tendgped
by the resprmdents, In some cazes they said that Anes were devied and leenges
revelized, There appears to be careiul policing and emjorcement ot these reg-
ulaboms in most states.

IV. FricE THFTEREMTIALE ASSOCIATID WITH
AnVERTISING RESTRICTICNS

The dsta on ysglass and eye examinaticn prices uzed in thiz study wets
thiaired from a 1963 survey of a cational sawols of individvals, The sarvey
exaweined use of zod expenditures on medical services.® Tha presmd study

A T5¢ Blie Bogk of Optetnetiste BT-83 (Z354].

THd, ot taf-4%,

B Zas Banald Apdemar & Odin W, Andersen, A Decade of Hezlin Zevices: Sodsl Sut-
wop Trends i Tas and Expendituree (1367,
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1ces 8 subsamgle of 334 individeals who edch underwen? an eve exardpaiica
acd /or obiained = palr of eveplzsses In 2963, I1 acditlan to the aroant soent
by individuals for eye examicarors and eveglasses, detsiled demcgraphic
informaton an =ach infvidual was ineleded in the sereey. With tafs infor.
matien, the prices paid for eye exarinatons and eveglasses could De asso-
ceted with the gtate of purchasge, .

The analysic belcw deals principally with eyeglasses and not with eye
examinationg; wery few states pe-mitted advertising of eye examinalions n
1043, Howevar, 201 incividuaks in the survey quoted only the combined price
of the ezaminstien and glesses, Since relaZively litils variation {n the cost of
eye czamimaticns wag immnd across statss and sirce prices of examinalons
and eveglasses were nof aiphly corselated acrogs states? the evetematic varie-
tion in total cost exammined here i3 assumed to refect vadation in the coat of
eveglassea, .

To estimate the differeniial in prices associated with probibition of adver-
Halng, two comparizons were mace. First, B mean pres paid for sysglecss
end the mean price pald for eyeglasses and eye ezamination togethsr wers
slkulated for indiwiduals lving in states with and without testrictions on
edvertizing, Next, sines ‘ke demographic chasacteristics of individnzls in the
sexnple were not uniform eeross the states, the following simple model was
used o estimate price dEfferentials, :

]
P,—=u+ﬁ=xu+zﬁ’x“+“‘

1=3

whara P, iz the price paid ty indivicual { for his eyeglasses;

.y is & dummy varable which equals 1 if individual i purchased
his eyeglasses it a state with commplets prohibition of advertis-
ing, aad =quals 0 otherwise;

Ka, . ., % ase total famly facome, age, sez, end famlly sizet

Thus P, estimates tie averzze diferemcs in dollars paid for eyeglasses
hatwesn states with complete orehibition of advertising amd states
witherat suck prohibition. :

B Sipbes woth low prizes foo eysglasses had = Ligher proportdon of combined prics quetss,
Thit might ditguise lower mean prices for exazinztion o theee states,

19 These va-lahles might account for ke diferenies i press pald ecvom stater To addh.
tnn, yedeor other combifialions o yerishle gt shown here wem rmriined; meludies
aduratian of lodividieal, sace of iodivicaal, sze ol <ty of resideno, axd Teon lewad of
advoeban and jneome i eognfy of restdanes, Tae epeffcent of the advertisicg vadeble
was bgsteally wocheged when thess lmtier vadables wese incleded in the estimating equa-
tiem, - .
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TABLE 1
MEsw CosT off Bremasszs axp Moy CORBINEY CO6T 0F ETE EImaodoimTon Firs
Eveazasits oo 1563 a5 &4 Fureoow or Begtahions o ACYSETISCHG IF STATTS

{in Dollar)
Gtatns with Etates with
Comolate Adverssmng Mo Adverssing
Raatrictlons Heatecriong
Poptlation Graup z X By q XXy
Epmglates Alone
13 AL mdividugls 350s BB 25,14 ur £
3} AQ individuzls i Tewas, N4 P3| ) :‘,‘.r 15.50

Worth Carcling, end the
Tvistrict of Colombiz
Breplatern g Fye Txaminatinny Comhbined
3 AL tmdtywidu i 42,58 il Rl 261 136

¢ AT indjyidugls fm Toxas, 0.3 ar BL.ET B .78
MNorts Cafnling, aed the
Dstrict of Cohookia

There appeats to be ro sdngle mast satisfactory way to categsrize states by
{398 exzten: to which they restzict advertising, s two sais of estroales are poe-
sented ta indicate the Hkely rangs of impact, The first set of estimates (Table
f,ling 1 and Tabla 2, equation 1% is based en 2ll individuals prurchasfng epe-
glasses i [963 in states sither with Co restrctons oo advertising ar io states
with camplets prohibition of it.2®

To estimate the provable wpper bound of the effects of adveriising rasdc-
t{ons, the zecond sot of estimates {Table 1, e 2 and Talle 2, equation 23 is
based ouly on Individuals Fyving In states at ‘he estremes: Texas and the Diss
et of Columbia, extreme laiggez-falre atates, versug North Carslra a stats
with extendve restrictfons it force for a namber of years poior to 1963 {dence

11 Seywral sourom of inforretion were used S0 dstereoe ctates’ restrictiozs on edvertiz-
ing. Stabe wes woo webvased, a suovey of satr sptometty beard membom was maeds,
1953 newspapers from severs: siates wepe samp.ed to tearch for eveplase adwertse=eric,
end optometrists in sevess] states wrare centacted. The piroblesa wea &2 ascerta’s act only
he “meteaimte sgafnet adyertsing by apicestrdsts but alio the resirai-fs apalnst adyvertisee
By other sellers, To sotne stades apiocuetcdsts weys peohibited from adve-fising but opi-
vigns or commescial Sros were permitted to gdwerfise, Stater were claszfied a5 aTowing
acverising if amy eelle=y wers permitted to adwartbe. Despite the aforementionsd search,
Bt wuy nob pogsible to cleesify meyersl states sposfactadly, Furthermeore, Qo was excloded
bemuse Sties appamctly had regclaosy auchority ever adwertSiog; Mew Jeoswey wae -
cluded beravse the mdivid:als samated dved predmmdoanty sras Mow Foxe Cily, creating
substantisl dlasmifieation problome, Ir additisan, 42e proi=sl sarvey did noe Melede respoa-
dents fom some stats, Iz the estimates Jere, states casefed 49 2aving no restrictlons oo
adverteimg in 1543 are: Alebame, the Diziriet of Celiwbia Georgie, [DErpis, Indizea,
Kansgs, Maryland, Michigen, Mznessim, Misons, Teeas and Wtah, Stafae Jagified as
hawing total prahititon of acdverbsizg a-— Arbaness, Massackosette, North Casclive,
Farth Daketa, C¥izhome, and South Carolina, '
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Lreby 1o heve the long-run effects of thess restrictions i evidecce). Tais lat-
‘er set of =stimates is Ukely to overstate the impac: of advertising rest-ictons,
since North Carollma hed pther laws which weuld tend to raiss prices inde-
pendent of advertizing regulatiors, and the sroporfen of the oial price dif-
ference which can be atidhuted to acvertising reswictons cannot be deter-
mined zf this stzpe,

In ‘be first set of estimates, the diference in rean prices aof eyaglasses he-
iween the two eategories of sta‘es is $6.70, with the lower meszn price found
In states haying 1o advartising reetrictione [T'ehle 1, line 13,29 Tha rezression
estimate of the differerce {5 sirtila~ $7.48 {Tadle 2, eqration 1), The differ.

" egte ig price betwesn the mnst ard leaet restrictive atates fe much larger,

$19.50 as measured Ly mearg (Teble I, ling 2) end 21230 ag mersured by
the regression coeffirient [Table I, enuation 2, Estimates vsirg combired
cast of eyeplasses and eye exmminations yield the same resvlts, alibough the
absclute differsncs is sornewhar smeller in gre ceee (Tehle 2, equaion 37,
Daspite the shorteomings of these ezfrimtez® *hey serve to {ndicate she
directon and magritude of effect, The egtimates of gyeglase orices alesa sup.
gest that advertising restrictons in this markzet increase the prices paid by
£3 per cent to more than 100 per peme* Furthermore, these estiveates are

12 The eoeficlent of varfalim in prices (5/H0 & alsc smadler io stafes which dow ad-
verising (897 e qompered with staies which prohibtt adwertidng (730,

15 The cocficlent of debermination 18 Iow in these esibmates, I- wims of predicfog the
prites paid by individnals jor eveglresea the madsl is shwiogsiy tmeomplets, A Bigher T2
would Se degirable, but teralis of this arder are (omTod Io estimatss of ecopomic wodes
wiich use individval data Ome of fhe Hkaly cozsems fav the Iow B2 in this tase i5 the
eamgasured yariaton in type and quelity of evsglisses porehzsed, Io the surrey osod,
indiwiduai were not askes ahont the speclficatinn or quality of frores end eyeglasses
puerchased. However, provided thet quality is upesrrslated with the edvert'sing wmdgthle

"X, the oeeffcient B, i85 an urhipsed estimete of the systemetc ofoce of adwvertisirg oo

price, TR [usue in Siecussed fafre at 34548,

It a5 alse been cuggesied thet the ¢1¥erence 1o prites hetweer states with adverdsag
and statss without 9 cue to systamatic wadaber in types of servies prowidsd: whase
phrsiciang are the more frequent source of eye camm, that is, In the resticdve gtates (e
Table 4), fa=s for hoo-roufine Serviced m=y Leve beth moze Eequenthr ipcluded =ith
fmes for oy czamloationd ind oegladses. Alboogh afl the wrlgina] questinonales wers
acartnad fer gny fadicatisn dhat semdoms ofRer fhan aye examinddten and eysplasass were
provided, apd these cases were emcladed Lom the estmates of (e papw, the po=tibity
mmaing that & ‘ew too-rortae itens may have besn ineloded in the sgmple. To B if g
Isw oxpir=ve cases Affecied the oyverall results, serdion poced Jop eysglasiss were
mlewfated, The diferencs in medien peiezs héteeezn states with adverticf=g and srarss
without is 5430, end hetwetn Morth Carslna aad Teras and the Distrigt af Coluzkia
iz 31400, with fhe Ripser prices in the states eestdctog advefising,

1% 4 forfher comparison was mace OF samgling, through pemoaal wmts, “he peices oF
eveZiasses at nisetsen opticiaps, opiometrist, end commarcial frees W Tozms and MNew
Mexicn in iy, 1371 & poics quotz wes mguesiad {cr evegiatfes wits 8 given Jens and
frame specificaticn without an tmemipation. The mean prics sa=pled i Mew hexicn, a
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likely to understate the total savings to comsumers occasioned by advertising,
since the searck process itself is less espenslve whem information 5 more
readily and cheaply availahlel®

V. ALTERNATIVE EXF_ANATIONS 77 OBSERVED FPRICE DIFFERENTIALS

Some bave-argued that in this modei sdvertigng -estetions serve rly s
a prozy for other restzainis oo compesiton.t® If this is sp, then the highar
prices observec [n states with reazictions on edvertisicg may be ImproperTy
attributed io the adwerdsing restrictieme. For examles, interstate herders to
mob{lity for eptometrists 4nd cpticians might arconot for the obsarved price
difarenrizls, If there ere effective barrers ta eniry in some states, there will
be ar art’ficiaily Jow number of optometrists ard apticiang tes canita thara 17
and thig in turn will be reflectsd in higher prices. If states resrictng adver.
tising also keep the number of aptomotriets snd opticizng armficially ow by
restrictiong en entey, then the higker pricsg might be imappropriately sttrib.
uted to advertsng restricticna.

To examping this question, the equatians in Table 1 were re-estma‘ed fo.
¢ding 25 2dditional variables the number of apenmet='sts and apsisfans pes
capita, To the extert thad barrers to entry are systematically azsneisted
with the restrictions an advertising, the ceeffcient of the adveritsing varizhle
should be reduced I absolute valze when these two varables are added to
the egusiion. However, the coeficien? of Xy was essentially rnchanged when
these two variables were added,

Meny other t3pes of regulatiors, if vigorodely or selectvely enforced, conld

state with meserirtong on edwertising, wras 83170 {a—10) ond iz Texes, g state withant
neziticdens, $35.90 fn=19). The cifference in masn priced pajd o coostmers would e
lztger thap those fgums indicsps, sfoes the volione of s:le i1 the ow-priced £rms in
Texzae & mnck larger tham the average volume of the cther oriZets,

Crempreem iz Mew Mewice - apierst pot commetey unaware of the lewer prices
in Terzs, A zzwapaper editer frozm Afurquercue, New Mazieo told Profusor Wale Brozen
af the Tpiversity of Chicago that some fzrmiies bad in the past driven from Alkggusrgqee
ta Amarille, Tems to peochase gladdes, & distaapk of 285 miles,

L6 Other pwocizted cobm of purclise such o tzpnsporteden and dime enske reguirsd te
purchese itemns mmey Increase with adwertising, If g0, ‘Ge sevinge in sresch wonld 2o pac-
tally affsst.

18 A related atgument soggesty that ecvertistng resiricdons se=ve =9 & promy for collosive
behzwley by salleed, Sistce thev 32w = lirgs tenier of esfablichreents ih the statss inelided
hers, eFective colluslan appears walisly without tome metbod of enfarccment, Toe most
Ikely metkod would tppear b0 Be sopafe laom or temuadiome, If prohiBitHon of aEvertising
io the smly method vsed to reducs cowperition, thas the acguenent preseated wacler bolds,
If other mestrictiwe logislation i5 nvclyed, thar the feue is that diserssed in this secton.

17 Far discuerdom of s {seee, zee L. Benkam, & Maeris & M Reder, Migrdon, Doca-
den pnd Remomerndon of Blecical Bessnpoel: Physidens ard Dhentists, 20 Rev, Ezan, &
Stat, 352 ([1958).
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seduice sompetitinn and ra’se prices. These tange fram restricdions or emzloy-
ment gf optometrists to extra-legal harassment, Unforrinately, they czomot
be investipated as es2ily as tarrers to eatry becanse of the difiouldes n
clagsifyirg states according to the severity of thees cther regulatens. 4 frics
jucgments comzaming the effects of each regu.lati».m are quite arbitrary, and
data limitaticns zrevent the dﬂvelnpment of & model a% thiz time to eatimats
the se‘na.raf:e gffects of sach such regulation oo prices, )

In an aitempt to deal with these problems, reprezeniabives of several apto-
mstric associedons and commereial frms were contacted to obtain assistarce
fn dlavtfyicg states according to the extent of shese atter types of regulativns.
Theve wes general agreement that certaln stales were gecerally restrictive
{ior example, Worth Caxclina) and that athers were genssally umrestdcdve
{for example, Tezas), but cthermise opénien diverged, There appearsd 40 e
cotsiderable veriation In thege other types of reguladons eorogs states in both
groups: Béverfiising and noo-acvorfising, An aitempt was made to mateh
states which allowed advesdeing with siates which did net by the severity
of their othar regulations, The price pa.ttems ghiaiced wers gimilar o thoge
reported io Tablas I szd 4, but the mmpar:suns wera cride at best,

The tepresectatives of n:ummerua.l firens were a¥so atkeed to zivs thelr assess-
ments of the impact of advertising restrictions. A1l stated that the presence
ns absence of advertizing restrictons affected their decision to move into Dew
tuarket areas. Sevesal said tast ther wouid not enter 4 new market unless ad-
vertising were permitied, po metter what the other restrictions.! Purthe:-
mare, the rapresentatives af two large commercial frms stated thai the recail
prices of their awn firme varied across states, with the higher prices in the
states with sdverfising restrictions,

Dizta limitations prevent a fuller treat=nent of this question, The malitative
avidence pregentad harcly eimivates the poasibiliey that the adverZsgips vari.
ahlz servas as a nrozy for other restrictions i® Meverthelass, the avaiiahe e,

1% The data ased in t&5 study suggest that comtrerds] fined have 4 larper sthare oF the
maciket in the stetes with lower poioes (Table 4). Anotber reesat sfudy of prives cherged
fo frares and-lemses By optometrists and By mebai] siores in New' Fork showed sohatan-
sally Inwer poees 1o the retail sboms, The soudy 2o found that poces cherged by eptome-
i¥isfa ware lower In an area wE z high mnv:mt:aﬁc-n of copmeralal £t (Mew Varle
City) thaz in are=s with & lower concemfration of ccramercial drms, See A Petall Shap-
ping Stdy of Optecietriets and Retad] Opticaps, sukmitred bw Marzeting Reseasek Tp't,
Diae Srstem, oo, 6 29,754 Opceal Fetallers das's, Jaruary, 1958,

Lo a1 examination of the thangs in prices cver tme a5 e fuzcton of wHasgss it adver=
deirg lews wotd =rovide & bettes test of this fitestion. Far example, the astens being
oustently taken o soms areas tw reduce weswcickioss an presciptisn dnog edvertsiog shonld
provide extreme’y woefyl evidenes on this guestian,
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dence i cendstent-with the bypothesis that resirictiors or adverilsng reduce
coripetition and raise prices and that the eshmatcs iz Tebles I E.r.d 2 renmn
the effects of advertising resirictions, - P

Angther type of mrgnmhent often given by the prn;eﬁmnala ¢ faptomettists
and ophthalinelogfsts) is taat the qnaht_fp‘ of service and product supplied by
the “Commescial” establishrents fs lower "Jas thaf suppled by "‘prufea-
gonels. ! By implication, the average gualicy o eyeglasees wuuld be lotwer in
siEtes where commercial establishrrents werexrluf"re ‘strongly represinted 2 the
states in which advertiging was permitted. During fhe courselof this atudy,
several orofessiopals referred to dhefr owm personal grpeﬁ&nce wlth low qual-
ity corimercial work, Corimerdal 'upregenaﬂ1r&s respuudEd to these charges
with allegations of low quality woek by certafny ;fufas*unals Alibyrugh sizn-
dards do ot appeer to be uniform aeross establichments, ﬂther corumercial
ar prmassiunal,‘“ ‘he {zsue here-{g not thst of estabiishing how many of these
scecifc allegatioms are walld, It is rather one of determinivg any syefematic
differenices in quality of products ‘berween states which allowed ané states
which prohibited ﬂmriing“ Se\rer& attam;ts WEL'E nla.da jrel I!J.'FEStlgEI.tE
ﬂ:n.s guestion.

‘The {=me was firat eramined by mvestlgatmg the sou-ce of eveglasses by
bpe, of retail Esfﬂb].{ihmﬂl Sarge mmm&rctal frtes prud'.lce ‘Leir own aye-
g]a.ises hnwew.r maTy pru*-:ha.e from the satie sclirees as the projessionals,®
The Drofessionzls alsa purchess from the commgreial fems, Tn 1971; cne of
the lacgest commarcial firms sald oaly 50 per cent of its E?eghss satput
through its cwn refail ovtlets. The remialnder was soid through srofesslonal
esthhﬁlsﬁmﬂnts.“ To the extent that condmercial zné poofessionel £rms bhoth

0 Sue nue 3, infra. B

2L Fap !:lEanIt-, & reporter for tte CHS Telavizior Neff:wu-k frasesied arqund the :ur.nmr
basving hiy'oyes examiined iz 1867, Fe had caeellent wisien. exd did Tot- weny glasses, He
read & the charis and arswered all questons bonestly, Out cf the 28 e:.ra u.:::ninatlnns
which he took bm wes given thres prescriptions, one each ﬁ'e:a:l. 1o sptisal 3tm, an eptome-
?;:;E' and an :pthaTJmIng:st CB3 Televidan "Tetv:urk, 0 Bmated, Tussday, Ortober 13,

L Even if the chn:rlarr:.zl firmz 5-51& E#Eg.aas_d whick were wnmbipuouly lowsr in
gualfy, t3e case for elimineting ‘hese firma thywvgh legieladye acten 8 2ot abviomly
sranptraned, For many indivicests, the cheles nay be Batwesr the Inw quality, low price
frndutt snd oo prodact et all, ‘Ihe quality lssue ases in bai stcdy beianse of the heed
o compake vpasarzhly homorereats fieme zerass states, -Fee g dfasmeisn of the rasie - and
heatfits of efiminatirg ow quality™ preducts {rom tte market, 5et | n-ﬂitm F:E:dmm,
Cepitalfom and Freedun:l, ch. f? [i862).

43 Approximetelr 909 aof sveplassey wom in ke TS, .a+m. smade ‘l::.r th_c! :nmpsu:uu
Amerieen Opdeal, Bezach and Lowk) and Shuoon Coptnenfal. ..

¥ Tn the amall susyey of cpoglass prices in Tezmy and MNew ‘dmm.-‘on: uof ﬂu Lghﬂt
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Aave the same soupee of ayegla,ssns, pasaibitises for grallly vadatcn ace oo
vicusly reduced,

The quality issue was then raized with representatives of several large re-
‘il chains, They argusd that the ecouperdial Grms wers generaly under
xore careful scrutiny by state regulamey acthovides and state optomettic
agsrriaden then the typical professioral establishments and consequendy
had to be more comeerned about quality control, Taey also zcgeed thet evi-
demcs on systermatc ¢uality diffacences would Ione sinee have besn wsed
agzirzt them o political and legal dispa‘ee, i any stch evidence cou'd be
iound, ar.d that none had besn so presented.

In fellowing up this peing, & search was mede attempt'ng io locere mefer
enees iy quality differences, Ne specifie svidence wea found to support the
claira of gysternalie quality dif'erencez ag z furetion of tvpe of frm ar of ad.
vertliing regrlatong, The hasdonarters of the Amedcan Opfometric Assocfs.
tion, the Minois Stata COpromei=iec Aaeneftzqon, ard local optoTetrizts weme
also unable to give ary specife referemcac tn support these allegations. This
Ack of evidenee does pot egtablzh tha sbeerce of o sysiematic. differenee in
quzlity. Homever, it is condistent with this position parbcolarly sinee the
professional assocfaficns have a strong incentive to gemerate and use such
information in thefr disputes with the commercial Srma,

Some direct evidence on the prices of stapfardized products is available
from two atber sources. In 3 Derzonal sarvey of retall sutietz i Texag and
New Meioo tn which spesificaticn of fremas and lenses was wniferDt, prices
were found to be higher in Wew Mlexco, a state with strict advertelag Jaws.?
The Buresn of Labor Statlstics gleo collects price estimates of eye examira-
tions and eyeglasmes arcoze cities for the cozsomes price ndexr, The specifica-
dons weed in pricing eyeplesses aze grite deteiled znd leave LEtie room for
vasiation in type or guatity of lenses or frasies, The prhlished data do mot
permit & comparison across siatss, and dhe Bureau would nel release its de-
tafled prize 2stimates by cities Huwaver g representative af the Buresn wko
was familfar with its mrice estimates of ey-eglasses stated that the price pat-
terns were similar to the poes foumd bere: cities in states with edwertisiag
reatrictans tended to have higher prites than cites in states without restrie-
tioms.

The 3acings disczssed in this gection, althengd far from conclusive, sug-
gest that vasiations in qual’ty were mot responsible for the results presented
‘o Takles [ and 2,

prices quoted wes by ab optometrdst o Mew Mexloo who was selliog frames ard ledces
produzed by Tewas State Optical, che of the large and lowr prietd comeeedal ﬂrmg i

Teras (5@ JufHT note 14),
28 Zme sufire note L4
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VI, CowteErT OF . ADVERTISTHO

The results preseated aktove ars consistent with the hypethests that, in
the market examired, adwerdicing imoroves crosureers' knowledge and that
the benefits derived Irom thig knowledge outweigh the price-intreaging effecis
af advertang, Hﬂwm, some individuals have argued that eveglass adves-
Heing containg substantially more informetion than ether types of edvertsing
znd that ‘conzequenily these fndings cemnot he generalized to most other
goods and services® It is true that there hes been Ottle if any advertising
of eyeglasses on national telavision, & maedium whick some fegl provides a
lesa information-intensve form of advertising. Eﬂ»waver, there has been com-
aideraile Jocal and stetewids ‘elevision acdvertising in thuse states which allow
advertigng, One large commercial Srm spends 50 per cent of #a adv&rt:zmg
:md,gat on televisian,

A3 one means of investigating this question further, newspapera of several
citfes in Illinals, & gtate witk no adverdsing restrictions on eyeglesses in 1963;
were ezaroined for 1963 advertisements, During a week's saar:h, few &dve:~
“zements were found which con‘alned any reference to prics, and fewer still
quoted specife prices. Thae proparfen of eyegloss pdvorfisements which zor-
tained price injormation was amaller than for mest ther items advertised in
ke newspapers, in particular cletbing ard fumitnre, This is obviously frap-
wentary but suggestive evidemca that evegless advertising is ot markedly
moze information intengive than gther wdwertiging, |

Mote that the relatve infrequency of price advertidrg of eveglzsses is nat
necessarily imconsistent with the argument that restriclons on adverfiziog
have & slgnificant impaet an prlce. Caly o few price adverisements may he
required to inform a sufficlent numher of consumers g0 that the average pur-
chase price is recuced substantially, Noa-price advertising may also be a close
subgtittite for price adverbang.

To examing the offect of nom-price adverdsing on prices, I re-satimated
Table 2, equetion 1 with the addition of individva’s in the sample who pur-
chased epeglassas {n states which in 1053 prohiBited price advertzing tut
allowred other types of pdvertising 3% A duminy variable X, wes addes, whers
X, equals 1 if +he indivichral purchazed ayeglaszes in g state which prohibited
only price adwertising, and e¢mald 0 stharwiss, The resaits ars shvgm in
Tzble 3. The cosfficient of X, sugrestz that iz states probibiting only prica
advertising prices are-shghtly higher than in states with no reserictions, and

26 For an interesting dlseusdor of advertidng as irformation, sef Philip Nelsen, Infar.
mation and Corsumer Belavicr, ¥4 T. Pol Econ. 301-39 £1970) ; aod Phillip Malson, Ad-
wertieleg ae [nfarmafen, (unpeblished mannscript et Bt Ot of NUY. gf Bingtamaton},

BY Thooe siatm: wers Catifornis, Flodda, Mew Yerk, Oregoz, aod Vicgiala,

g gt
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are tonsdderally lower then in states prohibiting all advertising 28 This esfi-
mate guggests thal even "ner.nrice’ adwerfisihhg may lower prices.

TAELE 3 .
EEorzssor EATIALATIS POR TOFT OF CYRCLASTES FUK VARSOTE P OFULATICN CRCTES o 1943
A% !.F_H'C.'I'I{[S 0P RESTRICETONE 0¥ ATVERTISING IX S7ATZS AFT (TFCE VARIASLES
(t gatisidc in paricihesss)
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YII. Wzo BexeFTIS?

Tle discussion thus fzr has Been concstzed with the costs of advertising
resuicSons to comsumsers., The axtent to which varous groups upplving eye-
glasses benefii from these restredons depends wpon & nuwher of E2ctors in-
cleding the elastdty of demand for eye exsmimations and eveglissas the
effect of adverticirg restrctions oo fwma slze, the level of specializaton within
firtns of differing slzes, and restrictions'on entTy in‘o the state.

A crude estimate of the elasticity of demand can be obtained by compar-
ing per capita expenditures cm eyeglasses apd eye examinations for tha lotal
samaple population in states whick restricted sdvertidng and i3 those which
did not, T'wo compatisans were made, cne for the samole as a woole and pre

 for the subset of Tezas, the Diatrict of Columbia, and Morth Cerclina. Buth

resulis sugpest that the industry faces an inelasti: derosnd, since per capita
exponditures were higher in states which had higher prices {and which had
restrietons on adveriigng),

Thete i5 in addifion somre evidencs w.'uch sugrests that the share of the
marke: keld by the large commercial firmas declines when advertising & pro-
hikited (Table 4}, The ndividuals in the sample were =sked aboxt fhs souzce
of their cye exominatons and eyeglasses, and responses were clszgifed imte
four cotegores; physiclans, eptometrists, frme (or oliries], and uskrowm.
The first two calegores are move Elely to indicats individuz} o= sall firm
operations, wails the third categary I3 mora liksly to represent largsr com-

20 T metimate skould be viewed with tarticn, because witioat the ohernadors from
New Yoo the coeffident of B, weuld be approximately the st as the caeffelent of 20,
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: - TARLL 4. ; : o
SOURCE cF Buz EXAATWATION AND BYRCLasess I9% [-ovotals Iv 3risza WnE
anfh WITEADT Atvirrmave RESTREICTIONS, IX 1803
{perceniege)-
R Clinic ¢r Soksm
FPopulation Groenn . Physitians  Optomarziets  Fim Tk newmn
Ldividiels bvlng ln states - . T T
with advertidng parmitfed Al - & 354 s
Individosls Lving in states K
- ‘writn all advertigng prohibited kER . #T. L AED 18
Iedtviduzly I'ving in Texas god - ' .
the Tistrict of Columbiz . . . o -
fedvertiing allewed) 13,4 Weg - 810 S ¥
Irdividuz1 Iving in North - '
Cargina {advertsing pio- ' :
hibdted) E53 acs id oo

mercial frms. Afthough these figures showld not be interpreted as accurate
measures of the distziiuton of sales by frm size, the results do sugzgest that
& larzer fraction of purchases are made fom “lares” frme In states whick
allow advertis'ng, The frequency with which the lsrze cheing were gpedfically
named as ths source also f0ows the sare patters, Snce lazger firms tend to
employ fewer opiometiists per volums of sale,® g decline in the large firmg’
share of the market would appear io bemefi; aptomerists and physidaps.

Finally, adverdsing restrictions maeke it mors difficalt for mew firms o
become estabfished, and they [actsase the cpportucities for price discricinz.

Taken together, this evidemcs supsesis that established optomebdsts and
cther professionals within a state are Lkely fo bencfit if edvertising is pro-
hiblted, ot & swpsising concluglon gven the enthuslagm with which ther
guppert thess resiictions 2

VIO Coxcoosion

Several professors in econornies and marketing at the Undversity of Chicage
were asked whether fhey thought the price of cveglastes would lperense or
decresse if advertiaing were probibited, Of those ndlviduals polled, approxi-

I3 Higher costy of prodoetion ere often allegrd to he eyidence of higher cmalty, pardie-
ulaly wher 1he bigher costs arp assodated with the wse of & lasger proportlen of profes-
giemal inmte, This a=mrment ssentalhy define: fhe mality of cxtput in tecms of the godity
{zosts) of npuis pod denies hestBt bo agedatizaden In productian.

29 When gquesHonsd about resfricHems o advartismp in the Distelet of Columbis, sn
optcmetrist thers informed e that thers sty nooe hat ekad such resicicony would be
the Erst ftem om the agenca if ite cpfometsisls evar ebtained professivnal caatrel,
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mately <€ per ceat of the ecomcmista end 100 per cent of ikose in marketing
expected pHees to be the sarss or lower where advertsiag was prohibited.
It is, I thirk, the mogt commsn view to empoagize k. costa af edvertisng M
the demand ipduzing axd product differertiating aspects &rd to put relztively
less srphasi= on tae information provided and *he efects of this information
o ciganizatien and efficdency in the market, These zesults suggest that, at
lezst {or the itew considered, the exghasts bas beex misplaced. Prices wer
found *c be subsizniially Jower in states which allowed acvertisine,

The exfent to which these reguMts cap te zemeralizad to ctaer poods will
tave 1o awelt further siody. Eveglasses may of crarse he 2 spects] case,
Nevertheless, on a guesticn which bas in the past been gverwhelmingly jecged
on ¢ friori gronnds, it hes been presible <o obtain a t=cge of estimeizz of the
impact of advertisling on prices.

8 Srveral lacge commerclad £rma wers questoned ahaut toeir advests'ng costs per paiz
of eyeclisses 300, Surk o Sguee in ofteh usad tn miimafe the cost B confomers of Tover.
Hslng, Cmly ome frm, 5 lasge frm opemting in mesy states, #es willing <o provide chis
information! it everade expERcitlte of ACvesHEthg par pair of giasses sodd {5 appracimately
F2.60,







Lee Benham & Alexandra Benham, feguioting Fhrowgh the Professions: A Perspective un
Tnformation Cownfrol, |8 1L, & Leon 421 ([975),

Scope of Simdy:

Concluesions:

This paper cxamines the citcet of advertising on prices in the eyveglass
market, and considercd the cifect of proteszional information controls
more generally. The authors used three indices of professionai comirol: 1he
proportion of licensed optomerrists who were members of the American
Optometric Association (which restricts the advertising of menibers), the
difficulty of conumercial finns entering and operating in a state {obtained
by survey, the most commeon reason cited lor a state being diffieult was
advertizing restrictions ), and the proportion of individual eyeglass sales
miade by conumercial firms.

Benham and Benham concluded thal all three indices of professional
control are strongly associated with higher prices [or professional survices
and reduced the prohability that a eonsumer wonld obtain those services.
They [vund that prices were 25 to 40 percent higher in markets with
greater professional comtrol,
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Ronald 8. Bend et al., Staff Report on Effects of Restrictions on Advertising and Commercial
Fractice in the Professions: The Case of Optometry (Executive Summary), Bureay of
Economics, Federal Trade Commission (Sept. 1980).

Scope of Study:

Conclusions:

As part of this sudy, trained subjects were sent to purchase eye
examinations and eyeglasses in a variety of cities. The study classified
cities by how much they restricted advertising and comrnercial optometry
practice. This was done by observing the extent of mass media advertising
and whether or not there were large commercial chains in the city.

The anthors found that advertising does not result in lower quality. In fact,
optometiists in ciiies where advertising was perrnitted were less likely to
prescribe unnecessary new glasses than were optometrists in cities that
restricted advertising. Furthermore, they found that the prices for the
combined eye exam and glasses was $29 less in the cities with the least
restrictive advertising repimes than in those with the maost restrictive
regimes. Even those sellers that did not advertise charged 20 percent
lower prices in the least restrictive cities than in the average city.
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EXECUITIVE SUMMARY

Effects of Restrictions on Adwertising and
Cawrercial Practice in the Professions:
The Case of Optometry

This study provides empirical svidence coneerning the relation between

ice as well as quality of mprofessional services and restrictions on

adwertising and commercial practice. Proponents of commercial restrictions

argue that these restrictions are necessary to maintain the quality of profes-

sional care; critics claim that the restrictions raise the Erices people must
pay for professional services,

The Nature of the Restrictions

The mst comonly found cammercial restrictions in the professions are of
two general typess ({l) prohibitions against advertising and (2} prohibitions
against cammercial practice. Both classes of restrictions are imposed by
licensing boards, state law, or private professional organizations through
canons of ethics, Restrictions of the former type are straichtforward pro—
hivitions &gainst solicitirg kusiness by advertising., Restrictions of the
latter type are more complex. These affect the method in which professional
services may be produced and sold, including prohibitions against the follow—
ing: (1) professionals' being employed by, or locating an office in, a
conrercial establishment such as a department store; {27 the use of bram
names to establish the identity of a professional practicer {3) the ownership
of a professional practice by laypeaple; and (4) the establishment of a o
fessional practice through franchise arrangements and multiple branch autlets.

Arguments for and Against Hestrictions

Those who fawor restrictions on cawercial behavior in the professions
argue that the normal forces of campetition will cause a detsrioration in the
quality of professional services available in the marketplace, Because they
are unable to fully assass the quality of complex professional services, con—
sumers will be partiqularly vulnerable to appeals based umon price.  And
because many such services are infregquently purchased, information concerning
individual providers of such services is especially scarce, Thus, market
forces are weak, and unethical professionals can offer lower prices and sub-
stitute lower guality.

Without prohibitions on comercial practice, professicnals mzy work for
izy ¢orporations. It is argued that profit-oriented corporations will have a
strong incentive to substitute low for high quality services, Without restric-
tiors on ajvertising, wnethical professionals can reach large segments of the
PPulation through the mess media. Unethical behavior becomes more profit-
able, and a larger rumber of consumers are deceived. Moreover, high quality,
high-priced professionals will find themselves disadwantaged. To remain Erice
campetitive they must either lower gquality or they must leave the market.
Thus, the argument concludes, the quality of professional care is reduced



I cortrazt, thols Wi Sppose commercial restrictions argue that COeris
FfDLEEalDﬁ__ services Tz, in fact, relatively standardized and often routin
For such services consumers shoold bernefit from shopping on the basis
price. Commercial restriciions on advertising raise the cost of shopping a
result in higher prevailing prices. Comercial restrictions on forms
vrofessional practice reduce the opoorturities for sellers to adopt oS
cutting technologies and to pass those savings alorg in the form of low
prices, Opporments of commercial restrictions conclude that the primary effe
of restrictions is to raise the prices consumers mist pay for profession
services. Tis conclusion is econsistent with empirical evidence £
rardardizes opoocs.,

The Experiment

Ir the Jnited Stares, ocorrsroial restrictions for professional servioc
(inclufing the Sental, medical, accounting, veterinary, and other profession
have beer commor in aimost all of the states, Optometry ig the one professi
ir which a great variety oF vestrictione have long existed. bSome states a
cities are nonrestrictive; they do not have any prohibitions against adverti
ira or camercial practice for optoretrie services; cther states and citi
are restrictive; they have probibitions against both advertising and col
mercial practice.

In nonrestrictive cities, trained subnects purchased eye examinations a
eyeglasses from optometrists who advertised, obtometrists who were assoclab
with large chain optical firms, as well as from optometrists {(nedadvertiser
who practiced in the professionsl tradition. The subjects also made purchas
fram optometrists in restrictive cities, Optometrists in these cities we
all neges=arily nonadvertisers,

In total, 19 subjects purchased 434 eye examinations and 280 pairs of ey
ylasses, in 12 different metropolitan areas. Data were collected on the fo
lowing: (1) the thoroughness of the eye examination, including tests for e
disease as well as visual acuity: {2} the agcuracy of the preseription; |
the accuracy and workmanship of the resulting eyeglasses; (4) the total pri
of the eyeglasses and examination; and (5) whether or not new glasses we
prescribed when they were not needed.

The Results
Price

Whether purchased from a monadvertiser, an advertiser, or a chain=fir
the statistical estimates reveal that the average eye examination and ey
glasses cost less in a monrestrictive city.  In restrictive gities ¢
estimated average price is $94,46. In nonrestrictive cities estimates sh
that nonadvertisers charge $73.44, advertisers charge $63.57, and large cha
optical firms charge 561.37. The estimated overall average price £
nonrestrictive cities is $70.72.
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AMvertisinc optometrists and chair-firm optometrists derive the correct

reoription and prgducalaccgratc eyeglass:ea no less freguently than non—-
acj;ertiﬁiﬂg owtometrists in either Testrictive or nonrestrictive cities. The
aata also indicate that there are ro significant differences in the quality of
eyeqLa5s frames or lgnse_s nc matter where eyeglas;es are purchased. Moreower,
savertising optometrists and chain—-Zirm optometrists are no more 111_.;511}, than
nonadvertising optometrists (from restrictive or monrestrictive citiss) to
~reacribe new eveglasses when they are not needed.

The examinations given by advertising and chain-firm optomstrists are
nowever, significantly less thorough than the examinations given by nno-
advertising optometrists in the same gecgraphic markst. Nometheless, the
percentage of optometrists who give less thorough examinations is about the
eame in restrictive e in nonrestrictive cities, but in restrictive citiez
¢hege optometrists cannot advertise, Optometrigts who give more thorouah
exaninations wers nob, nowever, driven out of nonrvestrictive cities. "he Der-
centage of optometrists offering thorough exarinatioms is about the same in
hoth restrictive and nonrestrictive cities.

BLTTRALY

Taxen together the results for price and gquality suggest the following:
prescrisrions and eyeglasses are no less adequate when purchased from an
ad.ertising optometrist or chain-firm ootometrist than when purchased from a
ronadvertising, noncormercial optometrist i eithsr a restrictive or nor-
restrictive city. The thoroughness of the examination, however, does VELTY
In all cities some optometrists give more thorough and some optometrists give

- less thorough exarinations in about the same percentages. In nonrestrictive

cities, more thorough examinations tend to be given by nonadvertisers and less
thorough examninations tend to be =iven by advertisers and  chain-firm
practitioners,

Fegardless of the thoroughresz of the ewamination, prices tended to be
lower in nmonrestrictive rcities, A package consisting of a thorough eye
exanination and eyeglasses costs akout S21 less when purchased from a non-
advertising optometrist in a nonrestrictive city than when surchased from a
nonadvertising optometrist in a restrictive city, A package consisting of a
Iess thorough eye examination and eyeglasses costs aboot $31 iess when pur-
chased from an advertising optometrist or chain—firm optometrist in a non~
restrictive city than when purchased from a ncnadvertising optometrist in a
testrictive city. : :
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John F. Cady, An Estimate af the Price Effects of Restrictions on Drug Price Advertising, 14
Eeon. INQUIRY 493 (1976).

Seope of Study:

Conclusions:

Cady considered the relationship belween restrictions on price advertising
and retail price in the retail market for preseription drugs. Cady created an
index of prices, derived from the quoted prices for 10 prescription drugs in
various locations. Next, Cady controlled for environmental characteristics
(gcographic and demographic vaniables), structural characteristics
(pharmacy costs associated with prescriplion drog dispensing), and
organizational characteristics {purchasing characteristics of the pharmacy
and whether the pharmacy was part of a chain). Finally, Cady tdentificd
those jurisdictions that had restrictive advertising regulations.

{ady determined that states restricting the advertising of prescripiion
drugs had prices that averaged 2.9 percent higher than states without such

_ restrictions. Controlling for all other pharmacy regulations, this difference

imereased Lo 4.3 pereent; further model refinements yielded a 5.2 percent
di{¥erential. Cady estimated that in the states that restricted advertising,
consumers paid betwoen $135 and $152 million 1a higher prices for
prescription drugs in 1970 as a result of advertising restrictions.



AN ESTIMATE OF THE PRICE EFFEGTE QF
RESTRICTICNS ON DRUG PRICE ADVERTISING

JOHM F. CADY
Hervare Unlvecaity

This paper examines the relationship between resirictions
on price aduen"mng in the retoil market Jor preseription drugs
and the retoil price of prescripHen drugs, Utilizing data on
state retail cdvertising restricHions and doio from o national
survey of pharmacies, the study estimates the effect of adver-
tising restrictions on the retail price of prescription drugs, and
the cast to consumers resiiting from these resirictions,

In 1973 American consumers paid nearly seven billion dollars for
prescription drugs at retafl. Contrasted to published 1978 expenditures
this figurs rapresent: am jncrease of almost 58 percent (Cooper and
Worthingten 1972, Rogenthal 1973, Preseription Drugs: Retail Price
Diselasures 1975). _ -

A significant characteristic of the retail market for preseripbon drugs,
one that has received substantial attention from consumer groups, and
more recently government agencies, is great variation among sharmacies
in the price level of preseription drugs (Berkd 197 1, Rosenthal 1973).

A primary source of variation in price levels among pharmacies may
be the strustural and organizational conditions which characterize the
market: small scale pharmacies exhibit higher than average prices, large
scale pharmacies exhibit Tower than average prices. Consumer service
provision varies considerably among pharmacies. Some offer a wide
variety of services such as credit, delivery and the maintenancs of family
health records while others offer few of these services or none at all.
Independsnt pharmacies utilizing traditional producer-wholesalap-
retailer channels of distribution tend to pay higher prices for drugs than -
chain pharmacies purchasing directly from producers. Since these
struchiral and oryanizational chiaraeteristies represent variation in costs
among pharmacies they may be expected to be related to variations in

rice.
P Consurner price information {or the lack of it) has also been considered
as a factor related to preseription drug prizes in papers by Rosenthal
{3973} and Denrern (1974) and in the work of Fletcher {1987). The
absence of consumer price information is characteristic of 2 large part of
the retail drug market. The prineipal reason why this information is

*The author [k incebted to Mr. Wichael 2agorar, vice preuiden.t of the National Assooiation of
chitn D Stores and Mz, Jamer Donabae of Lek, Ine. for making the ey datu user In this
study avadable o him, and ‘e the rafarms for helphd suggections on an earlier draftaf of this pager.

443
Ecooomic Inguicy
Yol KTV, D, 1078

il e aa o~~~ — ]



454 ECONOMIC INQUIRY

absent is the existence of professional sanctions, in the form of state
pharmacy board regulation and state legislation, on advertising prescrip-
tion drug prices.

i, BACKERCUND

Nominally, aceording to Fletcher (1967}, the implementation of
restrictions on advertising grew from a concern for the publie health and
safety. Advertising prescription drug prices has been characterized as
detrimental to the public interest because it may act as 2 stimnulus o
unnecegsary dritg consumption. Furthermore, it is often asserted that
price advertising increases drug prices because the eost of advertising is
passed along to consumers. Such ¢laims have not gone unchallenged by
critics of adwvertising restrictions. Spokesmen for consumer interest
groups have denied that priee advartising could be related to drug con-
sumption because it is necessary for consumers to obtain written
prescriptions from physicians in grder to purchase drugs. No compatent
physician, it is argued, would submit to any pressure to preseribe
umnecassary drugs or ta preseribe quentities larger than necessary to cure
or alleviate a given illness. Consumer surveys have found drug prices to
be lower in areas where drug price advertising is not restricted. Rosenthal
(1973}, for example, reports that drug prices averaged 34 percent lower
in Philadelphia where advertising is permitted than in New York City
whera advertising is restricted, While Masson (1975 has found less sub-
stantial differances in & study of prescription prices in mid-western cities,
z study by Benham {1972, p. 352} of the relationship between advertising
restrictions and the price of eyeglasses concluded that “[pricest were
found to ba substantially lower in states which allowed advertising.”!

I Advertising restricticns may el in hlgher pregeription peicas for saveral reazons

al Advertsing restrictions may inhibit the etirange of spme tredidenelly high volume, low
margin rellers (hpically chains] inta & state. Cedy (19752, was unable to pmﬂge srong support for
this coptention, howawver Benham {1872, p. 348] rapl::rt:ﬂ. that in the retail markst For eysglarses,
sookesien for several commerctal firms stated that they would ot enter & new market unles
advertising were permitied. To the extsat that retall pharmacy maragers make simfar derivions
price levels will be higiter in restricted then in unrestricted states.

b} It the sbrenes of formal advarticing restrictions, the threat thak same pharmacy will vislate
informal Codes af Ethter and cdvertlse always mdists, However, the bensfll to a pharmecy from
adv prices depends, n part. o the priee {t sharges relative b competitors, I pharmaeiste
dasire to decreass the prabability that some phammacy will edvertise, tuay mey mainkeir relativaly
Tow prices.
iFJI Advertising restrictiors make it relativaly diffleolt Ffor pharmacists to determine how their

then pharmacists with prices substantially higher than those whe sdvertfse may lower prizes b
be “in line'" with comped-ion.

dt Flnally, a [ewer macksr prize may rmgult where sdvertising 5 promitted in the siort mn ag
conmumers switch from Isla.t:'veﬁr bigh to relatively low price pharmaciss. Pharmacdsts finding that
iy are lasing customers because of high prices may lower pregeriptian pricas to atfract oew

-

T

Joaimate [ corsinyed an next page . .



CADY: DRUS FRICE ADYERTISING 405

The purpose of this paper is to examine the effects of restrictions on
retail drug price advertising on prescription drug prices and to estimate
the cost to consumers resulting from thess restrictions,

. ESTIMATING THE EFFECTS OF ADVERTIEING AESTRICTKONS

To examine the relationshkip between advertising restrictons and
prescription pru:es a model was formuiated incorporating variables indi.
cated in previous studies by Bass (1956), Barki (1371), and Cady (1975a)
to be related to prescription drug costs and prices in addition to variables
representing advertsing restrictions. While the focus of this analysis is
on the impact of advertising restrictions on price, the environmental,
structural, and organizational variables in the model serve as centrol
variables reflecting variations in cost conditions. With cost related
structural and- organizational variations in price conirolled for, the
coefficient of the advertising restriction variable serves as an estimate uf
monopoly prices attributable to advertising restrictions.

W, THE MOBELE
By = flE;, 5, QLR

B.; = Index of prescription prices of pharmacy §
E, = Environmental characteristics of the market in which
pharmacy j operates
Structural characteristios of pharmacy |
Qrganizational characteristics of pharmacyj
Advertising regulation characteristics of the market in which
pharmacy j operates

Prescription Drug Price Index. Pharmacy prescription price levels
were determinad by constructing an index of preseription drug prices,
The index iz the arithmetic mean of the quoted zelling price of

[

Q;
R;

.. fapinaie ! continued:

MNotiee that the edstetes of advertising mestrietlons in [belf may meeult in higher peices in tha
first oo ages Ised ebove. However, there i evidenoe su ting that some pharmacie; wil}
advestisa where restrictions do nat exist, The most cocommon advartisments syasy the availablly
of comp a.ral:m: spnee lists, and [mplving “dizcount™ prces {‘Presceiption Drugs: Retall Pries
DL!I:].DSUIE 1973, pp. 261-265, 276).

A survey of :'hain 'phamacms by the F.T.C. StaH revealsd ttat substential advertising tamk P]a{:s
in unrestricted states v 1870. In Arlrona, for sxampie, whers advertbsing resTictions wers (ot in
effect, six chains, Walgresns, Faderal Preseription Serviees, Ekages, Reveo, SupeRx, and Retlred
Perrons Prepoription Bervice advertised pricsy and discount cinims n:mhnual thmughnut 1570,
Contrasted bo this, in Callforniy where a.r}:l:| vertzing was restricbed, anky & suglt abzervation of price
advertizing juse of = price st by Federal Prescription Sscviz) sould be founs. Reven managezent
folkaws a paiiey of advertinng discoont prices anky m sekes without advartising restrictions,

2, Datg wsed in fis apalysis wera From a nationsl sunvey of 1933 poscmacies in 1970, This
survey, by the Matione] Assoristion of Rewsil Dhruggists (NARDY and the Matiomd
Armsocletlon of Chaln Trug Stores (NACDS), elicited comprehessive information on qperating
cherectaristics, servise pravision, wage rater and price levals of retni] pharmaclse,

b

L ohe
- !.-"Il'-c



438 ECONOMIC INQUIRY

ten representative prescription drugs. The ten preseription drugs
represented a cross section of drugs by therapeutie category, frequency
of sale, and cost to the pharmacy. In the estirnates pressnted here, the
index for each pharmaecy has been divided by the mean for the sample.
Repression coefficients are therefore in percentage terms,

While it is much easier to obtain the quoted selling price of the drugs
contrasted to actually purchasing the drugs from each pharmaey,
a measurement problem may arise if quoted prices and purchase priees
differ systematically, Pharmacists rnight, for axampls, quote lowsr prices
o ndividuals requesting price quotes in the hope of attracting custamers.
Individuals who do not request information oa price prier to sale might
b charged higher prices.

It can reasornably be argued that if this practice doas cecur it would be
commenly observed among pharmacies in states restricting advertising,
In states where price information mzy be made available to qustomers
through advertising it would be more difficult to charge different prices
to consumers for the same druge since consumers would be awars of the
prices of 2t least some products, Thus the difference in prices between
those states restricting advertising and those not restricting adwvertising
sstimated from survey data on guoted prices might be smaller than an
estimate derived from data on purchase prices; sebmates of the effect of
advertising restrictions on prices would be understated.

However, if quoted znd purchased prices are highly corretated, and
if pharmacists zre about as likely to quote prices higher than purchase
prices ag they are to quote lower prices, then the gstimates derived from
the average of ten drug prices will be quite agcurate since the averaging
would compensate for guote mistakes. This contention has zome
empirical suppart. Massan (13974, p. 67) reports that in a study conducted
by F. L. Sweeney (1974) in Chicago, a correlation of .309 was found
between quoted and purchase prices. In a survey of drug prices
in Califarnia (Freseription Drug Priee Survey, 1973), €1 comparisons of
quoted and purchase prices were made. Of the 61 comparisons,
24 quoted prices were the same as purchase prices, Of the remaining 37
" comparisons, 16 {43%) quotes were higher than prices paid and 21 {57 %}
guntes were lower than purchase prices.

Therefore, with a high correlation between price quotes and purchase
prices, and a tendency for prescripticn guotes to exceed purchase prices
almost as frequently as the opposite oceurs, the index used in this study
should provide an aceurate basis for measuring the impact of advertising
restrictions on preseription prices.

Environmental Characteristics, To account for exogeneous factors in
the market potentially affecting costs and prices, variables representing
the economic characteristics of the environment in which each pharmacy
operates are included in the model. These variables are of two types:
geographic and demographie. Geographic location potentially affects
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presciiption prices in two ways., First, distribution costs may be
systematically related to geographic location. Seeond, variations in the
level and composition of economic activity may vary significantly by
geographic location. A wvariable representing gecgraphic location
included in the esdmate acts as a surrogate for variables contributing
to geographie differences in economic characteristics. Demographic
variables included are the demand related variables of the ineome and
population level of the city in which each establishrnent is located,

Structural Characteristics. Structural characteristies included in the
maodel are of two types: pharmacy sales size and the proportion
of total pharmacy sales accounted for by prescription drugs; pharmacy
characteristies associated specifically with preseription drmg dispensing.
These characteristics have been shown in studies by Bass {18%6), Berk
(1971}, and Cady {1975a) to be significantly related to pharmacy costs.
Therefore these characteristics may be expectad to be related to
preseription pricss, and must be controlled for in estimating the
independent effect of advertising restrictions on pricesd Characteristics
specific to drug dispensing may be similarly relatad to preseription prices.
In this latter category the follawing are included: s

1. Dummy variables representing the provision of delivery
service, maintenance of family prescription recerds, emer-
gency service, provision of a prescription waiting, area,
provision of a drug information library.*

2. Wagerate of employed pharmacists,

3. The proportion of prescriptions sold which are covered by
private and public third party programs,

4, The proportion of prescriptions sold which are charged to
customer accounts.

Organizational Choracteristics. These are a subset of structural
variabies which are either explicitly associated with multiple establish-
mert organization, or varfables likely to be associated with organ-
{zational form. '

1. Purchasing characteristics. "There is a variety of channels of
distribution for prescription drugs available to pharmacies.
Each has certain advantages of cost or product availability.
In general, drugs purchased dirsetly from manuofacturers
are available at lower cost than the same drog purchased

3. Cady (1975a} hag shown thak the sales size diskribution of pharmaeier & ot cignifieanty
rolatad tp edverHsing restrictions. The stme study found ne relationship betwesn adveriiing
regtrickions and the commpesition of puiput between praseriptien and nonpreseription praduoets,

4, It might ba argued that tha previden of servicst might partly reflest the presence of
id.'\'ﬂﬁl‘.i.n?s pestricHens, sncs service provison might be an alternabiva bo advertising. A shady by
Cedy [1573b] found teat the provision of sarvioes oeas, with ane exception, unrelated to the premooe
af vah‘sh:grmcﬂm-

e
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through wholesalers. Local wholesalers, however, may pro-
vide fast delivery or services not available to pharmacies
purchasing direct from manufacturers. Pharmacies belong-
ing to chains are often able to obtain drugs from a
warzhouse which purchases ceatrally for all chain
members. Independent pharmacies, in order to obtain any
similar benefits from cemtralized purchasing somatimes
form cooperatives for purposes of buying and inventory
handling.

2. Chain membership (defined as four or more units under
eammaon ownership). This variable is included to account
for any economies of coordination and management not
reflected iz economies of scale or purchasing practices.

Regulation Characteristics. The approach used to elassify states as
restrictive or unrestrietive toward advertising is similar to that used by
Maurizi (1972) and Benham (1972). All states (with the exceptions of
Alaska and Hawaii) and the District of Columbia were canvassed for the
presence of regulations restricting prescription drug price advertising.
Durmmy variables were constructed such that each state received a "I
if it had a regulation restricting price advertising in 970, and a 'p*
otherwise.’ :

A state was considered to be restrictive if it had efther a2 state law or
formal pharmacy board regulation which prohibited any of the following
methods of disseminating prescription price information:

1. limftaticns on owtdoor signs with nformation identifving
the products and prices offered by the phammacy.

2. prohibitions of implying that the pharmacy has “'discount™
or “eut tate” drug prices.

3. specific prohibitions of drug price advertising.

4, prohibitions of promoticmal schemes, such as senior citizen
discount plans, which offer discount prices to specific seg-
ments of the market.b

The consideration of each of thess regulations te be price advertising
restrictioms is based cn the arguments presented by Fletcher and
his regulatory classification framework {1967, pp. 272-272). His
arguments are based on the wording of the restrictions an advertising

3. Seztes with advertising restrictions jn 1970 were: Arkensas, Californla, Colorada,
Comnectient, Florida, Canrgia, Tllinals, Imdiana, Jewa, Kansas, Lenisiana, Maine, Macdaod,
Mazzachunts, dichigan, Minnemi, Mississppi, Mevada, Hew Jersey, Mew York, Oidakoma,
Pennsylvania, Rhede :cand, Sauwth [Jakota, Texas. Virginia, Washington, West Virginia snd
Wigeangin, The basic snurce for determining which states had formal reserictions war Flatzher
(1967). Hir data wers ypdated to 1970 wsing inprmsbion coliectsd by the Natiopal Asocidtion
ef Chain Drug Sterss. For charges in restrictions since 1870 the reader should see the FT.C.
"Preseription Dougs: Batail Price Drelosuces,” {1973, pp. 33-44},

G, Specification tess in ‘eter sections of thir pape: axarilne the «fects of alternative definstons
of the advertlsing restrictons varjakle,
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found in the various states, and on the practices for which pharmacists
were charged for violating advertising restrictions. Suppert for this
classification is also found in & 1968 American Pharmaceutical Associa-
tion Judicial Board opinion which specifically included each of the above
practices as a violation of the Association Code of Fthics relating to price
advertising. Another source of suppart for this classification is found in
recently published Federal Trade Commission Trade Regulation Rules,
‘"Preseription Drugs: Retail Price Disclosure,” (1975) designed to reduce
barriers to gonsumer price information resulting from the regulation of
gach of these practices.

. RESULTS

Table 1 presents the results of the estimation, Although our particular
interest lies in the significance and interpretation of the advertising
regulation variables, the discussion will proceed by variable grouping.

FEnoironmental Charecteristics. All environmental characteristics,
geagraphic and demographic, are significantly related to the price index.
All included census region dummy variables display significant-negative
coefficients. Thus, the census region omitted is systematically related to
higher prescription drug prices.” This indicates, perhaps, higher trans-

. portation and delivery costs in this area reflected in higher prices, or 2
relationship to some other regional characteristic not measured directly
. by this study, The coefficients for population end income which are
positive and highly significant indicate that, controlling for other factors,
prescription drug prices are higher in high income metropolitan areas,
The magnitude of these cosflicients is small, slightly over one percent
for =ach thousand dellars of per capita income, and much less for each
thensand person increase in population.
. Structural Characteristics. The cosfficients of the sales size classifica-
tion dummy variables indicate a significant relationship between
establishrment sales size and presoription drug prices. These coefficients
cisplay an expected result showing an inverse relationship betwaen
prescription prives and pharmacy sales size. _
. Nome of the output compasition variables (preseription sales as
a proportien of total sales) is significantly related to prescription prices
independent of other structural characleristics. This suggests that the
higher average costs associated with greater specialization in prescrip-
tion drug sales found in previous studies are primarily due to prescription
service costs and wages. These prescription operation characteristics ail
display coefficients of plausible magnitude (generally less than one per-
cent of price} and are in the positive direction. Thus the coefficients of the

7. The excluded geographic erea is Census Reginn IX (Caitforniz, Dregon and Washington).
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TABLE 1

Estimate of Relationship Betwesn Prescription Price, Structural,
Environmenta] Characteristics and Advertising Restrictions

Vasiable g Mean Cocfiicient Sprifietnzs
ENVIRONMENTAL CHARAMCTERCETICS
L. Geagraphic Lacation
Region | D58 -.101 001
Cengus Region 11 143 -.135 801
Censws Region HI 138 =113 01
Cansus Bugion [V il =131 a1
Cengus Repion ¥ M6k =110 Eal+08
Cenrus Begion V1 2 -11% [
Census Begion VI -Laq -131 007
Cetues Begion YIII N1 -5 001
2. Demographier
Population [(HQ) 9.4 SESx 10+ Likda)
Income (§) 3069 147x 104 003
FTRUCTURAL CHARACTERISTICS
1. Sales Volume
< 8100,000 i OE4 eeh)
190 - 185,908 -y 71 QoI
200295 000 B30 .0 01
300 - 435,548 A13F - 047 a0l
500 - 529,995 079 017 284
% Ourput Casapasition
(Preseription Salet zsp
Progortivn of Tadal Sales)
< 23% dar 09 363
1843 ' [ 012 NEX)
50-T4 255 R Bl4
d. B iptinn Clparations
ml?‘ﬂhi?rmatm Wages 578 .ooa 001
% Welkare Prasorptions 111 01 agt
% Charged Preszriptians 8.2 401 Q01
% Freseriptions Covered
by Private Ingran e 4.5 Aat S
Delivery Secviee 69 Az3 ol
Family Praserimzion Fesords 43 Ais o0
Emergoicy Servicas : K3 a9z A48
Frescription Waiting Area £3 Rl L ¥
Dirug Infarmation Library 53 Rl 1] A2
¥ Organisation Cheracteriedos _
% Drugs purchased dlreet
;:Imm mmfhic:'.l:laf 36.7 ~=.00g% ATl
% Drugs ased thrpu
wbniu.sF:.'IE:h B 53.2 gggg .G'gl
% Drugs purebased cocparatively az ; 54
% Drug:]pmha.sed Hirﬂpausr;h
cantral wershouse ES =000z 28
Chain membership 1T -3184 014
ADVERTISING RESTRICTION i) url:] i ik
INTERCZFT 798 i+]]
i m 384

Fasoma = 3152, 2 € 001
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service characteristics may be interpreted as the “implicit prices™ for
these services which are reflected in preseription drug prices, Three of
the professional services, “"emergency service,” “prescription wait-
ing area™ and “drug information library” cannot be said to have any
significant impact on prescription prices, That is, these services are pro-
vided free to customers in & real sense. On the other hand, the provisien
of delivery service is associated with a three percent increase in
prescription drug prices; the maintéenanca of family prascription records
15 assooiated with almest 4 twa percent inerease in prescription prices.

Higher proportions of preseription drugs paid for by third party public
and private repayment programs are also assoclated with higher
prescription prices. This result hypothetically represents the costs of filing
forms for repayment and long repayment pariods. A similar argurnent
may be made for the provision of credit services. Pharmacist wags rates
also are significantly and positively related te prescription drug prices.

In sum, prior expectations that structural characteristics size, and
characteristics assoeciated with prescription drug sales are significantly
related to prescription drug prices are reinforced. Prices are inversely
related to sales volume; the provision of some nominally fres services is
reflected in higher preseription prices.

Organizational Characteristics, Only two of the variables representing

‘purchasing patiemns are significantly related to prescription prices.
Higher proportions of drugs purchased through wholesalers are related
to higher dyug prices. Higher proportions cf drugs purchased through
cocperative purchasing, as noted above, is a strategy used by independ-
ents to achieve econornies in purchasing, The magnitude of the coefficient
indicates that the effect of thiz purchasing pattern on prescription prices
iz vary small. Thus, either the savings in puschasing are small, or the
savings are not passed on to consumers.

Membeyship in 2 chain crganization of four or moere uaits is
significantly associated with lower preseription prices. The coefficient
indicates that, controlling for all other struatural characteristics, chain-
owned pharmacies have preseription prices some 2 percent lower than
non-chain pharmacies. This relationship may derive from quantity
diseounts in purchasing (regardless of source}, economdes of caerdinaticn
and management or a “'low’ margin policy characteristic of chalns.

Advertising Regulation. The advertising resirictions dummy varfable
coefficient indicates that in states restricting price advertising prascrip-
‘tion drug prices are an average of 2.9% higher than in states not

_ restricting price advertising.?

Tt may be arguad that in this model the advertising restrictions
variable serves as a surrogate meassure for other repulations limiting

8 The ninabyrfics pnrﬁmﬂdﬂmg_!mmLﬂ[LWﬂnﬁun varlable is

1.3 — 4.3 parcent.

B —
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competition. Such regulations might include restrictions on ownership,
or methods of operation. Therefore, a second estimate was calculated
including all other regulations enacted by states concerning retail
pharmacy regulations (see Fletcher, 1967}, This estimate provided results
virtually identical to those presented in Table 1. However, the
magnitode of the advertising restriction variable increased to 4.3%
{p. €.001).1¢ '

In the sections to follow, this second estimate will be referred to as the
Baseline Model, sinee it is preferred to the first estimate on theoretical
grounds {other regulations are likely to affect prices) and stabistical
grounds (inclusion of the other regulations significantly reduees residual
varianee). '

Y. SPECIFICATION AMD ETABILTY OF ADVERTISING
RESTRICTION EFFECT OM PRICES

The implication drawn from the estimate derived abeove is that
advertising restrictions are significantly and positively related fo
prescription drug priess.

Because these findings have patential meaning for regulaters assessing
the merits of advertising restrictions, the modsl presented abeove should
be tested to detertnine how robust the results are ¢oncerning the relation-
ship between advertising restrictions and prescription drug prices.

Five tests are carried out on the Baseline Model. The coefficient of the
advertising restriction variable frorm each model tested in this section is
presented in Table 2. _

Madel II, Exciusion of Geographic Census Reglons. To the extent that

. advertising restrictions are also related to census regions, the results of

the estimate of the Baseline Model, may understate or overstate the effect
of the advertising restriction variable because the peopraphie region
dummy variables would inciude part of the effsct of advertising
restrictions as well a5 charactaristics such as transportation or delivery
costs that may vary among regicns. '

The estimate of Model Ti shows that the cosafficient of the advertising
regtriction variable is smaller than that found in the Baseline esrimate.
While the coefficient is positive and significant, the "'t"' value is
considerably smaller than in the Baseline Model. The inclusion of the
cersus regions in the model contributes to a sigrificant reduction in

[ — - —-

§. Preseptation and dlacussion of the price effects of other regulations is beyand the seope of
thiz pepar. The interested reader showld soe Cady (19752),
1. With the large nwmber of Independent varipbles in Fhess sctimates, multicofting = a
f;:ent[d]pmb]:m. Intercareelations, hawever, were zenecally low with the abeclute value of 45% of
careelatiog corfcierts Mebaeen A0 and (18 312 batugen 1 WBR PN AL PSR L

15 8% hebween- 15 ] and 00, 4% batween .20) and ,25; the remaining 2% wers greatet thun 25,
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| . TABIE 2
Hegressions of Price Index and Advertising Restrictions

Cosficimnt of =LY 4
Model Advertising e " Lonfidencs Adfusted B2
Fastriction . Interval )
EBassline L0433 5,18 0260 — 0597 382
FI D206 - 2.82 063 — 0348 04
IiL 0439 L.10 D273 — 0605 247
IV, L1264 3.36 D122 — 0487 A56
v, L0208 2.40 D044 — 0371 a64

VL 0459 4.54 0Z6§ — 0671 B15

residusl variance (F = Z1.68, p. <.01}. On statistical gmunds the Base-
line Model is therefore preferable to Maodel I1. The census region variables
do measure seme variations among geographic areas that have en impact
on prices.

Model III. Exclusion of Sales Size Clossifications. Ac shown in the
Baseline Model estimate, prices are inversely related to sstablishment
sales size. Benharn {1572, pp. 350-351) has suggestad that the presence
of advertising restrictions may affect the sales size distribution of
establishments such that there would be relatively fewer establishments
in large size classifications and relatively more in small size classifica-
tions. H this phenomenon is characteristic of the retail prescription drug

_market, then the Baseline Model estimate may reflect the presence of

more large scale (low price} establishments in states where advertising is
not resiricted. 11

The results in Table 2 show that the estimates are highly consistent
with those of the Baseline Model, both in the magnitude of the coefficient
and the magnitude of the “t" value. Model JII is, however, inferior to the
Baseline Model, since the inclusion of the sales size variables contribute
to a significant reduction in residual variance (FF = §.52, p. < .01}

Models IV and V. Specification of Advertising Restriction Variable.

As noted above, the advertising restriction variable was defined as any
one of four types of restrictions. Although Flstcher {1957, pp. 224-241)
argues that E:ach af thﬂse restrictions represants a restriction on price dis-

. Two previeus smydies of this marker (Cady 1975k, 1975h) ultlizing Censue data hwvs shown
thnt thlr disyfaution of =stabiisheneots acrom sales sxr classifjcations is aarslated to presence of

:dﬂr’.‘lﬂng :E!h‘.ch:ln.i I.n nrd:r tu t'!'.'i-'f th: miuﬂty l::f ng n!xtu:lmhl.p hu:wuun advnrﬁsing
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semination through advertising, it might be argued that the restriction
on “promotional schemes” is different in nature from those prohibiting
infarmation by other means. Model IV i5 an estimate excluding “‘prome-
Horal sehemes” from the definition of advertising restrictiops. !* Model ¥
provides an estimate of a vari_able representing only the explicit
prohibition of price advertising.

Two findings are especially noteworthy, First, the explicit prohibition
of advertising has the greatest impact on prescription prices of the infor-
mation restrictions considered. Second, restrictions on other forms of
advertising lincluding “promotional schemes™) have a similar positive
relationship with prescription prices. The arguments put forth by
Fletcher {1967) that sach of these restrictions is likely to reduce price
. information and be associated with higher prices are supported by these

estimates, Benham's study of the relationship between advertising
rastrietions and eveglass prices reached a similar conclusion that, “[nen-
price] advertising may also be a close substitute for price advertising.”
.+ . "'[the estimate presented] suggests that even ‘non-price’ advertising
may lower prices.” (Benham 1972, pp. 345-331).

The statistice] and substantive findings reported above support the
formulation of the Baseline Modsl as well suited to measure the effacts
of advertising restrictions on preseription drug prices,

Mode! VI, Welghted FPrice Regression. In the Baseline Model, each
ohservabion is weighted equally as *'1,"” regardless of the sales volume
-of the establishment, Thus, the coefficient of the advertising testricticn

variable measures the diffsrence in prices between states with and
without advartising restrictions without taking Into account the fact that
the purchass of a preseription by a consumer is more likely to be made in
a large scale pharmacy. Mode! VI weights the price of each establiskmeant
Ly the proportion of total sales accounted for by establishments in its
sales size class. These weights mey be thought of as the probabilities that
2 cansumer with 2 preseription will purchase it in an establishment of a
Eiven sales size classification,

Thé result of the estimation of the relationship between weighted price
and adwvertising restrictions is highiy consistent with the unwaighted
Baseline Model providing additional evidence of the stability of
the relationship between advertising restrictions and prescription prices,

Individual Product Estimates, As a further means of testing the
stability of the advertising restriction-price relationship, the Baseline
Madel waz used to estimate the effect of advertizsing restrictions on each

L. Howsver, the correlation of the newly defined adverbising restriction variable with the
“promotianal schemes” mgulaton suggrsts maintaﬁuhathe wriging! deficition, The carrslation of
the ['wwlyddefined restrlocion with resivictian [imiting Ehe contant of signe (e (83, with resivictions
I ) u . . " w ] . - ' = H= H
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of the ten prescription drug products in the development of the price
index. : )

The principal reason for examining individual product prices is that
the relationship between advertising restrictions and prescription prices
may vary ceonsiderably among products. It has been argued by repre.
sentatives of pharmacy organizations, for example, that if pharmacies
are allowed to advertise, only selected prices (primarily on coemmonly
purchased products). will be reduced. Other prices on less common -
products will be unchanged, ar even raised. (“Prescription Drugs: Retail
Price Disclosure,” 1973, pp. 273-274).

As noted, the index used to estimate the impact of advertising
restrictions on price consisted of ten products chosen to represent a cross
section of all prescription drugs. it is desirable to estimate the relationship
- between advertising restrictions and each drug price to determine if only
one, or a few drugs contribute tg the results or if results are consistent
across drugs. If advertising restrictions affect each of the ten drug prices
similarly, then more confidence may be placed in the overall acvertising
restrictions-price relationship. _

Table 3 presents the estimated coefficlent of the advertising restriction
variable for each of the ten products. All are positive and with
one exception significant at the .03 level. With the exception of Product I
the coefficients are of very similar magnitude.!? These results suggest
that advertising restrictions are associated with higher prices across all
types of drugs.

Vi, THE MAGNITUDS OF PRICE EFFECTE OF AIWEATISING RESTRICTIONS

Trom the estimates presented above, an estimate of the magnitude of
monopoly returns attributable to advertising restrictions may be derived.
Tkis may be accomplished by multiplying the Baseline Model cosffieient
of Aduvertising Restrictions by the volume of prescription sales in states
having enacted such regulation. 4 _

Unfortunately there are no available data as to prescription sales
volume or the number of prescriptions dispensed for 1970 in any but
aggregate form.

Therefore it is nscessary to estimate prescription drug sales volume
or amit volume by state from 1967 Cersus data, Both sales velume and

13, Tt is ‘nberesting to note that not afy is the mewn of the ten cpefficients very close tg the Base-
line Model estimate, i the ore (nslgalfizent coalficiamt atd the sutlying high cosfficient of Praduet [
are axcladed, the range of the remaloing soefflcients corresponds aloost exsctly to the 25%
canfidenas inkerval of fne advertising restzickicn variahls estimate In the Beseline Model,

14, The kerm “meonopaly rehons” is wied here sinee it & argued thet the casfficient of tha
advertisicg resirictons varable represents the magnitude by which pharmacier are able to raim
Fricay ahove the sompetitive level found In unrssricted states while controlling for ather Faoters.
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TABLE 3

Regressions of Individual Product Prices and
Advertising Restrietinns (Baseline Madeh

Coatfizient of i1 4

Preduct Advertising ' Confidence N

Restefction Tnberval
Froduct 1 0810 L5709 — 1241 5.30
Product 2 0400 L1127 — 04873 2.87
- Produet3 L4258 D244 — DEOT 4.60
Product 4 - 36T 0153 — . 0581 3.37
Product 5 L3040 LO07B—.0521 256
Product 8 - L0504 L1422 — Q8ET 2.73
Product 7 04491 D254 —.0728 407
Product 8 02413 ~=0057T —.05342 1.53
Froduct O 0a52 0093 —.1010 2.35
Froduct 10 0473 0247 — 0688 4.12

Mean panfficient metimate = 0467

unit volume by stats are estimated for this study from aggregate data,
The computation of both of these bases is undertaken primarily to
determine how sensitive the estimates of monapaly returns are to the base
used. Given that these bases are computed from differant sources,
the more similar the sstimates of the returns attributable to advertising
restrictions computed from these Figures, the mare confidence we might
put in them. Table 4 presents the computed sales and unit volume ligures
for 1870.

The Social Security Administration estimated prescription expendi-
tures of $4.4 billicn for calendar 1970 and $4.2 killion for fiseal 1870
(Cooper and Worthing*on 1972). Thus the caleulated $4.025 billion pre-
sented here 23 an estimate of prescription sales appears reasonably
acenrate. The estimate of the unit volume may be even more accurate
singe it is unlikely that the distribution of preseription unit volume among
states would be subject to substantial change over the period 1967-1870.

The total returns attributebie to resirictions on advertizing, bazed on
the prescription sales volume estimate, was derived by multiplying the
regression coefficient of the advertising restrictions variable by the sales
volume of states having enacted these restrictions, and sunming. The
estimate based on the number of preseriptions dispensed was derived In a
similar manner after converting the regression coefficient krom a
percentage to a dollar figure,

The estimates computed from these two bases {(dollar sales volurae and
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TABLE +

Total Sales Voluma, Estimated Prescription Sales Volume,
Estimated Prescriptions Dispensed 1970 By State

Total Safes Prmscripticn Prese

ciptions

State Volame! Ealag¥ mt o "

(OO0 [{elel]] (00}

Alabama § 185106 3 M, 518G 3 19,15L.00
Ariroma . 145,530 34 184.04 0.156.4E
Arkansas §6,528 42 46557 14,227.04
California 1.542,581 445 +871.81 111,993.50
. Calorado 138,584 421,603.59 14,543,168
Connectieut 157,054 6295100 18 431 58
Crelaware 28 614 & AT6.54 2,492.E0
Tikstriet of Coburbla . 118,521 24.79].78 7 640 Gk
Flerida 579,950 157.554.0 %32.B51.54
Ceorgia 154 450 e 153,73 28 071.04
Tdaho 4,034 - 1450042 5.309.04
Tilinais $52,087 215.B05.71 75.075 63
Indiane 371,195 106, 16177 115382
laws 17+ 408 - 50 543,06 15,682.08
Kanzas 15T 463 48,524 .44 14,575.0¢
Eenbucky 1M0d5 . EE. 75456 18,963,02
Lomigians 16 304 &0, 104.05 27.i57.84
Muine reE 16.348.57 & 989.60
Maryland 307650, §5,830.55 - 20,78L44
Maxcachuzetts 352,804 115,152.51 3T.370.64
Michigan 5EE.971 164,764 02 40 5 A5 s
pinnetota 211,304 84.842.07 21.096.84
Wlssivsippl 5B 268 38.088.95 _ 13.607.04
Missou= 342,149 104,355 45 28,390.60
Ivontans 51815 . 114,855.37 2.480.92
Netraska 57746 17,713,536 8,791.68
MNevada 53,094 11,720.51 _ Z.213.12
Mew Hampohire 25,846 1301266 4 13440
Wew [army 212,613 [2L.008.23 33,155.20
Waw Mexica 59,425 1747085 §,730.51
New York, G8L, G54 311,857.51 o7 1145 96
North Caraline 278,500 118,480.35 30,16T.38
North Dakota 40,552 1115496 3.518.24
Cihia G4, 645 201,817.43 5583018
Cliehema 142, 184 Gl 28002 14 756,08
Crego 140,078 36,280,456 11,661 .44
Panugylvanla 505,195 22321 6.08 £9,875.80
Fhode Lland 80,382 22 AT 10 270564
South Carqlina 128,824 T 458,01 : 17.57L.20
Zauth Dakekn 5,46 13,210,177 3,550.72
Tennnstas o7 BTE B0,349.52 2E,576.08
Taxaz Be4. 771 §E5, 047,00 77.504.24
Utah 101,526 18,8408 5.654.40
Vermonk 13,720 ; T A51.36 2,577.80
Viveir iz 503,854 E2.B05.58 28,360,241
Wisghingtan 241 557 581228 17.658.9%
West Virgimis B4.B00 33.375.10 11,24 4B
Wisconsin 227120 68,405.72 24,206.40
Wyomitg 26,266 G,356.37 1,628 44
{EPDMI;LL 112.963,485 3 4,015,125 31,214,087

1. Takal fala of Fhasmasics iram !alr.lh{nn.:lgcmmh Tha Merketng Mogozne, Tune 1371

2. Total Premripton sl derived by applying #he ratle of praseriphom jales ta totsl sules for cach sate
{Camanat of Buginase 196 7=fiatal] Trads fe xﬁ}m the 180 total subar eetimate.

1. Tatal Mamear of Preseviptions Dispensed by Habe W derived fram Biing the tntal nunmbr of preforintions
digperend et setull {Praterinton Dgts Summary 1972, Departiment of Sealh, Edusstion ard Welizr
¥ -?ESM +8.11500 1.5, Covernmant Frinting CEfrs] and apmting e st volume of sach skate o 1070
wis ke mme a3 the relative vobime In 167,

-
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unit volume) ate of comparable magnitude. They indicate that preserip-
rion drug purchasers paid between $135 and 8152 million in monspoly
prices in 1970 iz states restricting prescription drug advertising (Table 3).

TABLE §
Estimater of the Prics Effects of Advertising Restrictions {1970)

Bass Estimate [C0H 25% Confidence interval
L8 FIH]]

Dollar Salss Volume 214511 . 83,875 — BLA5.437

Unit Prascription Velume $152.409 £05,025 — 210,191

Vil ADVEATISING RESTRICTIONS AND FRESCRIPTION DRUEG CONEUMPTION

A major controversy regarding the restriction of price advertising of

" prescription drugs invelves the affect that such regulation has on

prescription drug consumption. As noted above, an argument presented
for maintaining advertising restrictions is that prescription drug price
advertising stimulates the consumption of preseription drugs. Such
consumption, stimulated by advertising is viewed as abusive.l3 This line
of argument suggest that per capita prescription drug consumption is
graater in states not regulating advertising. It is not an argument
in accordance with earlier research suggesting that pharmacies individ-
ually or collectively could not increass aggregate demand for preserip-
tion drugs since demand is derived from the healh status of individuaals
and subject to the diseretionary behavior of prascribers.

The hypothesic that the absence of prescription price adwvertizing
reguiation has mo effect on consumption can be tested by estimafing a
funstion in £ha following form:

PERCAP = f (P, PCPI R, MD}

15, It wanuld he noted that shocld the absemes af 2 rapulation resiricting advertaing be positively
rascclated with prescription drog congumption this may ropresent a socially banefieial effeet. This
wionld be the cass i price ‘nfarmation inereased the propensity of Indieiduals b fill & preseipiion
cocw writien ior them. An sxeminetion of this iszow could only be carried sut by comparing the rate
of prescriptions wrltten o preseripsicns filled in states restricting priee edverbsing and in
emrestricted staces, Lnfortunately oo figures exiet alivwing sock a comparison,
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where: '
FPERCAF = State per capita preseription drug consumption in 1870
P = Price index for each state derived from the 1970
© NARD/NACDS Survey
R = Advertising resirictions dummmy variable {17 if state has
. advertizsing restrictions, "'0™ otherwise}
MD = The numbar of prescribers (phiysicians, dentists, osteopaths)
per capita by state in 1970

Alternative functional forms included two zdditionzl variables: the
proportion of state population over sixty-five and the number of
pharmacies per capita. The proporton of state population over sixty-five
was included due to ths incidence of illness and resultant prescription
drug usage experienced. by this segment. This variable was never
significant, The number of pharmacies per capita was inzluded in one
gstimate and while the coefficient wae positive and significantly related
to per capita consumption, it was felt that the dirsction of causation was
likely to be reversed, ie., the number of pharmacies per capita is
a function of the demand for preseription drugs rather than the other
wiy around. ’

The highest R obtained was .12I (F = .566, p. > .25) and this was
with all variables including the proporton of elderly popularion and
pharmacies per capita. In terms of information regarding relatiocnships
among varizbles, however, the estimates were useful. Four findings ars
of particular interest: ' '

1. Per capita income is positively and significantly relatad to
per capita prescription consumnption. Income elasticity
ranged from .11-to .20 depending on the form of the
equation.

2. Price is not significantly related to per capita preseristion -
consumption. Elasticity estimatas ranged from —.28 to—.41
depending on the form of the sgnation. However, the
insignificanes of priee in the eguation supgests elasticity
may be very closato zero.

3. Price advertising restrictions are not significantly related
to per capita preseription consumption regardless of the
form of the equation. The coefficient of this varizble was
never significant at even the . 50 level.

4. No consistent relationship was found between the number
of preseribers per capita and per capita prescription drug
consumption. It is highly probable that the high correlation
barwaen this veriable and per capita income contributed to
instability. . : -

In comelusion, the regulation of price advertising has no effect on per
capita preseription drug consumption and demand appears to be highly
price and ineoms inelastie.
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VL SUMMARY

The purpose of this paper has been to examine the effects of restrictions
on prescription diug price advertising un consumer drug prices and to
estimate the cost to consumers resulting from price advertising restrio.”
tions, A model was formulated incorporating correlates of pharmsey
costs, exogenesous market characteristics, organfzational characteristics,
and advertising restrictions. Restxictions on prescription drug advertising i §
result in monapoly returns estimated at between $135 and $152 millien
as best estimates, {almost 4 percent of total preseription sales) in 1970.
These returns take the form of an income transfer, in the form of higher i
prices, from drug purchasers bo retail sellers, _

These costs are not insignificant, Unless it can be demonstrated that
benefits of nealth or safety accrue to prescription drug purchasers
(or society in general} as a result of price advertising restrictions, there
appears to be no reason for their maintenance.

_ REFERENCES
Bae:, Frank M. "Expence und Margn FyneHens in Drog Stores,” Journal of Marketing, Vel 300
J, lanuary |256, 236242,

Benham, Lee, “"The Effect of Advertising on the Frice of Eveglasess,” fournal of Law and Eeonomics,
15, 2, Getoher 1679, $57.352. :

Berkd, Sylvesrer, Presseiption Diepaneing in Twoenty Pharmacies, Dtilicers, Serzicss and Costy,
Ann Arker, Michizan, 1971,

Cady, John F., Drugs on the Markeir The Imooct of Public Policy on the Retall Morker
for Prageription Drups, Lexington, Massachusetts, 1075 (o),

——————» "Resiricted Advertising and Competition,” American Fatarprise Inatiturs for Public
Policy Poaarch, Washingon, D.C., 197645,

Cooper, B, & and Warthingten, Wagey, Natismal Hralth Erpendifyrey Colendar Vears 19291270,
Weshingtom, VG, 1977,

Donnem, Paland, “Federal Antitrust Law Versis Anti-Competitive State Fegulation.” Faper
aelivescd '::Eiur-: the Sherman Act Committes, American Bar Asocietion, 51 Louwis, Missourl,
August 1870,

Ergman, Lawis &., Untitled peper dealing with distributive trade regulation before Antioast Law
Section, Araerivan Ber Askociation Anmua] Meeting, Hanoluly, Hawali, August 1974, i

Fietshar, F'. Marisn, Markes Restraints tn tha Retoil Drug Indusery, Philacelphia, Peansylvants, 1557,

Mesgon, Allisan, “The Chaogicg Legal Stans of Prescription Drug Frics Posting: Effects and
Implications," l.lnpuhlilhbﬁl'gipﬂ‘. Fadaral Trades Comminsion, 1574,

Maurizi, Alex A, “The Effact of Laws Against Price Advertiging: Tha Case of Retail Gaselioe,”
Weatern Econormic Journal, 10, 1972, e JiL32Y,

Rozmexthal, Benjammn (Han), “Hetail Preseription Drug Prices” US. Congress House Diocument, i
Waskingtan, 1573, . .

Soeemmy F, L, “Preseription Urug Pricms, Ganeric Neme va, 3rand Wame," impublished paper,
University of Chirago, 1574,

Amearican Fharmaceutical Association, “Bepart of the Judirial Board,” Movember 25, 1968, o8
cited in (151 pp. 70.91, '

Californta Legirlztive Assembly Cffica of Hesearsh, "Preseripion Drug Price Survey [Preliminary
Survey).” Stcramento, Calfamia, Aprl 1973.

Federal Trade Commisrimm, “Prwseripticn Druge: Rersil Price Theelasiret” Washngton, D.C.
feoary 28, 1975,

Spies Wan azement, Supvey af BuyingPower, 1971, New York, 1971,

T L e T 7 o R =T =

oL
P R S i .
Pl ket P g . g . Pl el e AL i ok = o A FAAL o=






Steven R. Cox et al., Consumer Fformation and the Pricing of Legal Services, 30 J. INDUS.

Econ. 305 {1982},

Scope of Study:

Conclusions:

The authors used a random survey of atiorneys in Phoenix, stratified by
firm size and location, to study the effect of adveriising on price. For cach
of five services, the survey asked attorneys whether they would perform
the service, how many hours it would take, how they would charge for
their services (i.e., flat fee, contingency fee or hourly rate), and the amowst
of that fee or rate. Respondents were also asked about their age, sex, race,
education, years of experience, size of firm, area of spectalization, past
advertising, future advertising plans, and general hourly rate.

The authors determined that attorneys who advertised, or planned to
advertize, had lower average fees and also had less dispersion in their fees
than aitorneys who did not advertise.
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CONSUMER INFORMATION AND THE FRICING OF
LEGAL SERVICES

Sreven R. Cox, Avian O DESERPA avp Wiliian C. Caney, [r.*

In a elassic article on the economics of information, George Sdgler discussed
the impact advertising could have on the dispersion of seller prices quoted ina
markctplace.! As one source of price informaiion, adverdsing reduces search
costs for consumers wishing to ohtain some product or service at its lowest
possible price.? The morc comparison shopping consumers do because of
lower search costs, the betwer indormed they will be about scller price
differtnces and, hence, the less price dispersion the market will support.

Until recently, there has been little opportanity fur Stgler's process to
operate in the market for legal services, The firat Canons of Ethics adopted by
the Amcrican Bar Association in 1908 contained a prohibition against
advertising by attorncys and within a few years that provision was adopted in
cvery stale, cither by legislation, court rule, or court decision. Almost seventy
years later, however, in Junc 1977, the U.5. Supreme Court held, in Bates v,
Stafe Dar of Arizona (£33 U.5. 350}, that attorncys had a first amcndment right
to advertse fees for routioe legal services, The Gourt™s decision was based in
part on beochls to <onsumers that were assumed to foliow from
advertising—benefits such as the increased ability to shop for prices and,
presumably, to obtain lower ones, -

In 15978 a study was conducted on legal service pricing and advertising in
Pliocoix, Arzona. [t toaults provide some cvidence oo the informed natarc of
the consumer of routine legal services and the importance of consumer
inlormation tn the pricing of such servieccs. The purpose of thi: paper 15 1o
present those results, The paper is divided inte three acetions. In the At
sectinn, several factors infuescing attorney pricing behavior are analyeed.
Routine legal services are distingnished from other legal services in terms of
three production furction varizbles. In the second section, the methodalogy
and emipirical results of the 1978 Phoenix Area Survey of Private Practicing

* The nudy described in this argels jy Based upon work supporied by the National Science
Foundation onder Graoe DAR 77-14156. Any opinions, findings, and condwions or
recommendationd expresed in this publicaten, hewever, are those of the authers apd do nat
neceuarily refleci the viewa of the National Science Foundaton. Judge Canby was cowmel and
Frofeasor Cox a witnem for a & Bato and O 3o in Fairs 7. Rar Bar of Angong, 433 U5
350 (1977), The authors would [ike to thank Dre Kobere St, Lowis and B Michasl Mann and an
anca us refuree for their helplul comments,

e Saigler, [73.
S-:a.rrji refert to the process, copducted prior to purchase, of gathering information by
inspection or examinaden. See Nelaon, {5] [61.
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Attorneys are presented. In the thind and final section of the paper,
recommetidations for further research and its direction are offered

{. THE MAREFET FOR LECAL SERVICES
A. The Rote of the Attorney

When 2 consumer purchases a legal service, he doss not buy that serviee
directly. He sclects an attarney whe diagnoses his legal problem and then
recommends some stvice o solve that problem.” In mast product or strvice
markets, consumers choose the quantity and quality of autput they ave willing
to pay for, and their sutput choices determine what input quantides will bz
used in producing that ocutput. [o the legal services market, however,
producers rather than consumers often determine what 13 produced and how
it is produced {ie., what legal services are rendered sach client and what
combinationg of skill and time are imsed in rendering thoseserviees) * This may
seem logical and afficient given that the attnrney knows best his own gkilt, and
thus the productivity of his time; nevertheless, it also means that attomeys can
exercise congiderable discreticn in the pricing of their services.

Coe source of attomeys’ market power iz their informatonal advantage
viz-d-vig their clienis. Another is sarvice heterogeneity. Every attorney iz an
individuoal possesstng some unique szt of skills Any given service he renders,
therefore, differs theoretically from thae rendered by another attorney. In one
gegiment of the legal services market, howsver, service quality is not subject to
variadon, mither acmmss attoTneys or across cases, Such services will be referred
to as “routine" legal services.®

A purely routine legal service may be defined in terms of polar cases of
three production function variables. Its essential characteristics are:

(13 The marginal productivity of legal skill is negligible. The skill variabte
in the production function consists merely of certification to practice
law, familiarity with basic jegal procedures, and clerical efficiency.

(2} The service may be brokep down intoc a set of well=defined tasks sp
that the time required to perfarm it {i.«., the inverse of the production
fonction) is estimable ang the variance of the estimate is known.

(3) The quality of the service per 2 i3 not a significant variable either from

* the attorney's or cleot's perspective. Both recognize that certain

! For an excellent discusslon of the apparmnicy for fravdulem behavier aod of the inabilicy of
frot cnmpenition ko t seller fraud whea J;:gnm'u and service are jointly provided, we
Darby and Kami [ﬂ'i

* 1n providing a legal service, an atomey combine aoquired skills {5} with his time {f,} to
produce a service of & given quality {2} The mlationship between ou-;put qualiry and the mputs
may be reprecnied by a pooclasice] prostucton fpcdan, X = 515, 4], sebacipts denoti
type of sacvice, Skl and time are analegoue to (human) capital and labor, with the former K
and the lacrer variable in the ghort an.

* For convenietce, All nobrowtine legal services wilk be clawified an "complex™ services
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detadls st receive atiention before the semvice is compiete. There are
no degrees to which the service is performexd.

Faur of the five servicea priced io this study arc generally regarded as routine
and were purposely sclected for that reason. With homogencous snacket
offerings, there are no obviously Important product-refated Factars at work
causing feea charged to vary substandally frem one attorney to another
Diffcrent atworneys may, of coorse, quote different fees for performing exacily
the same service because of differing opportunity costs of 6me,® but the prices
consumers zctually pay for a routne legal service will be roughly the same
usless comsumers are largely ignorant ol available market alternatives.

B. The Supply Decision of the Attorney

5o long as a consumer’s legal problem can be splved by rome routine service,
his informatonal needs are relatvely meodest. Knowledge that such a service
is called for and information about the fee arrangements of alternative
attorneys availzeble to perform that service will enable the consumer to make
optimal market choices. Consumers whose legal problem requires some
complex service, on the other hand, should know: (1) what service is best
suited to solving their particular legal problem, (2) the skill or expertize of
alternative attorneys in  matters relevant to that problem, (3} ifee
arrangements and the relationship between fees and experuse, and (4] the
produoctivity of attorney skill and dime in providing the output in which they
are ultimately interested.

The costs of obraining needed information, of transasting or agreeing on the
tme input and quality of service rendered, and of enforcing all implicit or
explicit contracts made between attorney and client constitnte three major
sources of market Imperfection. These information, transaction, and
enforcement costs generally may be expecied to inerezse with the complexity
of the legal service involved. In turn, market constraints upon atiomey
pricing behavior become increasingly loose as these costs increase. The marke:
environment in which an attermey finds himself, therefore, will depend on the
type of service(s) ke renders, and an attorney's supply decsions will be very
much influsnced by the market environment in which ke operates.

What an attorney charges for any legal service he perfortny will always be
constrained from above by the market value of that service to his client and
from below by the opportunity cost of his time. In a perfeclly competitive
market, these constraints converge at the market equilibrium price. 1n an
imperfectly competiive macket, where consumer ignorance is widespread,
seller price discretion can be substantial. The mors complex the legal service

¥ Anorpeys whoae practice of law i highly specalizesd may clect not (o parform roudine
services. Coneequendy, Some aCtome)ys whise opportunity cost of lime i quite high may not
quote zoy fee far peavineming auch services,
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involved, the mort pricing diseretion attorneys will enjoy, partly becanss of
consnmer information cosp and pardy becavee of (he pature of the gervies
rengdered.

Of major importance 16 a survey of legal sendice fees iz whether the
fundamental unit making the supply decision is the individual attorney or the
law firm with which he is amociated. Each obsvionsly plays a part in the
decizion-making process, but the attorney, we believe, i3 the oltimate
decision-maker.” First, it is largely the individual attorney who detsrmines,
aver the long run, what legal services he will and will not perform. Seeond, the
pricc charged for any given legal service is a function of attorney skill and
ume, both of which are matters individoal to an 2ttorney and not to the fimm
with which he is amociated. Third, even when part of a very large finm, an
attorney has some input to the decision-making process of that firm. This i
especiaily tms [or partners, but cven in the case of associates, the income an
individual attorney can demand io the markee will influence significantly the
foes charged for his services.

Given the individual attorney 23 the ultimate decision-making unit, his
supply decizion may be best described as a time allocation problem, though it -
is somewhat more complex than that wpically discussed in the economics
literature. In acddition to the elementary choice between feisure and income
faciog any laborer, three other imporiant chojces face & lawyer. First, there is
the choice of how w allocate work dme isell Some attorneys choose to
cancentrate their work efforts io one or a few areas of (he law, while others
sclect 2 general practice of law.

Sccond, thers js the choice between guantity znd quality of scrvice
provided, at least in compiex legal cases. The quality of service an attorney
provides in any paridcular complex legal case will depend wpon both the
amount of his relevant expertize and the anrount of Ume and cffort he expends
on that case. The more time he spends on a cage, the fewer cases of any kind he
will be able to handle. At l=ast two salient properties of the kegal service
production function merit neting here. One, while attorney skill is clearly
multidimensiooal, diffcrent scis of skalls will be required for different kinds of
services, Scholars of constitutional law, for cxample, may best provide
representation for Presidents accused of impeachable offenses, but they may
be unable ta pesform, at least efficienty, rather rontine services like writing
simple, wills or handling uncentested bankrupicics. Two, the more complex 2
legal service is, the lesy able an atterney (cven a well-informed one) will be to
estimate the time required to provide a given quality of that service.

TThem i some question in fhe lieerature a3 w whether the fondamental aspply
decdiicti-making uait @ the indiviqual sttormey or the law frm, Jene Kwon [3] arguen in hi
paper that the Inw firm, 48 oppiecd o the mdividual practice, requires s proces of P
deciion-making. Cur survey c:ruinlly indizared yomeé femtralization of dechion-making,

atticolirly in the very firm, but Ior the reasons we arg about 19 give, we balieve tha the
individual atwtney 4 the ulimate decikonsmaker. [noaoy event, it in unbikely that traneactions

coata would be sufficienly high among fitt membery as 9 inducr individual behavior which i
itrational rom the group’s pempecdve.
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Third, thers is the chaice of what [ee to charge for services rendered. Ar any
memenl in ime, an atwomey, like all-producers, faces somne tradeoff becween
fres charged and the guantty of cawes handled. The degree of tradeofl
depends on conswmers’ price elasticity of demand and the producer’s markel
powet. This classic two-dimensicaal static demand curve tradeoff, however,
mast be supplemented by qualitetive and dynamic considerations as well. The
number of clients demanding an attorncy's services of any given type willbea
function of price charged and quality of service rendered.® Furthermore, an
_ attorney’s fees and guality of service will likely attract {or, repel) clients in the

future, through reputation and referrals, as well as in the present. Thus, an
attorney can face some long-run tradeoff between present and futere ingome,

In general, artorneys quote their fees in one of three ways: fat foe, bourly
tates, or contngent fees {percentage of recovery). The manner in which
attorneys quets their fees will depend on the risk of service outcome and the
uncertainty of service time requirements. These phenomena, in tam, will
depeiad an the type of legal service invalved. For routine legal services, whers
there is 70 gutcome untertainty and dme requirermnents can be estimated with
nepligible ertor, flat fecs may be quoted. The attorney in this case asgumes all
time input risk. For compitx legal services, where cutcomne rsk may be
sabstantial and time requirements highly uncertain, attorneys are more lkely
to charge cither an hourly rate or a contingent fee. In the former case, the
eotsurcer bears all time input and outtome risk, except to the extent that
winning or lating casey affects the attorney's reputation and long-run abiliry
to attract clients and maintain or raise fees. Under a contirgency
arrangement, the artorney heave all of the time input risk and frequently that
portion of outegme risk permaining 1o out-cf.pocket costs, Outcome risks
permining to payoffs are shared between attarney and cliant jn accordance
with the contingency pereentage. Whether a contingent fee or an hourly rate
i quoted for a particular comples legal service will depend on the goal of the
lawsuit and the means of the client. In plainGiT persenal injury cases, for
example, where some monetary reeovery is the goal of the lawsuit, an attorney
will often charge a contingent fee, especially when it is questipnable whathera
client has the means to pay bor services rendered in the event the cace &= loat

Bemdes determining how risk will be allocated, the manner in which
attorneys quote their fees influences whem acrmal legal service charges are
determined. This, too, is of eritical importance for a fee survey. IE a: in cases
where z contingent fee is charged, legal service prices are determined 2x port
{i.e., only after the service is rendered), survey fex data (i.e., & anée feo
estimates) will at best approximate actual charpes. Even in cates where an
hourly rate is quoted, survey fee measures of actual service prices will he snly

¥ Even in the casr of routine wervices, couumen may poreeive quality differences foom oo
wtlartely 40 agother i wbey are nol well-informed shout the 1ype of sarvice which their fegal
problem requeires. Whenewer quality differences are perteived, of course, the individual attermney
will have some degree of menopaly disereran over the prce he chaige for his services,
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as good as time requircment csbmates, Where fat fees are quoted, however, &=
anl fee quotations and ex poxt charges will be the same. Thus, for outine legal
scrvices, survey measiurement of actual attorney charges is possible,

G. Empirically Testable Hypotheses

Two etapirically testable hypotheses emerge from the foregeing discussion of
atarney pricing behavior. The data needed to test sach hypothesis were
gathered viz a foo survey of Phoenix area attorneys. Four of the five legal
scrvices priced were specially designed o be reladvely routine in nature ro
that same indication of the importance of consumer infyrmation in the pricing
of legal services eould be obtained from the magnitude of fee dispersion
ohserved.

The first hypothesis to be tested concerns the informed matpre of the
consumer o routine legal senvices. With routine as opposed to complex
services, there is no obviously important supply side factor, ke quality oflegal
input or output, at work causing market price dispersion. Consequently,
variation in the prces which consumers pay for a routine legal setvice will be
due largely to their lack of knowledge of available market altematives. The
less consumers know about the availability of alternative attorneys and the
fees they charge to perform a routine service, the more fze dispersion the
rnarcket will be able to support.

The second hypothesis to be tested concerns the manner in which attorneys
guote their fees for performing routine legal services. Theory suggests that
such serviees will be priced on a Bat Fee rather than contingent fet ot hourly
rate basis since there is no oumtcome uncertainty associated with rouline
sarvices and the time requirad to perform them can be sstimated with litde, or
no, error. The more routine a legal service 15 i, the closer the variance
estimate of the me input required to perform it is to zerp), the more likely
attorneys are to quote some flat fee for performing it. Flat fees may even be
quoted [or relatively routine services lor which time input rick is significantly
greater than zero, but they probably will include some preminm for risk
bearing. )

I A SURVEY OF PRIVATE PRACTICING ATTORNEYS 1IN PHOENIX

A Muhkodology

A survey of attorneys in peivate practice in and around Fheenix, Ariznnz was
designed and conducted in the Summer of 1978, ['m ends were both immediace
and remate: {1} to produce presently useful information on existing price
patierns for certain (primarily routing) legal services: 2nd (2] to provide a
bundation for a subsequent study of the impact of lawyer advertising on the
lees ronsumers pay for Touting legal sérvices. In order to compare the
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producdvity and cost-effectivencss af survey methods, two sutveys werc
conducted: onc by in-person interview and another by mail. For each survey,
randem samples of artorneys were taken from rosters of the State Bar of
Arizona, stratifed accordiog to irm szc and location. Afier exclusion of those
whe were not in private practics, 137 attorneys were included in the in-person
survey sample and 134 in the mail sample.? The response rate for the
in-peron survey was 96 percent and the mail survey 84 percent. These
Tesponse rates were more than adequate to produce reliable dam.!® The mait
survey response rate, while lower, was sill sufficiently high that this-
less-expensive survey method was judged more cost-efective.

The same questionoaire was wed for the in-person intenviews and the mail

- survey. With one exteption, the questionnaire dealt with relatively routine
legal services. The five services inchided were: (1) reciprocal ample wills for
husband and wife, {2} reciprocal simple wills with an educationa! trust
provision, (3) an uncontested nonbuziness bankyuptcy for husband and wife,
{(4) an wecontested dissclution of mardage without a property settlement
agreement, and {5) a plaintifs personal injury claim. ' In order to minimize
misunderstandings with respect to the nature of the service in question, each
service was spelled cut in detail in the questionnaire.'? This approach ensured
that all attorneys priced the same servict and that price vanances were not
due to different attorney perceptions of what setvies was required.

Far all five services, the attomey was asked : {1] whether he would perform
the gervice, [2) how many hours of has own time it would take, {3) whether he
would charge a flat fee, an houdy rate, or a contingency jee, and {4) the
amount of that fee or rate. The attoraty was asked to assume throughout that

* & driaded descriprion of samphe selection, questionmuire deign, statbticad analysi and athec
methodological matters may be ibund in the authors’ eepart, [1].

*® These very high e = ralty iay b due i coidviderable degree to the active support of
the State Bar ol Arirona. With the appreval of the Board of Gavernory, the President of Lhe Sraoe
Bar wiote a lstier urging attomeys o cooperate with the surwey. That letter accompanicd cach
requatt for intendew aog mailed quesiiodnair.

U We included 2 plaineff personal injury care in awr saevey, despise the non-ronrine natwre of
the service called for in such a case, because lawyer wally charge a percentage contingen: fee
rarhar than a Dac fee or houdy rawe for h:.ud]ilg this type of case, We ultimately want ta karm
how atrorney advertuing aFects the percentage charged.

42 For example, the reciproral imple wills we priced were deseribed in the questotnaing as
Tl lenwns £

Husbard is 35 year of age, aod Wife in 33, They have two childeen ages 12 and L4, They
have & modeat estate and istamcoiary objectives that you hawe determinad will be
praperly served by mwigad willd conzaining che Tdiowing provisiog @
. All peronal cffectr to i he or she survives bevtatriaftestator; otherwiss (o
muriving children in equal shares.
2. All other property bo spacie i he ar dhe survives bavatde/teane by fine (4) monthe;
otherwise pgually to chibdren or isue of deceaserd children by representation.
. I distribucticn i required to 3 minor, personal mpraenative may nedn and adminiyer
a fridtes until minae reaches majority.
Represcamtive named, to aerve without bomd,
Powers of re, tative st forth.
. Guardian of pemaod of mivor childnen pamed.
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he had not served these clients before and did not expect to serve them again.
Rospondents were also asked their age, sex, race, cducatior, years of practice
gcncrally and in Maricopa County, extent of specializadon, size of firm, past
advertsing and present plans to advertise, and general hourly rates. 2

B Resulis
1. Fer levels and digpersion

Some variation i atterney fee quoetations, ¢ven for exactly the same routing
legal service, was expected, but the magnitude of fee variance we did find was
unanticipated. {S8ee Table L) The varance sstimares we found for price paid
WEre cven more surprising given the rather modest informational needs of
consumers of routine scrviced, It &5 difficult to imagine, in fact, that such ke
dispersion could exist unless consumers were almos: tetally ignoesant of
available market alternatives. !4

Despite the apparcnt widespread nature of consumer ignorance in this
market, thers 15 some indication that a few consumers have borne the cost of
gathering some price infermation. All eight mean fee estimates for price paid
were less than those for price offered, as Table I reveals, and four of the eight
differences berween means were statistically signifcant at the .10 level. Thus,
those attorneys charging reladvely high prices evidently are, to some extent,
being passed over by at lzast a few consumers.

The beiter irdormed consumers become concerming available market
alternadves, duc perhaps to advertising, the less pricing discretion attorneys
will enjoy in the routine legal services market and, henee, the lower the level
and dispersion of fees charged for such services will be. It ie still teo early, of
courzc, to determine what effect attorney advertising will in fact have oo the
price structure and delivery system for routine legal services. However, the
1978 Phoenix Survey provides some daia which will be uscful in a future
resolutien of that lssus and seme current information about the extent 1o
which attorneys uscd advertising as well as the fees charged by advertisers one
vear after Bater in the ity where this landmark case onginated. (S22 Table
1L}

The number of Phosnix area attorneys whe said they had advertiged
sometime during the six monthe prior to our survey was aot large, Thi was

11 A eopy of gur survey questionnaire may be ohtained by weiling to Prolsor Steven R Co,
I}c;.-m:m of Exogmics, Lzonl St Universivy, Tempe, Arizooa 85287,

* Coeffacienin of varatos (Le., the rado of the sandard deviabiom o the mean) even for Bat
fre quotatiom ranged Fom a high of 63 for the simple will with 2 crust provision {in-persan
aTvey ctmata] 13 & low of 19 for the uncontested bankrupey {mail survey catimaves). By way
of comparison, & Smilar rangs in coefficients of varmtion wa obiaioed in a priee sorvey of 12
differnt proscription drugs in Mew Orleans, Lousiaga {74 to 18}, but in an eyeplas
prescripion survey, abe sonducted in New Orleana, the confiicients of variation ebiained lor B
differsnt sysgiass presoriptions E;If only e 2 high of .18 ro & low of 8. At the tizae of cach
sucvey, price sdverbismg of preacripon drege and eyeglages was prohibited. Ses
Mackinieah and Frey, {+] -
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expected, inasmuoch s the Rales decision waz handed down only a year before
the survey was condoeted. Of the 248 lawyers responding either in person or
by mail, 14 {or 5%, said they had advertised in the previous six months
somewhers other than in the telephone Yellow Pages. A total of 23 {or 9%)
said rhat they planned to advertise in the next six months, OF the 14 lawyers
who zaid they had advertised, 3 said they had advertised fees; of the 23 who
plarmed o advertise, 4 said they intended to advertise fees. Two of the 14
lawyers who had advertised said they had done 3o on radio or television and 4
of the 5 who plapned to advertise said that they would do so on radio or
television,

A pattern of less price dispersion and lower avetage feey among those
attorneys who do adverdse (or plan o} glso emerges from cur Phoenix survey
results. In virtually every instance, the mean or standard deviation for those
who had advertised or would adveriise was significantly lower than that for
the other atorneys surveyed. No ioferences, however, concerning the Hkely
effeet of zttorney advertising on routing legal service jees can be drawn from
the differences these data show. Our findings provide a snapshot picture of the
Phoenix routine legel service market at one point in dme only. Thos, it i
probable that the data capture the tendency for those secking addidonal
chients both to advertise and 10 charge lower fecs.

2. Fiat fee and fourly rate quolabions

[o additon to providing some evidence on the informied cature of the
comsumer of routine legal services, the Phoonix survey data also furnish some
insight iote the manner in which attorneya quote their fees for pedforming
such services. The data, for cxample, support the hypotbesis that rontine legal
gervices will tend to be priced on a Bat fee rather than some other basis. For
cach of the four routine services priced, aver 80 percent of thase lawyers who
said they would perform the service quated a Aay fee, whereas for the plaintiff
personal injury claim, none quoted a flar fee. Most cited a condngent fce
based on a percentage of the potential recovery. Moreover, in several
interviews attorneys said that their Anal bill would be determined not only by
the damages recovered but also by the dme expended oa the case. In other
wards, if the case were seteled quickly and for a large sum, they would revise
their contingent fee downward or charge the cquivalent of their standand
hourly rate times the number of hours apent on the casc,

Within the category of routine legal services, there appear 10 be degreoes of
“routinencss.”™ The addition of onie trust provision in the simple will case, for
example, increased the variance estimate of the time input requirement from
1.4 ta 4.4 hours, {The mean ibcreased from 2.2 1o 3.3 houra.) The mean fee
quorcd for writing the recprecal wills with a trust provision was over 30
percent greater than that quoted for writing the reciprocal simple wills
without & trust provision, and the dispersion in fee quotadons for the former
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service was virtually double that for the latter more ®rootine® serviee. The
percentage of artorneys quonng an hourly rate as opposed to a fat fee also was
ten points greater for the former than the latter service.

Beciprocal simple wills, with or without a trust provision, utilize
well-standardized languags and require no court appearances. Hence, these
routine services imvelve virtually one tme input misk for an acorney.
Lincontesied divorces and banksuptcics, on the other hand, not anly require
court appearznces but they may alwo involve bargaining, cither between
spauses or among debtor and creditors. With these two routine legal services,
therelore, ime input risk may differ significantly from zere beeause of the
costly time delays which scheduling probletts often creats. When attorneys'
flat fer quotations wers compared to the price they would have charged if
their standard (or, typical} hourly rate were multiplied by the tme they
estimated it would take to perform each routine service, the flat fee quotations
on average wers less than the hourly rate charge fbr the two wills but greater
for the uneontested bankruptey and divarce cases. {See Table ITL) The latter
positive differences are consistent with theoretical expectations. The negative
differences for the two wills might be atmbuted to a combination of two
factors: {1} that attorneys price the writing of wills ax los leaders in hopes of
attracting ptobate of sther busines at some fupure time; and (2} that, since
wills can be writken during slack rime, the opporumity cost of time is lewer for
thiz service than for others.

Tamx [L
A Caural BoH OF FLAT Frr CQUOTATIONE TO
HyroTHrnasl Hourcy Bare Deremurver Cuskor

" Adrav Flat Mucx -

Suroey aned Semce Far Quotes Pria! Differeer
Io-Feren
{1} Smple Wi B 3125 T §-43
{21 Will with Trust 5143 $175 -3
{1} Uneontested Bankruptey L 2l $i34  $408
4] Unconiested Thvoree 37 M §+53
- Mail
(17 Simple Wi g $197 =4
{2) Will with Trust $133° $l66 §-13
{3) Uneontested Bankruptey B4t $3a8 $+ 4G
(4] LIncooteared Divaroe §343 L i+

! Price = Fatimated Houra w Complets Service = Smandard Hourly
Rate,

? [ thear case, the mrean Bat oo quoted differed significantly, sk the
05 Lavel, from the mean price calcuinted from the houm sbmared o
perform each wrvice Hime et attorney’s standard (or typical] houly
rate charged for légal strvioe.
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1H. SUMMARY AND SUCGESTED DIRECTION
FOR FUTURE REEEARCH

The empirical results presented in this paper show that the Phoenix market
for routine legal services in 1978 was characterized by astonishing variation in
fees charged for four relatively routine services, suggesting a bigh depree of
consurer ignorance in the market. They also support the hypothesis that such
services will tend to be priced on a flat fee hasis, thereby making it pessible 10
measure actval attormey charges for themn via fee surveys.

With this initial study of legal service pricing and advertsing in Phoenix the
first step has been taken wward measuriog the price effeci of atiorney
advertising. Additional fes sarveys of arorneys across a nuember ol different
geographical areas over time, of course, will be needed to determine
ultimately what impact advertising has on both the level and dispersion of
toutine legal service lees. It should not be difficult oo find geographical areas
with greatly varyving levels of advertising, partly because state regulations
issued sinee the decision in Bater differ so widely. At the most permissive end of
the spectrum are several states that now permit a1l kinds of lawyer advertsing,
in print or over the air, 30 long as it is not falke or deceptive. Ar the other
extrems are a few stares thar limit atomey adverising to pont media only,
and permit only the advertsement of a fow routine legal services of the type
involved in the Bates case.' * With this varied pattern of regularion, significant
differcoces in levels of advergsing should adse, and as they do, advantage may
be taken of that opportunity to make comparisons between scveral
geographical marckets,

While lattudinal comparisons may be wsciunt in identifying marker
differences aeross arcas with varying attorney advertisog regulaions and
pracuces, longitudinal comparisons will be oeeded 10 determine the (roe
long-run market cffects of changes in atworney advertising regulations and
practices. The 1978 study of the Pheenis routine legal services markct can
provide the data base needed for a Jopgitudinal study of that arca. To
determine the market effects of attomey advertising natooally, howewer, will
require an examdmatjon gver time of changes that occur it regulations of
attorney advertsing, in actual adverdmng practices, and ic the routine legal
scrviees market of moltipie arcas. Witk such rescacch, a great deal more can
be learned about the effect attomey advertising has on the price structure and
delivery system for routine legal services. '

ARIZONA STATE UNIVERAITY ACCEFTED SEFTEMBIR 1G81

3 For a conplere suline of the vtates’ megulations of sttormey advertiting, tee Cos, 7 2l [1,
Chapter 3],

'F.h wx arca stody, Minded again by the National Scence Foundation, began April 1, 1980
Phoenix will be one of the dx areas included in this weond, feltow-op study on the marker efecn

of actomey advertinny.
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. Boger Feldman & James W. Begun, The Welfare Cost of Quality Changes Due to Professional
Regrulation, 34 1. INDUS. Econ. 17 (1985).

scope of Study:

Cong¢lusions:

Feldman and Begun exploited the variations among states in the niles
governing optometrists, spectfically with respect 10 regulations that banned
price advertising, restricted the conunercial employment of optometrists,
and required continuning education of optometrists for licensing, to analyze
the effects of these repgulations. Using data gathered from a systemuatic
sample of optometrists in 1976, Feldman and Begun analyzed price
{measured by the optometrists report of price for & complele visual
examination of a presbyopic patient} and qualily (measured by the self-
reported length of the examination in minutes and the self-reported
nurnber of procedurcs performed) to determine the effect of the
reculations. The study then used regression analysis to determine the
effecl of 1hese repulations on price and quality.

Feldman and Begun concluded that the total loss of consumer welfare
from the siudied repulations was approximately $156 miltion. In the
market for vision examinations by optometrists, quality changes due to the
three sclected professional regulations resulted in economic profits for
producers of approximately $140 million. When guantity elfecls were also
included, the welfare loss increased by $16 million.
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THE WELFARE COST OF QUALITY CHANGES DUE
TG PROFESSIONAL REGULATION®

RDGER FELOMAN aMD T W, BEGUN

We present a method for meaguring the welfare cost of legislated
restrictions on the activities of professionals in markets where consnmers
can substitute betwoen brands of different guality. In the matket for
visinn examipnations by optometriets, quality chimges due to three
schocicd professional regulations regult in economic profits for producers
of some $140 million, and povitive changes io quality due to the
regniations are not valued by consummers at thair morginal cost A& small
antual weliere loss of about $8 million resnlts from these professional
vegalations. When quaniity ¢fects are also includcd, tho welfare loss
increasss to $16 million.

As 18 the case for other regnlated markets, researchers have devoted much
attention recently 1o the sffscts oflegal restrictions in markets for professional
services {see Cox et al [1987], Leffler [1978], Rottenberg [19307 and
Shepard [1978]). These restrictions, often largely promulgatzd by the profes-
sions themselves include advertising bans, educational requirements and
other barriers o aniry, and restrictions on permissible employment seitings.

Measuring the cost of monopoly or legislated restrictions is a gtandard tool
of welfare econemics (se2 Deyak and Smith [1976] and Harberger [1954]).
However, the conventional method is not well suited to meaguring costs
which anse when consemers substitute betwesn brands of different quality,
or between differemt-quality providers of the same peneral professional
servica. In this paper, we first discuss a method for measuring the welfare cost
of quality changes due to regulation. We then apply the method to vision
examinations given by optometrists in martkets poverned to vacying degrees
by three different professicnal regulations. -

1. THEORY OF WELFARE COST WHEN QUALITY CHAMNGES

Suppose consumers purchase a “vision care index™ 4 which consists of one
vigion examination with varying quality. Let a consumer witk income y have
a utility function UV = U(x, ) where x i3 all other goade comsumed. Settng
the price of » equal to cne dellar and mavimizing {7 subject to p = p(g)+x,
we have the usual solution that U/U_ = piig).
Define expenditure Munctions § = 8g; U7, ¥) representing the consumer’s
*Thie project was supported by Crant Mo, HS-03085 from the MNalicmal Center {or Health

Srmvices Reacatch. We woukd tike ¢o thank Sherwin Rossm, Michasl Grossman, and an
anomymols reviewer for helpful sdwvice.

I7



13 BOGER FELDMAKN AND JAMES W. BEGUN

[

mzq

m g

8 (g: L7, 1)

&l B
)

Ficime |

The Effect of Reguiaton on the Consumer's Choice of Optimal Product Craality,

willingmess to pay for alternative qualities of vision care, given utflity and
income. Then IF = Uy -8, g) can be differentiated to obtan G, = I /U, >0,
ithe slope of &n indifference curve between ¢ and the price of g. By further
differendation, 8,, = (U U_,— U I/, }/I7}.! The numerator of this expression
determines the sign of the income effect for good g i standard theory. If
U Ugp—U, U, =0, the family of expenditure funciions is paraliel, as
shown in Figure 1.

The comparative statics of this model are ambiguons, dug to the nenlinear
budget constraint; therelore, for simpiicity aszume that pig} = mq, where mis
a shift parameter that vaces across markets. With this simplification, also
shown in Figure 1, optimal ¢ clearly (alls from g} to g% when m increases.

How do differences in m arise? Bossa [1974] bas shown that plg) is
determined, in the long mmn, by supply conditions. Competitive supply

! This expression if fowod (but with 1 typographical error) in Rostn [1974, p, 39
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implies that sach quality is produced at minimum avetage cost by frms of
optimal size. The social marginal cost of producing a higher guality good is
thus m,. Diffcrences in m could arige, then, if factor prices differ among
separate competitive markets. Differences in m could alse be caused by local
taxes on quality or monppolistic restrictions which raise the price of guality
above ita marginal cost,

In the latter case, the value of the restriction to the producer per unit of the
good is given by distance af in Figure 1.2 If the conswmer were compensated
with ab inceme at the higher price of quality, he/she would willingly buy 43
and enjoy Uy, But Uy < U7y, thatis, the income transfer of ab, is accompanied
by a pure weifare cost whese monetaty measure is be.

In terms of derivatives, assuming tharg are no income effacts, £, is the
inverse of an income-compensated demand curve, and the situation is shown
in Figure 2. Welfare cost is measured in the standard way by triangle def?

Rosen [1974] has suggested a method by which market cbservations on
price and guality can be used to estimate the demand curve for quality
required to measure def. He suggests estimating the p{g) function from data
on price and quality. Denote the estimated function by pig). Parhal denva-
tives evaluated at the amounts of quality actually bought, é5/3g), represent
payments necessary to upgrade quality by a small amount, that is, the
marginal prices of quality. Estimation of marginal prices plays the same role
here as do direct observations on price in the standard theory.

In principle, dats are available on ¢xogencus variables y, and y, which
infuencs consumars’ and producers’ choices of quality. These include income,
age and insuranes (for comsumers), and factor prices or technological
differsnees for preducers. Thusz, we have a set of simultaneous equations.

¢ = d(?ffdq, y,}  (demand)
q = s{épidq, v} (supply}

which can be estimated by appropriate regression techniques.

Unfortunately, Rosen’s method has been extremely difficelt to implement
smpiricaily. All the observations are envisiobed as coming from a single
national market. There are no truly exogenous shifters with which to identify
the demand curve, so the job of identification depends on the appropriate
functional form of gl The function mmust have sufficient curvatures to
penerate different slopes at different levels of gquality corpesponding to

1 Weikank an anonymous rcfeiee [or poting that ob will evorstate the unit velog of regolations
to the firm if the Arm bears poiive enforcement costs

3%e thank Sherwin Rosen for poipting out that, if thofe was an income cffect, the demand
curve would rot be identificd berauas the ¢ red demand curve through  would not pam
throngk d—there wonld be bws mompensatad demand curves, corresponding o two of
utility, through # and 4. Bul in this problom, incomg efiocts are likely to be smell and can be
ignored, This is uss x acconnts foe mowd of the budget, I p{qum oot lizmar, (he u:mrm;ul
supply curves cotresponding to m, and m, wetkl ot be linear, but the argument ja athetwise
wnafiected,
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marginzal prices actually faced by consumers and producers at those qualities.
A lingar function, {or examplk, is unacceptable because jt forces 85/8g to be
constant. In practice, selection of an appropriately sensitive funclional form
may simply overburden the data.

However, if the good s traded in separate local or reginnal markets, then
the price function will be shified by variables which alfest price and differ
between markets. As shown in Figoare 2, these shift variables ideotily the
demand curve. Markets for services such as vision care are local; therelore,
they offer an oppertonity 1o implement Rosen's method and measure the
welfare cost of quality changes.

[l THE REMAND FOR QUALITY OF YISIDN EXAMINATH)NS

We bave discussed the market for vision care it more detail elsewhere [1981]
and [1976]. Optometrists occupy one segment of the market, performing
vision examinations and dispensing eyeglasses and contact lenses. Begun and
Lippincott [198(7] call optometry 2 “professicn in process™, a5 it has not yet
achicyed the status of professions like dentistry o medicine. Professional
organization of optometrists is highly variable among the statles, with the
percentage of practiioners belonging to state affiliates of the American
Optometrzz Asseciation varying from 45 percent to 100 percent (Begun
CL9E1T

The professional segment of optometry has sought a variety of goals which
require the approval of state political systems. The goals concern such
matters as educational standards for licemsure, the moral character of
hisenzees, the employment settungs in which practitioners can locate, and the
definition of theit work domain. Success in achieving these goals is highly
variable among states. The degree of professional regalaten, therefore, is an
exogenous variable which differs among states.

Economists broadly agres that occupations acquirz and operate the
regulatory process for their own beocfit (see Horowitz [1920] and Stigler
[1971]). A review ol the health occupaiicns literaturs by Frach [19741
concludes that licensing of health occupation has restricted entry, reduced
productivity and competition, and interfered with geographic mability. Moze
recently, we have shown [1978] and [1980] that vision examinations are
.. moIe expensive In siates where price advertising of vptometrists’ and op-
ticians’ services is banned, holding quality of service comstant. Qur hypothesis
for the presenl siudy is that price advertising bans and other professional
regulations shafl the evtimated fig) funciion between states, identifying the
demand curve lor quality.

In this paper, we concentrate on professional regulations which ban price
advertising, resinict the commercial employmetit of sptometiists, and reguire
continning education for licensing of optometrists. The first two regolations
have been central 1o the profession's aitempt to shed its “commercial” image.
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The Wekare Cost of Quelity Changes.

They are more penerally important becavse they reflect and reinforce the
largely noncompeatitive structure of the ULE. health services delivety system.
Conlinuing adusation requirsments for licensure have been vsed to justify the
status of optometry 2s a profession; they also have proven to be a useful
device for promoting optometry’s houndary expansion into diagnostic and
therapeitic drug use, fields typically reserved for physicians,

Regulations are coded by dJummy variables which take the value of one if
the regulation was present it 1976 and =zere if it was not. Formally, the
ADVERTISING BaN variable equals one if all price advertising by aptometrists
and opticians was banned by state law or licensing board regulation, These
bans apply to both eyeglasses and vision examinabions. EMPLOYMENT BaAN 15
defined by state laws prohibiting the employment of optometrists by non-
professional corporations or the location of practices in commercial settings,
guch as department slores CONTINUING EDOCATION REQUIREMENTS, Which
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TARLE [
DescreTion OF Yartamsy®
Ererdard
Labsl Diefinition Mean  Deistion
MRIE Chasge for eamplals szamination 24353 T2
of presbyapic paticnt in dollars
LENETH Length of prashyopic examination 31335 0.9
io minubes
PROCEDE RES Techmical procedurss performed 4328 1.55%
during cxamination, -8 scaly
ADVERTISING BAK Optometrist and optician prics 0,368 {.452
advertising banned;, 1 = yes
EMPLOYAMERT 84N Coepocate smploymeant or mercanily 0633 0481
. Iecation of optometrist restricied;
1w ya
CONTINLING EDUCATION Continuing edvcalion reguired foc G246 0.361
BEQUIREMENT oprormeins relictnsiee; 1 = Yes
FEITE 5 Cptometript’y cotimatg of pereenl BI52S 19.863
of pativnts Who ate white
HEBICAID Oprometrist's eatimate of percent T8 1L1%%
: of mcome from Medicald
TEIRD FARTY 35 Qptomeirigt’s extimate of pervent D320 1,708
of meome from othet third party
payers
INSURANCE State rmean of unpls ontometrisg’ L1317 1351
eatimate of peregnt of pcome from
4l third party payers
INCOME Optomerist's estitnate of income 1854 Q545
matus of majcrty of patients;
3 = gver $15,000, 2 = $10,000--
515,000, 1 = ppder $10,000
FOTOLD Parcent of etats population over 55 9,731 2503
years old
FC WHITE Fercent of state popolation whits 85.726 1404
ETINCOME State per-housshold income, 12312 1633
in 51,0000
EXAMINATIORE FER [Sarnple opd cmetriat’ raporied 162 0, (i
CAFITA annual volume of examinations*
Wumbet of optopeirists in state)
- pafe population

* Wumber of obeesvation G Individeal optometrin Jatain 1,152; for md; daris 51

ranged from 4 to 25 hours per year for relicensure, assumed a value of one in
 ail states which required any continning educatien for licensure. Means and

" gtandard devistions of the regnlatory vartables and all other variables used
it the analyses below are repartad in Table 1.

Data far this study wete collected by Begun [1981]. A 10 percent
systematic sample (N = 2,238) of ali oplometrists in the US. was selecied in
lats 1976, and 1,i95 ucahle respomsas were received from a questionnaire
survey. Price is msasured by the individual nptometrist’s charge for 4 com-
plete visual examination of a presbyopic patient (presbyopia is a deterioration
in focuging ability usually associated with aging). Quality is measured by seil-
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reported examination length in minutes {zen¢TH} and the number of pro-
cedures, an a 1-8 scale, peformed doring the examination {(FrocCEDURES).
Examination length and procedures are both “input” or “process™ measures
of guality, and therefore they may not be correlated with vision examination
“outcomes”. That is, longer, more complex examinations may or may not
lead to more accurate lens prescripiions or better visual health. We justify tha
use of these process measures on the basis of the unavailability of outcoms
measurcs, the likelihood that consumers of medical sarviees use varjons
dimensions of input and process to evaluate the quality of provider ssrvices
(see Sloan and Lorent [I9768]), and the possibility that some inpuats may be
desired by consumers per se. A common complaint about doctors, for
example, is that they do not spend encugh time with patients. Pereonal
consultaticn and even handhalding may be key attributes of their service, In
addition, earlier studies of medical services have revealed significant positive
relationships between visit length and visit price (Feldman [1979] and
Reinhardt [1975, p. 156]). Clearly, however, simlar studies to this one should
be conducted using outcems measurss of quality for exampls, Bond et af
[1280]).* '

hg;lnear initeractive price fancticn is general enough to allow restrictions to
affect the price of quality:

f= 3% amge+ 2, Belfut ¥, Y SudiRe
=1 ¥=h i=11=

where the g; are quality vanables and R, arc professonal regulations,® This
equation Is an accurate representation of Figure 2 because it shows that
the price of g, is constant within a state and is shifted up by regulations

An ordinary least sqonares regression estimate of this eqoation is shown in
Table IL® A key result of Table 11 is that professional regulations reduce the

*Anether issle sucrounding the ose of length as 2 mesgurs of guality ix the fact that
individuals will valus longer cramivation difforcaily depeoding o the time avle We have 0o
guitable meagures af individua) times soatd 30 thess dala,

1 We glao comsidsrod the offects of factor costa (annual rent per roont of office space, annual
wage of office attepdants) sod the nemingl price level (1975 state consumer price index) oo the

ioe of an optometric visit. Each additicnal variatle plus its inveractiony with sxamination

and procedunss was individvally added to the price squation shown io Table IL Foint F-
statistics [or the added groups of variables were 0,727, 1544, and 1,896, reagml . Moo of the
added groups of variables were statislically significant at » = .05 (F = 180). fore, they
wers omified foom further consideration. ]

" For OLS ta yield unbiased ssbimiates of the parameters in the price funcion, thsgg:ljty of
servives supplicd must be independent of the marginal price nLEhualiry. Goldman md Grossman
[1597%], in tﬁcl.r sudy of physciand servicos, assgme that quality is reluied to praleiermited
physician characteristics Thay admil that some dimessions of quality are endogencus, bt 10
estimate an instrumental variabbe for sach endogenons dimension would inordinately “tax™ the
fdara. (Mast of this discussion can be foopd @ two prelimipary deafts of Gokdnan aod
Crossman's 1378 acticls. ) Tn the Bt paper, we sanme that the marginal cost of quality is
constant Shifts in the demand fonction for qualiy irace cut the rsistion betwsen price and
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Tass I
TiNEAR INTERACTIVE PRUCE EOUATION

Ineinuding PRGCEDTLES Exriuding PROCEDURES

Intsragtions Iareractions
Viziahie
Conflicient Coeficien:
(= Valur) {T=Value)
PRICE = Depemdent Fariabiy
LENGTH 136G 0324
(5.31) {&11)
FROCEDURET 1.393 1.031
(3.80) {1L39)
ADFERTISING RN 25N L8445
(1.63) . {1.2g)
EMFLOTMENT BAN 3287 3.622
a1 {269)
CONTINUING EDUCATION a0el 536
REOUIRAMENT 1508} 276
LENOTH - ABFERTISNG BAN D0Esg 00247
0.30) {Gal)
LENCTH * EMPLOTMENT JAN — QLI -
208) (204}
LENOTHN - CONTINUING — DD — (L2
EDUEATHIN REQLIRBWENT B.63] f1.12]
FROCEDULES * ADYERTISING BAN -2 _—
(0-77} —_—
FPROCEDUNES ' EMFLAYMENT BAN (L3R —
0.50) -
FROCEDUAES ' CONTINGING ] —
EDNCATION REDIIREMENT (120} -_—
CONETANT 4243 3104
xr 0255 G285
df REGRERSION, RECBIAL 111170 21113
MEAN SQUARE ERACR Jrog 30

quality glopp a perfectly elactic sapply corve. [n geteral sinee this pesd not be e, OLS
ratimates of e fanction will be biassd,

Since we could wot rale out the existeoes of Fmultanequs equations bizy, we rried soms 2314
eatisoted of (he price squation. Goldman and Orossman's waraing that this will “tax® the date
is immediately relevant: with sight endogenous explanalory variables CTH, PROCEDURES,
and gix intcraction terms) and ooly foor txcluled &xogmmews variz (WHITE 50 THIRD
Ju.r.rr %, MEDICAID %%, and INCOME), the aquetion i cleardy underidentifed. Therslore, we

mli:r Hmplifi=d the sat of endogemoos wrriables 10 three: fEwoTE, FRocEoURss, aml
.L:.-n:r-.m EMPLOTMENT a4 (the most sgmificant intcraction teom) A 2518 estivnatc of this
equating i;

PricE = 0785 LENGTH 4 3333 pRocEpRES — LAY LENGTH " EHPLOFMENT BAN
Ir=1%3) [251) .77

+3.267 ADFERTTSING BAR + 4.9 EMPLOYMENT 84N
(3.81} (.1
+ 07 CONFINUING EDTCATION REQUIRENERT — 2635,
(B.537)

Thisis pot plansible, because it suggess that the marginal price of lngth i megative in restrictive

statss, The single mixraction wm s foreed bere to “reveal”™ too omich mfomoetion Aboul the

Pcnm-qna.'llty wurace. We conclode that the 25805 appraach is theoreHoally vaFid bot diffienl 1o
mpletrienk.
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marginal prices of both length and procedures For optometrists who
practice in states without regulations, all B variables are set equal to zero;
oA Levera = 03068 and 258 rrocenvres = 1.393. In states with regulations
{all R = 1), 3p/d Lencry = 0.306 + 00350 - 0.066% — 0.0368 = 0.2373 and 25/0
PROCESURES = 1.393 - 0.222+0.134 0,446 = 0.859, Therefore, extra quality
15 less expensive in states with regulations, We show below that the difference
in the marginal price of length is statistically significant while the difference
in the marginal price of procedvres is not.

We interpret these results in the following way. Undar pure competition,
at a given leve! of quality, marginal price and marginal cost will be equal.
Since professiomal regulations are a departure from the norm of pute
competibon, we infer that vision examination length is priced below marginal
cost in regulated states. Survival of producers in these states is posgble
because ragulations raise the price of vision examinations. The reduced price
of length may be due to “quality” or “amenity” competitior. Professional and
legal sanctions largely prevent price competition; quality competition i3
much harder to detect and is used to attract customers. A similar into-pre-
tation is that producers in regulated states find price competition to be a less
profitable stratepy than “quality” competition. An analogy can be drawm to
pre-decegulation airline competidon in the TS, on such dimenzions as
scheduling convenisnce, food quality, and storage space, rathar than price.

To continue the wellare lose caleulation, marginal prices of kngth and
procedutes cotnputed from Table IT are used to estimate linear demand
curves for length and procedures shown in columns one and twe of Table ITL

Tame [1] .
DEMAND EoiraTiows FoR BYE BExaMuMaTIoN LENGTH AND PROCEDURES
Dependenr Varichis
Independen: LENGTM PROCEDRET LENGTK® FROCEDL RES™
Variablas
Cosffietont CosfRctent Coefficiamt Coeffictent
(T Vales) (T-Falue) {T-Valua)  {T-Value)
FP/5 LENGTH (FRICE OF —1T.383 - 4027 — 13830 —4.304
LENETH) (LAD) (4,18} (313 (4.71)
B5/3 FROCEDURES {PRICE — 2752 - 0650 — —
aF PROCERLRES) {1.75) {2.43) — —
HNTTE 9 Tl 0.00B16 Q0738 000771
4.349) {300 4.29 289
THIRD FARTT 55 005 T RLY s P 0.0200
(L&) 3.3 (1.63) [3.36)
NEDICAID T, i 1B L0178 00163
{1L.5%) (L33 {LB3] (235)
INCOME bL718 0304 0?77 Diig
[1.28) {3.43) [LAT) [3.61)
CONSTANT 31564 4+.451 205158 1500

* Bugd va price s oo Lar exclodes FRocEn VAEE ioteTAThoas
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The regressions use Zelloer’s [1962] procedure for estimating seemingly
unrelated regressions.” Tablz 11T shows that own-price elasticities of demand
are nepative, as predicted by economic theory. Evaluated at the mean, the
elasticity of demand for length is —0.120 and for procedures is —0.157. The
crass-price coafficients indicate that length and procedures are complemen-
tary goods. Other varigbles in the demand functions are individual opto-
meirisis’ reparis of the percent of their patients who are white {FETE W)
the percentage of practice income derived from Medicaid (Meprcaie %) and
other third party pzyers (TEIRD PARTT 77), and an estimate of their patients’
income category (incoME). The waiTs % variable is included in the demand
cquations because it is positively related to the frequency of vision examina-
tions and eygglass purchases {Benham and Benham [1975] and Coate
[1974]); we find that it increases the demand for quoality, tco. Enabling
variables (represented by insurance and income} also increase the demand for
quality; that is, better-insured and higher income consumoers demand longer,
more complex visits. The effects are statistically significant for procedurss but
not for length. Thus high income, well-insured consumers may be willing Lo
pay for increased exam complexity, but may be less interzsted in buysug long
CIAMS,

The price equation was also estimated under the constraint that inter-
actions betwesn procEorREes and professional regulations am joimtly equat to
zero, because the addition of thess interaclions 17 3 basic gronp consisting of
LENGTH, PROCEDURES, and repulations resulted in o reduction of the residual
sum of squares of the price equation that was insignificant at conventional
confidence levels [F = 1. 1455} This i3 equivalent to Anding thai difference in
the marginal price of procedures between regulated and unregulated states js
not statistically sipnificant. Tnteractions between LencTy and regulations
wete significant {F = 2.35 bas probability of 007 at 3 and 1173 degress of
freedom}, and, therefore, were ool dropped. The estimated price equation
excluditig »rocEDRES interactions is shown in the second ¢olumn of Table 11

The marginal price of length in the constrained price equation is lower in
states with repulations (0.2086) than in states without regulations (0L324)
Thess values wete used to estimate demand curves for kength and procedures
shown in the third and fourth columns of Teble II1.* We see that the
coefficients 2nd r-values are similar to those obtained using marginal prices
from the unconstrained price squation.

bi, MEASURIMG THE WELFARE £0ET OF QUALITY CHANGES IM OPTOMETRY

We uss Table )i's estimates to measure the welfare cost of professivnal
regulations in optometry. Harberger [19647 has given a generel formula for

7 The demacd funclions for length and procedures xay be afected by the wems random
factops, ceudng cooclation between the distucbances in the squations. QLS estimates of the
Tepretion jents are inafficient (n this case (Kmenta 1971, pp. S17-25]

! Oor essumption thal PROCEDURES does 1ot interact with ional regulations implies
that the marginal price of procedures is constant. Thercfors, Spf3 PROCEPLRES 8 oDitled Tom
thess Tegraszions.
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the welfare cost of taxeg or subsidie; in interrelated markets: weliare cost
equals —1/2% ¥ T,T;S;;, where i and j are indives of the goods, T, is the tax
on good i, and $,; is the income-compensated substitution cffect. Subsidies, in
this formula, ars defined as negative taxes.

We have the following values for 5 (et 1 = length and 2 = procedures):

8, = —17.383
Sg: = _ﬂ-ﬁjg
§,, = 2752 or —4.022°

The subsidies on the prices of length and procedurss due to regulations
wers taken from Table IE:

=T, = lapverTrEiNG BAN* (10350} 4 (EMPLOTMENT man® —(0669)
+ (CONTINUING EDUCATION REQUIREMENT™ —0N0368)

=Ty = (ADVERTISING BAN® —O0.222) + {EMPLovHEnT pAn* 0.134)
+ (CONTIRUING EDECATION REQUIREMENTY —(L.448).

These values were inserted into Harberger's jormula and two calenlations of
welfare cost were made—one for each empirical value of 5, ,. The average
welfare cost per examination in staves with one or more regulations was 36.26
“pr $0.21, depending on which estimate of 5,; was used. We multiplied the
weliare cost per visit times the onomber of vision examinations in each
regnlated state, to get total dallar values for welfare cost. Using the estimate
of $0.26 per visit, we calculated that the total national welfare cost was
58,018,687 in 1976

Our pext calenlation i an estimate of the econcmic profit lor optometrics
due to the repulations. This is sasily done by multiplying the extra price per
examination regalting from regulations (from Table II) times the anoual
number of examinations in regulated states. Results indicate that regulations
raise the price of an examinatien by $4.11, on the average, in the 45 states
with at least one repuiation. The tota] annval value to optometrists is
$139,530,000. -

Cor comparison, we repeated these calculations osing the price equation
from Table IT that excludes procenvaes interactions. The welfare Joss of
£3.685965 was smaller than previonzly obtained, but the annual econamic
praftfor optometrics, $142,359,000, was still quite large.

Our data are not ideal for measuring the welfare cost of guantity changes
caused by professional regulations. The data wera obtained from a survey of
individual optomeirists, who provided estimates of their weekly and annual
examination volumes. In a competitive marke?,'® each producer takes the

¥ Economic thoory predicts thal Sy, = 5, but, in practice, cmpirical esfimates differ. We
calculate a welfaze coat for both estimates.

M8ame evidence that loca] vision care markels ar competitive o found in Beguo's 1976

Begun [1981]) survey, where rerpondin ometrists indicated & madian pomber of sovens
{DthﬁruupEn‘ml].‘ristlin Hptiet grea, an?ellul;: three opticians amd five ophthabmologists
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price of a given-quality good as constant and maximizes otility or profit. The
optimal volume of serviczs determined ip this manner lies peither on the
individua]l consumer's demand curve nor on the market demand curve.
Therefors, disaggregated data from individeal producers are not ideal for
soslyzing the welfzre cost of quantity changes. They are suited, however, for
the welfare analysis of quality changes because the average quality of
cxaminations produced by an optometrist equals the average quality com-
sumed by his/her patients.'* This enables the estimation of dernand cusves
for quality, and welfare analysis can be done, using those demand curves.

However, data from individual producers can be used to estimpate the
market demmand curve for quaniity if they are aggregated op te the market
level. We aggregated the data by state and estimated a demand curve for
quantity. The following results are tentative, since states may not be relevant
markets ior eve examinations.

Dependent variables in the state market demand equations are LENGTH,
PROCEDTRES, And EXAMINATIONS PER cAPiTA. Exogenous variables are the
percent of state population in 1970 over 65 years old (pcroin), the percent of
state population in 1974 thal was white {rcrwirre), the state per-houscheld
income in 1974 (sTrvcome) and the percent of state oplometrisis’ revenue
derived from all third-party payers in 1976 {instranwce} Thess variables arg
not identical to those used in Table III, due to the availability of different
state and Jocal daia; thus, the staie and locz]l demand apalyses are not
directly comparable,

Endogenous explanatory variables are the state average price of ar oplo-
metric cxam for presbyopiain 1976 (Price} and the “shadow price” of guality
(guarLrrice). The latter variable represents the marginal ¢hange in expendi-
tures necessary for a consumer to upgrade the quality of his/her examinalions
by one unit when the quantity of examinatiens may excecd ong.’? Instru-
menta! variables wers estimated for pricE and guaLPRICE; 1O improve the
efficiency of these estimates, the szt of instruments inciuded the percent of
state population ynionized, the parcent male, and the percent living tn wrban
areas. All variables were also weighted by the square root of the state sample
gize, to cotrect for heteroscedasticity.

Two stape Jeast squares estimates of the state-level demund squations are
shown in Tahble V. The quantity of eve examinations demanded per capite
falls as price incteases {although the t-value of 1.35is not statistically signifi-
¢ant), with an elasticity at the mean of — (.53, Likewise, the relation betwesn

U the optametriat produces examinations of wiform quelity, then this statement applics to
all hia/her exnminations, 3a wcll a1 to (he average sxamination. For ezample, if lhc“‘miam:_ml
produces only 3-itinule cxaminarions, then all bis/her paticnta consume this o ¥. Thingy
minujes, therefore, # one point on =ach conmmer’s dgmnd curve Tor qualily. For soma

ber pupprart the onc-quality axsumption, see Feldman [1976].
i g Goldman and Grossman [1978] for g moce complete disosssion of the shadow price of
vality, Computsticnslly, QUALFRICE = EXAMINATIONS FPER CAPITA -PRICE OF LENCTH,
The price of length is compuled from the price equation in Table [T that exdludes PAPCEDURES
interacttony. )
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Tamie TV
STare DEManD EgUaTiows Fox Eve Exauniarson Lrvets, Procsbur, Ao QUantoy
PER CarjTa
Dependaent Farichle
EXAMIRATIONS
Independen: LENGTH PEQCEDLRES FEE CAPITA
Varahles
Coefficienr Coetfliciznr Coefficienr
{T-Falee) {T-Volue) {7-Falue)
PRICE (@Hd0gaiis) HEFL 03 . —DLO0AT4
(331 (L.64) (135
GUALPRICE® (Endogenmis) - 40,733 ~ 1616 -0.173
1) [267) (©.1%)
POTOLE 125 00491 Q000402
(145} (2400 0.21)
POTHRITE 0127 0163 000X
(3.5} (270 (3.26)
AFINCAME 0.567 0184 0LODE00
{2.07) 434 {1.41)
INSLRAKCE =L0213 —1.00313 [+
{:19) (034) ©30)
CANSTART 444 — 27 —(R0E8S

¥ Bperra] om price: cquation that cxcludes Froces Ungs mbscaryicns

LENGTH and guarrrrce has the expected sign but it is not statstically
significant. Our calculated price clasticity of — (.53 15 similar to the —0.52
which Coate [1974] argues is the most plausible of several estimates from
simitay data, The elasticity is larger than most of the reparted elasticities
for hospital and physician serviess, 28 vision <xawmipations are & mote
discretionary good. '

Exogenons vazbles generally have the same effects on aggregate and local
demand for guality. That iz, consumers in high-income states with mainly
white populations buy relatively long visits with many procedures (the same
results that were found in Table III). pcrwsrre is alzo an important
determinant of examinations per capita. Age is positively correlated with
Iength and procedures but not significantly with examinations per capita.

We next use the resulis of Table I'V and Harberger's formula to do a
wellate-loss calonlation, Let length = 1, procedures = 2, and quantity = 3;
ther 5,, = —40.733, §,, — —0.00374, 5,5 = 0.515, and §,, = —0.173. Note
that we have two chaioes for the cross-price effect—35 | 5, which s statistically
significant, suggests thet length and quantity are substitutes, whereas X,,,
which is not statistically significant, sugpests that they are complements. Note
also that terms involving procedures do net cater into the welfare loss
calculatioms, because we use the price equation that eacludes procedures
interactions; that is, we use the second column of Table I in which
restrictions do not affect the margioal price of procedures.
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Resulte suggest that the totsl annual welfare loss in 1976 was §15,968, 080
if length and quantity are substitutes and $£,047,730 under the assamption of
eomplementarity. Generally speaking, these are lerger than our previous
estirnates of $3.7 to $8.0 million. This is because restrictions raise the price of
a vigit, thus lowering quantity and cansing a welfare loss in addition o losses
in the quality dimensions of the product.

The loss is greater when quality and quantity are assumed to be substitutes.
This oecurs because restrictions reduce the price of guality fn our analysis.
Thus censumers substitute away frem quantity toward guality. Since they are
already consummg “too Little® quantity, there is an addifonat welfare loss
caused by the substitotion effect. When quantity and quality are compls-
ments, the reverse occurs —consumers tend to buy more quantity when the
price of quality falls. This partially compensates for the monopolistic restric-
tion in the market for gquantity.

. SIdMARY

In this paper we heve measured the welfare cost of selected quality changes
caused by professicnal regulations in optometry. A significant innovation of
our work was the estimation of demand equations for vision examination
lengih and procedures. We followsd Rosen's method by estimating price aga
function of quality and regulations and using computed marginal prices in
demand fiincdons for quality.

We discovered that professional regulations reduce the margina? prices of
quality. Therefore, it is likely that deregulation™® of the jndustry will raise
marginal prices of quality and reduce the quality of vision examinations.
Professional spokespersons may point to lower gquality as evidence that
deregulation leads to shoddy optometric practice. But we strongly suggest
that such claims (if they are made) be disregarded. The extra quality
engendeted by regulations is not valued by consumers art its marginal cost.
Wi fpund that the welfare cost for excess examination lsngth and procedures
was about 58 million annuaily, In addition, it appears that professional
regulations, by raising the price of eve examinations, cause quantity de-
manded to fall below its competitive level. If this is the case, the $8 million
welfare loss understates the tatal wellare cost of professional regulations in
CpPTometry.

We arpue that reduoced prices of length and procedures in regulated states
are due to quality competition. The profession limits entry, mohility, and
rompetidon; consequently, the market is restricted and prices rise. Profes-
sional and legal senctions prevent would-be price cutters from l:xpanl:ling

13Byng on advertsing the prics and availability of prescription eyeglasses, conlact Jenses and
eye ewhmivabtions have beeo ipvalidated by s woenimoss decision of the Foderal Trade
Commission [197E] and by various eaurt judeemeils, m;‘hr giricz Bogrd of Fhoroulsy
uv. Virgiria Citizens Consumer Council, ac, 422 US. 7148 {1976} and Batrs v State Bar of Arizona,
433 US. 250 (19TTL
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their share of the market. But, cutting the price of quality is harder to detect
and prevent; therefere, quality cempetition is used fo attract customers in a
monopolized profession. This ¢explanation is consistent with high examina-
tion ptices and low quality prices in the optometric profession.
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Roger Feldman & James W. Begun, The Effects of Advertising: Lessons from Optometry, 13 1.
Hum. RESOURCES 247 (1978).

Scope of Study:

Conclusions:

Feldman and Begun examined the effect of advertising hans on the price
and quality of optotnefric examimations. The authors used survey data
from a ten percent sysiematic sample of all optometrists in the United
States (the response rate was 60 percent). Price was measured by the price
of a complete visual examination of & preshyopic patient, while quality
was measured n lerms of examination length, procedures performed, and
office equipment available. The authors then considered the effects of
advertising restrictions using multiple regression analysis.

The regression results demonsirated that price is 16 percent higher in
states that ban optometric and optician price advertising. At the same
time, examination length, procedures, and office equipment were held
constant. The two advertising bans work by linteraction— both must be
present to raise sipnificantty the pnice of eve exammations.



THE EFFECTS QF ADVERTISING
LESSONS FROM OPTOMETRY®

-

-

RCGER FELDMAN
JAMES W. BEGUN

ABSTRACT

We cxaming the effect of advertising baas on the price of optometric examina-
tions, Advertising is viewed a5 air information medium which grables con-.
sumers to search for lower prices, [0 the relative disadvantape of high-cost,

low-volume sellers. Seli-imerest leads these sellers to sypport bans on adver-
tsing. An empirical section shows that price is 16 percent higher in states that
ban optometric and optician price advertising, wheniexumination length,

procedures, and office equipment are heid constant. The twg advertising bans
work by interaction—both must be present 1o raise sigmf:baml}' the price of

£YE examinations. '

E
)

There are pood reasons for arguing that advertising may either raise or lower
prices. Jn one hand, firms advertise to differentiate their products [5 | and
product differentiation'creates barriers to entrythat protect monopoly power
i1 . On the other hand, advestising provides consumers with information
about alternative products available in the market. Price adverising es- -
pecially facifitates consumer search and should, therefore, decisively reduce
the dispersion of prices {15 .
Witly arguments on hoth sides of 1he theoretical issue, the relation
‘between aflvertising and prices should be a fruitﬁ',h subject for cmpirical
research. Two significan economic studies have dedit with price advertising
in the optémetric profession. Benham {3 | utilized [a consumer survey and
rough estithates ofeyegla‘;s price advertising restrictions (o find that eye glass
prices are fhigher in states with more restrictive rggulations. Benham and
Benham {4 | show that advertising restrictions unr?gytglaaaes lead ta lower .

uti[lzatmn as well as higher prices.

Feldman is i the Cenmier for Wealth Services Research and the Department of Economics,

University ofiMinnesota, and Begun &5 in the Deparimen of Corpmunity Medivine and Haspim!

Administratipn, University of Nerth Carofing ar Chapel Hill,

* Data anilyzed in this study were coliected vnder grant #1ERMHS2371-00 from the
National [lCenter for Health Services Research, U, 8, Depf;rtrna:m of Heslth. Education,
Welfare. :
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Benham's work deak m;?[u'sll_'ér with vartiation in the price of eyeglasses
purchased from opticizns, ophthalmoelogists, and optemetrists as reported
by consumers. This study explore$ another aspecl of the vision-care market,
the price of eye examinations pﬁ'rfnrmed by optemetnsts, as reported by
optometrists. The data setisa ﬂqumatlcally selected survey of 10 percent of
4H optometzists in the United Stdles

This study will also lmestigitt a neglected topic in the literature on
advertising, that is, the extent to wmch higher prices in states that ban price
advertising may be due to hlghf:r Quality. Optometrists claim that restric-
tions on advertising and other farms of “nonprofessional” behavior promote
quatity carc. which justifics kighcd prices. The argument has been forcefully
stated by Hirsch and Wick |10, p. 202

This relationship between professiﬂnaliqm and quality of service is a very
impartant one for prnfcihlundlcrptﬂrnctrmq to undersland. [t i the real justifi-
cation for professionglism. Professions require education, gnvémmema! controt
sind rELugnmﬂn codes of cendudt, and professional associations for only one

reason: i Js in this way that the J?ubhc may rffl‘.’n-t_‘ the highest quahf}' of
IEFRCE. . ., |

. | :

We will show that advertisin% restrictions raise pri:ic when quality of
service is held constant. The paperhas two sections. In the first, we examine
consumer choice of quality and Quantity of optometric service, and we
intuitively describe the market dlttnbutmn of prices. The second section
presents estumates of the eifect ot adventising reslnctu}ns an the price of an

EYe cXamination. ; ;
i 1

CONSUMER CHOICE AND MARKET PRICES

Consider a single-period model ih which rational cornisumers choose the
quality and quantity of optometric {:xammatmns and the quantity of another
good. We assume that the price pf qxammatmns is not known with certainty,
but varies aemrdmg to the numbert of searches which th+.=:r consumer makes.
Costs of search are exogenously dr‘:iermined by the availabjility nfachrf:nising
mformation. In other words, we assume the *‘procompetiive” view of
advertising and investigate the ll‘n ications i this view is gorrect. The actual
empirical cnnsequence:r, of. advert tising wiil be exammcr.ﬂ in the following
section. :

The motivation for 1his model, and the terminology nsed, sare taken
from Goidman and Grossman [9, p. 20] They ask, Pctnﬁcaﬂ}r, “Why
should quality-adjusted price vary in the cross- sectmn? and answer thal
price variation can be traced 1o imperfect information dutq 10 costs of search.
‘Their answer implies thai pricesof aptametric examinations should be syste-
matically highér in states whlch ban advertisiag, if such ans raise the costs
of search. :
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The conpumer maximizes utitity L((Q,q,.X} subgect to full income
A+ (T+15w=X+f0+pSy0

where 0 = quantity of optometric examinations;. g = average quality of
examinations; X' = gquantity of pood two; 4 = assetincome; T = fixed total
time; ¢ = time per search;, § = number of searches, w = wage rate; p{5) =
price pet quality unit of examioations; and f = fxed cost per examination.
Price per quiality unit of examinations, p(S}. depends on the number of
searches mage with p* < 0 and p** > 0 (by definition, quantity price of
examinationf is pg = P). Price of the second gopd is normalized to one
dolizr. [n the full income constraint, we assume for simplicity that each
search takesjconstant ¢ units of time. All other costs of consumption accrue

at the rate of f dollars per examination,
The firgt-order conditions for the Lagranglaw of this problem are

LIGA = Al Tw-tSw~ X -(pg+ NO =0,
X = Uy -2 =0 :J
LBE= Uy —AMpg + ) =0 | |
dljag = U, — ApQ = {i |
aLfaS = ~A(w + p'qQ] =10

These equations definé the “shadow prices” J;)f quality and ciuanlity
= pQ and =, = pg.+ f. The total differential of the first-order condi-

[10'[15 is i

o

) -1 -;175-‘; -, i 4] |
~1 Uyy Yo Uy, it f aX
—1 Upx Vop (Ugg—AP) ILLP’? i dQ | =
—y Uyx (Weo-rp) Uy e dg ;
0 0 —Ap'q -rp'Q ';Thp”f;z | dS_|]
* I
I (-T+1§) Sw @ dA
0 0 ‘00 dw j
0 0 Y dt |
0 0 0 df | .
M At aw 0 i f
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Letting [D] stand for the matrix of second partial l:ierijatives of L, [D] is
negative definite if principal minors of determinant |B altertfte in sign
beginning with the positive third principal minor. .

Suppose that a ban on price advertising raises ¢, wtat happens to the
number of searches? The relevant comparative statics derivative is

dSide = (SwiD s + AwlD D

where |1, is the cofactor of the element in the ith row ar:Jj jth column of | D]
‘Aw|Ds|/D is negative by the second-order conditions for utility maximiza-
non; therefore, if the income effect on 8 of an increase i =D 0], is
positive, then d§/dr < 0. However, we cannot assume that Searching is a
superior pood, for it has no direct utility value. Instead, the demand for
searching is derived from the demand for quality and quantity, 50 the incoms
effect of searching is signed from the income effects of quality and quantity.
By direct explanation, ~|DJ|/|D} is positive if quality and quantity are
supetior goods. Thus, we can $1gn, dSfde <2 O, showing that the number of
searches falls as time costs risel Thrﬂugh the connection of fewer searches
to higher prices, it follows that prices rise. This establishes the fundamental
proposition that prices shouid be higher in states that ban advertising, if such
bans ratse the cost of search.

The effects of a change in search costs on optimal quality or guantity is
not so straightforward. For example,

datdt = (Sw]D | + Aw|Ds )0 . y

The income effect, ~SwiD ,4!_11,[)[, is positive by assumption, but the substity-~
tion effect cannot be signed. Consider |Dsy|. Partially expanding this
determinant, we get

L ¢ -1 -my
1Dl = —xp'g|—1 Uxx Uxg A -1 Ugx Ugg
—mg g Upp-hp —wg Ugy Ugg

The second term is the nurnerator of the usual substitution effect, multiptied
by the effect of less searching on the shadow price of quality. This term is
negative, but the first term is a cross-price effect which runs from an increase
Im p to an increase in 7g to a change in quality. If quality and quantity are
substitutes, then the first term is positive and, therefore, the sign of dg/dris
indeterminate. The same goes for d0/dt. Only if quality and quantity are
complements can we predict the effect of an increase in search time, caused
by an advertising ban, on quality and guantity,

The market distribution of prices, given to individual consumers and
sellers, also depends on price advertising, To analyze this complicated




" omh

problem, we will consider a market where every consumer purchases ome
unit of a uni}"s:rrm»quaiili;,r good. The consumer’s only problem, therefore; is
10 mintmize expected tpial cost in time and money of the good.

Begin with the selj_ers’ side of the market andia representative profit-
maximizing firm. Sales depend on the number of consumers searching the
seller tkmes the probabifity that the seller’s price wili be the lowest price
ciscovered. A consumer who searches § times will not normally investigate |
ali M sellers {uniess § = M). The probability withdut replacement of being
searched by a particular consumér who makes S searches is $/M, We assume
N consumers, each of whom makes § scarches. Thierefore, the representa-
tive seller can expect NSL\meentiai customers. However, the number of.
customers who actually ma®e & purchase depends D:n the seller’s price. If the
seller sets price Py, the probability of a consumer finding price less than Py,
in one search 15 given the disteibution function ‘F{Py), where F{Py) =

JPQf(Ps); the probability of price greater thaniPg is 1 - R(Pp). In §
searfhes {§ — 1 elsewhere} the probability of minimum price greater than

Pgis (1 ~ F(Py))' ™', This is the probability of aptualty making the sale,

because the consumey who does not find a lowpr price clsewhere witl

purchase from this seller. ' i

Assurnc constant average cost, ¢, for a g‘ivep deiler among M total

sellers, Profits are m(P) = (1 — F(F))S-INSPIM v ofl — FIP)PS-INSIM.

Profit maxtmization s achieved by setting dw/dP = 0. This implics some

optimal P* = G(e). The number of firms i:ilarginq P < P* is equal 10 the
number of firms for which ¢ < G- 1{P*}. Assume arectanguiar distribution
of ¢ h{c)de = kde, 0:< ¢ < €yyy,. The number of firms charging P < P* =
I3 " kde and F(P*} = S WPIkIM de = (kG- '(P*))/M. The total number
of firms 18 M = fim™Skde = kepg,, 3¢ FIPY) = (kG 1(P*) M emas Thus, a
cistribution of prices is cstabtished by profit-maximizing firms, given their
seiling costs and the number of times they will be gearched.

The consumes atiempts to minimize expected tc?tal cost, ECPi, + Swt),

where P is the minimum price discovered after S searches. We assume
that/consumers know the distribution of prices, from which they calculate
Dré;:ain “Py)=1=(1-FPo))¥ and  PriPu,=Po}=5§{ -
{FPohy 1 F(Pg) = {Pp). Therefore, the expected total vost is E{P, +
wr} = E(P,,) + .Sliw = :

: I
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TABLE 1
Selling Costs
Searches o= /4 02 34
3 7= 28125 1.25 ' 3135
4 .33 26 016

. |
three professions—optometry, ophthalmology, and opticianry—that provide

¥iSI00 care,

Optometrisis perform eye examinations and mnsi dispense eyeplasses
and contact lenses, Ophthalmologists (physicians) perfoi‘m eye examinations,
but rarely dispense eyeglasses and contact lenses; patignts of ophthalmolo-
gists usually purchase their eye glasses or contact lenses from opticians. The
work of opticiaiss is limited to dispensing eyeglasses and contact lenses. In
general, the dispensing business is split between ophthalmologists and
optometrists [16, p. 13} Paticnts whose goal is improved vision, then,
generally purchase that good from either an memn:trisl, who examines the
eyes, writes & prescription, and fitls that prescription; or from an ophthatmo-
logist, who examines the eyes and writes a prescripti-:u'il. and an optician,

" who fills the prescription, :

Advertising of prices by ophthalmologistg is virtually nonexistent, and
price advdrtising by optometrists is rare. Most price advestising in the vision-
care market is done by opticians, and thus refers (o the price of eyeglasses
and contact lenses. We expect that price advertising restrictions. on both
opticians and oplometrists will influence the ptice of e}rt examinations by
optometrists. This hypothesis is piausible because consumers purchase
eyeglasses and examinations jointly and in fact ate often jinable to separate
examination price from eyeplass price [3, 4]. Also, there is evidence that

~eyeplass and eye examination prices are highly corrclated. The simple

correlation coefficient between the Benhams' [4] state verage price for
eycglasses purchased from all sources and Begun's state average for

. optometric examination prices is .71 {2, p. 50]; for eyegiasses purchased

from optonjetrists, the correlation is .76. o

Dats fbr this study were collected by Begun[2]. A 10 percent systematic
sample (N = 2,238) ¢f al! optometrists in the United States was selected in
tate 1976, and 1,195 usable responses were received from a questionnaire
survey. The response rate, excluding known deceased, nonpagient care, and

1 1o thedr 1975 study, Benham and Benham [4] compiled approximatdly ode- foorth ef their

eyeglass price dasa on the assumption 1hat cyeglass and examinatipn prices are directly

proportional I
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returned-to-sender cases, was 60 percent. The respondents were pre-
dominantly self-employed in solo practice (65 percent) or in parinetship or
group practice (28 percent). 1ssues of nonresponse bias and survey reliability
are addressed more fulty by Begun [2], but in general respondems,différed
from nonrespondents in that they were more likely to be from smaller, more
rural counties and to belong to the nitionzl professional association. Possible
effects of nonresponse bias are discussed after the regression analysis which
foltows. . .

We measure price by the price of a complete visnal examination of a
presbyopic patient (presbyoma is a deterioration in focusing ability usualiy
associated with aging). Quality is measured by examination length, proce-
dures performed during the examination, and equipment available in the
office. These “input™ or “"process™ defiritions of quality were used in ke of
unavaitable visual outcome data. We also believe that consutners use the *
quality of inputs to evaloate the guality of an examination. There is
CONEENsUs among noncommercial optometrists that examination leagth and
procedures measure qualily. in addiGon, length of visits and charaqtc:‘islics
of providers have frequently been used 1o measure quality in studies of
health services[7, 14,9, 8). AsSicanand Lorant [14, p. 1]state, “Inthe case
of many if not most types of medical treatment, the patient is not likely to
gauge the value of an encounter with a physician in terms of a direct measure
of output. Rather, various dimensions of inputs provide the basis for this
asscssmoent . . "

I the first regression, reported in Tabile 3, the natural logarithm of
price 15 regresscd on quality and other characteristics of the optometrist and
the optometrist’s practice. Some additional quality-enhancing character-
istics are hours of continumg education courses, number of journals
received, a pharmacy course since graduation, and years practiced. Examin-

2

TABLE 2
VARIABLES I[N REGRESSION i
Variabie Mean Standard DPeviation
Natural log of charge Ior complete 3.1523 o5

exzarmination of presbyopic patient
{In PRICE)}a

Length of presbyopic examination in 33.3713 9.8743
minutes (LENGTH)

Office equipment, -6 scale - 4, 10512 1.3756
(EQUIPMENT)

Examination procedures, 1—8 scale 4.354 1.5405

(PROCEDURES)
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TABLE 2 {Continued)

s -

e o L e i S —

Variable ~ Mean Stondard Deviatic
Continuing education hours, 1976 21745 " 13.9087
(CONTINLUING EDUCATION) T
Tournals received, 0—4 scale 2.6147 -
{JOURNALS) _ - 4
Pharmacy course since graduation? 335 - v | '
= yes (PHARMACY COURSE) : :
Years practiced 20,4974 o 11.9584
{YEARS PRACTICED) :
Number pf examining rooms per visit D135 L1 4
used by this optometrist (ROOMS) ,'
Percent bf time in specialty practice 20 0866 | 16.9064
(SPECYALTY %) ;
Petcent of examinations resulting in 77.8105 15.05%
preseriptions (PR ESCRIPTION 9)
Percent of patients referred 10 56139 L 5.2976
physicians (REFERRAL %) :
Number of aids per visit employed by KRN I L0728
this optometrist {(AJDS) :
This optometrist an emgloyce in the o LTS ' 283
praciice? | = yes (EMPLOYEE)Y : |
Examinations per week (EXAMS/WEEK) 31.y824 . 18.5569
Annual patient care hours 1856 4431 SRl
(ANNUAL HOURS) '
Square of years practiced 586,2381 550.9571
(VEARS PRACTICEDY) . -
Annual rent per room of office space 490! 4.5420° =
$1,000s (ROOMRENT)
Popuiation of community T 2,8047 1.3247
1 = under 10,
2 = 10,000-24 597
3 = I5,000-99 999
4 = |60,000—499,990
3 = aver 500,000
(POPULATION)
Optometric price advertising banned 6743 : 4688
by state law? 1 = yes '
{O.D. ADVERTISING BAN)
L4676

Opiician price advertising banned . 3223
by state law or board regulation?
= yes {OFTICIAN ADV. BAN)

a4 Number of observalions on dependent variable = 1166, M:ssmg valves of independent
variables were sel at the mean.
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TABLE 3
REGRESSLON L PRICE OF AN OPTOMETRIC EXAMINA ION®
AS A FUNCTION DF QUALITY

Varniabile Coefficient Standard Error Fa
In FRICE = dependent varnable
LENGTH M6 00Ee 57.455
EQUIPMENT 05018 00628 $3.759
PROCEDIU/RES D044 00561 13.296
CONTINUING EDUCATION .Bir222 0057 15.351
JOURNALS . 0201y 00767 £.929
- PHARMACY COERSE 1262 1586 . 633
YEARS PRACTICED 7Y 001 13.13
ROOMS 1216081 6.36004 3,656
SPECIALTY % 01124 10047 £.925
PRESCRIPTION % 45 00048 . B85
REFERRAIL. % — 00203 O 34 7,287
AIDS _ —3.92885 1.38354 1.348
EMPLOYEE — 472 03012 2,456
EXAMSIWEEK 1 — 29y D045 43.755 -
ANNUAEL HOURS - 07 00002 . 13.955 .
YEARS PRACTICED: —.0N0 1Y 00004 18.366
ROOMRENT 006 0167 127
POPULATION : ~ 0355/ 0573 383
0.N. ADVERTISING BAN 051" {01516 - 11.305
OPTICIAN ADV. BAN DU38e 01526 17.819
Constant 26120
Adj. R: = 3918

2 F = 384 ssiemificant at o = U25 inaone-tailed test . F = 27| issignificact at o = 05 ina
one-Tailed 1esl.

Ing rooms per visit used by the optometnist and the percent of time in specialty
practice may indicate a complex practice and, therefore, be associated with
higher prices. On the other hand, some characteristics may have an
ambiguous or negative effect on quality, or may indicate a less complex style
of practice. These are thg percent of patients referred to physicians, the
percent of examinations resulting in prescriptions, the namber of aids per., -
visit employed by the optpmetrist, whether or not the optometrist is an
empioyee in the practicg] the number of examinations performed per week,
annual hours of patient care, and the square of the optometrist’s years
practiced. ' : '

Jhe relation between price and quality may be affected by local market
conditions. Higher input prices, measured by the annual rent per taom, of
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office space, should raise the quality-controlled price of examinations. Local
area population s also included as a proxy for unmeasured vapations in
factor prices.

Advertising restrictions are measured by two dummy variables. A
dummy variahle is set t0 one if the optometrist practices in a state where
price advertising of services was Bafined by state law in 1976, Another
durnmy is similarly set for states where price advertising by Upllctﬂﬂs was
banned by state law or board regulations.

The .05 coefficient of 0. D. ADVERTISING BAN shows that, ceteris
paribus, price is 5 percent higher in states which ban optometric price
advertising. Banning optician price advertising has an even larger effect—
abaut 1} percent. Thus. reducing consumers’ access to price information for
both eye examinations and eyeglasses sigﬁifi::;?uu;i},r increases the price of

examinations.
Qualsty,measuredby LENGTH, EQUIPMENT and PROQCEDLRES,

15 positively related to piice; likewnse, other quabity characteristics increase
price, and most of the effects are statistically significant. The number of
t00MmS per visit raises price, but delegation of tasks to aids reduces it. The
positive effect of years practiced and the negative coefficient of experience-
squared tmply an “inverted-U" profile of age and eamings. Signtfiantly,
optemetrists who see mere patients per week and work fonger annual hours
i patient care charge lower prices.

The overall effect of advertising regulations on price is probably not
Liased by the survey nonrespornisc .reported earlier. Regression [ was
estimated on split samples of Amercan Optometric Association members
and nonmembers, optometrists in low-population (under 250,000 and high-
population areas, and optometrists in low-urbanization {under 80 percent)
and high-urbanization areas. AOA membership had virually no effect on the

-dcfﬁrmmg ban coefficients. For prices in areas of low population and Jow

urbanization, the optician advertising ban effect was stronger {16 and 13

~ percent} and the optometsist advertising ban cffect was weaker (0 and 3

percent) than coefficients shown in Regression 1. Hence, the survey nonre-
sponse may underestimate the opmmemsts advemsmﬁ ban effect and
overestimate the effect of the opticians’ ban.

Although Regression 1 shows that advertising bans raise price, Ut
restricts the advertising effect to a shifi in the regression fine. Interactions
between advertising laws 2nd other variables are not allowed 1o affect price,
The transing function proposed by Chistensen, Jorgenson, and Lat[6] does
not impose this restiiction; instead, price is allowed to vary with all possible
imeractions of the ind®pendent variables: Due to the large number of

-

T The sign of the coefficient of this varigble i ambigeous. Some factors may be mare
expensive in populpus areas, but others, such as skilled labor, may be cheapes, The aumhors

.-
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TABLE 4
J‘:‘WFRICE FUMCTEDN'FOR AN OPTOMETRIC EXAMINATION
— KN
Uanable ,. Coefficient  Signdard Error r
—— o
In PRICE = dependent vailgble, ~3 . :
In X, Be722 42096 4.}44
in X- ~.19766 © 23188 A2
In X, 52119 2542 6.437
A 2005 TeG 1.YI8
Xs —.3010) (17548 2.044
(tn X,)- -~ (16242 06861 B28
In X| “In X} ATERS 0737 853
In X, - In X, —. [5854 .36546 5.B66
InX,- X, ~ 07499 05571 1.812
InX, - X, 0252 05526 1.38
tn &)=, : 2965 04011 546
In X In X, ~.01475 05219 O
nX. X, - -.0133 04867 075
InX-- X - 07963 14863 2.891
{fn X":)- 00231 (1339 3319
In X, X, L4108 04176 968
ln Xy - Xs 087 L4175 4.272
X, Xs 2522 03583 49 547
Constant 6717
Adj. R = 364

o F > 384 s signiicantal ¢ = 025 in a une-iailed test; F > 2,71 s significant ate = D5ina
wne-Tailed test.

possible intgractions, attention is focused on three measures of examination
quality and advertising restrictions:

tn PRICE=,{-.I“1;+ E'}?Iﬂflnk"-+ Ti_Br X+ 23 1 23| InkInX,
v 2 By I“Xr'X; + ﬁ-iﬁx-d-]{:i
X, = LENGTH; X, = PROCEDURES; X, = EQUIPMENT; X, = O.D.
ADVERTISING BAN, and Xs = OPTICIAN ADV. BAN.?

The cstimated translog equation is reported in Table 4. Thecoefficients
of X,, Xy, and X, show that price is 16 percent higher in states which strictly
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TABLE 5
TESTS FOR SIGMIFICANCE OF GROUTS
OF VARIABLES IN THE TRANSLDG PRICE FLUNCTION

3 - - ———— B

Group { ' F-Statistic
' —— % 4 :
LENGTH | v A -
{fIn X)), In X2, In X, In X, InX,In X, - 23.89*
InX, X, In X, X3) ,
- LENGTH interactions onty 273
PROCEDURES .
{ln X, In X.7, In X-1n X, In X5 1n X5, 3.63°
in X: X‘I.. in X:Xﬁ,}
FROCEDURES interactions only 15
EQUIPMENT
fIn X, In X5, InX:In Xy, in X310 X-,

In X+ Xi, In Xz A%) \
EQUIPMENT interactions only '
QD ADVERTISING BAN

(X.h Xyln X;-. X in X.h. Xyin Xy, Xy Xﬁ}
0.D. ADVERTISING BAN interactions only
OFTICIAN ADV, BAN

(X_q. in‘iltxl.xg InX:,.JE',—, In X_;,X_qXﬂ =1,
OPTICIAN ADV. BAN interactions only 15,354

* F = 210 s significant at o = 05 with 6 and 1147 deprees of {reedom.
* F = 2 Wissignificant ar & = 05 with b 2nd 1147 degrees-of freedom,

* F = 120 s sipnificant al ¢ = .05 with 5 and 1147 degrees of frecdom.

*** F = 2371 significant ata = 0I5 with 4 and 1147 degrees of freedom.

prohibit price advertising 4 But, due to collinearity between variables, many
coefficients are staiistically wnsignificant. To deal with this problem, we

considef the joint effect of groups of variables. The appropriate test of

tgnificance is ar F-statistic based on the increase in the residual sum of
squares when the group is excluded from the regression. We compute this
statistic from groups consisting of each independent varable and all
interactions in which it appears. Results in Table 5 show that every
independent group is statistically significaot, Also, all the interaction terms -
are significant except for the PROCEDURES interactions.

The economic pnhcy consequences of regulatory reform can be simy-
lated from the coefficients of Table 4. This is our final exercise, in which we
predict the prices of different-quality visits in-different states. Confidence

4 The overall i percent prive,increase is found by cxponcmmtmgthc coefliciems of Xy, X¢,
and X ;. and adding 1heir eifects, The joint F-statistic on X, Ao oend X o is stabistically
significant abar = M (F = 1875 with 3 and 1147 degrees i:rf trl:tdﬂm‘,l
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TABILE &
FREDICTED PRICE OF AN AVERAGE-QUALITY VISLT
iN PERMISSIVE AND RESTRICTIVE STATES

———————

.05 Confidence

Predicted  Predicted Intervai on
lo Price Price Predicted In Price
State permits both 3.D. and 3013 $22.49 = 16
optician price adveftising .
S1ate bans only O.D. price . 3098 2214 =. 16
advertising
Sate bans only eplician 3.034 .78 +.117
price advertising
State bans both O.D. and 3271 26.33 = 116

optician price advertising

intervals around the prediction [12, pp. 152-55] test for significant price
differences between states which do or do not allow price advertising.

The simulation reveals no significant price differences {over the
observed range of quahty} between states which allow price adw:msmg of
both optometric services and eyeglasses, and those which ban only opto-
metne price advertising. A ban on opticianry price advertising alone is aiso
generally insignificant. However, predicted prices are significantly higher in
states where both bans are present. A summary example of this finding is
shown in Table &, for an average-quality visit,” produced in four rypical
states which vary according to their treatment of price advertising. Price in
the most restricitve states, with both bans s $3.84 (17’ percent} heigher than
1 the most permissive states.

An impoertant impiication of Tabie 6 is that a few scurces of information
may be -sufficient to reduce average examination prices. This finding
support Benham's [3] analysis in which he found that only a ban on all
advertising significantly raised eyeglass prices. Thus, there are several
remedies to the high prices caused by lack of information in the optometric
examination market.

SUMMARY AND FUTURE RESEARCH

We treat pnce ad\rcrtising; a5 an information medium which enables
consumers to search effectively in the market. Advertisng should theo-

5 Length of 3 minutes, foutr picges of office ¢quipineni, and four procedures.
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reticatly lead to more searches and the discovery of lower prices. An equil-
ibrium price distribution is estabiished which depends on consumers’
opporfunity wages and sellers’ cost ctions. In 2 simple one-guality
example. advertising bans compress the price distribution, to the relative
benefit of high-cost sellers.

" We use a national survey of more than 1,000 optometrists to disemangle
the price-quality-advertising connection. Price is found 1o be 5 percent
h{g)qgr in states which ban optomatnc advertising, thn quality is held
canstant. A ban on optician price advertising raises pnce 10 percent. A

- translog price function reveals that the two effects are nbt independent, but

WwOTK Dy interaction. Examination price is significantly higher in states where
both types of price advertising are banned, compared Iﬂ states which have
mere permissive laws.

Future research on advertisinz should use ni‘d:nal measures of
restrictions rather than the simple dummy variables used here. Such
measures are especially important if the restriction-price relation is not
rmonotenic. In addition, actual market behavior in response o restrictions
may be more revealing than measurement of the restrictions themselves.
Little is known about the preocess by which restricttons result in higher
PriCes.
- Finally, the advertising restrictions investigated here are t::rnl}-T two
among many reguiaiions commenty found in the health services market.
Future research should investigate the independent and interactive effects
of all regolations. In cptemetry, these Jnclude restrictions en commercial
employment and on branch-office location, and restrictions on other
providers of eyeglasses and eye services. Regulation of closely related
markets, such as the marketg for eye exam inations an for eyeplasses, and of
closely related occupations, such as opticignry, optometry, and ophihal-
mology, ¢an be expected o mﬂuen:e behavior in all of the related markets
and occupations. e

!
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Amihai Glazer, Advertising, Infornugtion and Prices — A Case Stidy, 19 ECON. INQUIRY 661
{1981). :

Scope of Study: Glazer analyzed the itnpact of the 1979 New York City newspaper strike
on grocery prices. The strike, whieh lasted from August 9, 1979 through
October 5, 1979, reduced sales of newspapers in Queens by 93 perceni;
however, because i!s largest paper was not affected by the strike, sales of
newspapers in neighboring Nassau County decreased by only 45 percent. .
These newspapers often contained adverlisemenis for grocenas at food
stores. Many of these adventiscments meluded price quotations.
Immediaiely before, during, and immediately after the strike, Glazer
collected price data from 31 food slores (20 in (Jueens, 11 in Nassau
County) for six products.

Conclusions: Running a series of regression analyses, Glazer concluded that in the first
week of the sirike, supermarket prices increased by 3.4 percent more in
Quecns (where advertising was not available) than in Nassau (where
advertising was more available). By contrast, when the strike ended,
supermarkict prices in Queens {where advertising was available for the Grst
time in weeks) increased by 8.8 percent less than those in Nassan (where
some advertising had been available sl] along). Glazer also analyzed the
differences in price among Queens non-supermarket yrocery stores, which
generally did not advertise in newspapers, and concluded that the strike
did not affect the prices charged by small Quecns grocery stores that do
nol adverlise.



ADVERTISING, INFORMATION, AND FRICES — A CASE STUDY
AIHAl GLAZER™
I. INTRODUCTTON

Both econornists and laymen are interested in the effects of advertising
oo product prices. Although many soeial crities think advertising is
socially useless, if not worse, some econormnists (see especially Nelson, 1974)
argue that advertisements convey information to consumers, heighten
competition between firms, and thereby pull prices down.

Several authors have examined the relationship between the extent of
advertising and prices of goods. In his seminal article Benham {191’2?j com-
pared retail prices of eyeglasses across states which imposed differt
restrictions on the advertisement of eyeglass prices. He found that, other
things being equal, advertising prohibitions raised the average retail price
by almost $7.50; comparing the exfreme cases of Washington, D.C.
(latssez-faire) and North Carclina (sevére restrictions on eyeglass advertis.
ing), Benham estimated that eliminating all advertising restrictions in
North Carclina would lower the average price of eyeglasses In thatstate by
almost nmineteen allars, ' '

Cady (15978) conducted a similar study of drug advertising regulation
and found that prescription prices were 5.2% lower on average in states
permitting advertsing of prescription prices than in states prohibiting
such advertising, _

All these studies find that price-advertising serves to lower retail prices.
Yet these studies suffer from a major difficulty: they compare prices in
states with different ragulatory rules, but they do not explain what caused
these differences, Suppose, for example, that 2 well organized local opt-
clanbirade association convineed the state government to prohibit adver-
Hzina. Prices in this state may be high not because of the lack of advertize-
ments, but because the trade associstion is powerful enough to enforee
collusive agreements among firms; prices would have been high in this
state evan if advertising were permitted. A proper controlled experiment
Tust have some exogenous rather than endogenous factor determine the
different advertising possibilidies in different markets.

We note in addition that these studies examined only the long-run
effects of advertising restrictions; that is, they campared prices after entry
and exit and other adjustrents oecurred in the industry. It is alse frmpor
tart, however, to determine how quickly firms end consurners adjust to
changes in advertising possibilities, and whether the lifting of advertising
Testrictions causes prices to decline by the same amount as theinitial impo-
sitlon of restrictons caused prices to increase.

" Assistant Profassor of Eronomies, University of Califarnia, Irvine, Helpfal comments were pro-

¥ided by Richard Levin and Jack Johnston. A errlier version o} this paper was proieated st the 1960
0 Economie Assoeinton mestngs in San Diege,
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The 1978 strike of daily newspapers in New York City provided the
elernents of just such an experiment. This strike greatly diminished the
availability of advertisements concerning food prices in New York City.
Newspapers i neighboring Nassau County, however, continued publish-
ing, so that the quantity of information available to consumers decreased
less there than in New York City. We thus find a situation in which the
volume of advertising in twa areas differed because of exogenous factors
(the decision of the newspapers and of the unions) rather than because of
endogenous factors (the structure of the food industry or the decisions of

" food sellers).

Conceptually, the impact of the strike could be estimmated by running 2
regression that explains the level of food prices in New York City, with a
dommy variable representing the occurrence of the newspaper strike,
Such 2 regression would have to include as explanatory variables the
major facters that affect food prices — wholesale prices (which unferta-
nately, are affected by retail prices, which is what we would wish to
ezplain), transportation costs, changes in seasomal dermands, and a hest of
other variables for which relisble data are simply not readily available.

Due, however, to the differential impact of the strike on New York City
and on Nassau many of these problems disappear. And since these com-
muandties lie in the same metropolitan region, we expect most variakles to
affect food prices to a similar degree in the bwo areas. Thus, we can deter-
mine the aEEecﬁ of the New York City strike by simply comparing changes
in the level of prices in Nassau County end in New York City.

ﬁ:l chronelogy of events conpectad with the newspaper strike may prove
1158 .

August 8, 1973: Day before the strike beging; the usnal Wednesday food
adverticements appear in all newspapers,

August 10: Strike begins and the New York Times, New York Post, and
Daily News suspend publication,

Aupazt 16: Badio newseast reports that machinists, {in addition to the
striking pressmen, will join the strike.

. m].}%;ust 17: Radio station WCBS reports that "outlook gloomy"” for end
of sfrike.

August 20: Interim newspaper City News appears with food advertise-
ments by three supermarkets. Two new interim newspapers are scheduled
to apoear on Augist 21 Metro with an anticipated cireulation of 400,600
and the Prase with an anticipated cireulation of 250,000, No contract talks
with the striking unions are scheduled. '

.: Aungust 23: Newspaper talks are stalemated.
———————Qatober- S de-cndsai-the Mow York-Bogtavhich resumes publica
Hon with a eireulation of 900,000,

"The data given in this paper refer to food priees in Quesns {one of the
boroughs of New York City) and in neighbaring Nassau County. Cireula-
tondats sho i ilakili

{n Queens County than in Nassau County. Before the strike the average
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daily circrlation of newspapers in Queens was 280,000 for the Daily
News, 65,000 for the Times, and 45,000 for the Post, In Nassau the corres
ponding figures were 128,000 for the Daily News, 62,000 for the Times,
and close to none for the Post. These newspapers did not appear during the

The strike did not affect Newsday, 2 suburban newspaper published in
Nasszu, Newsdoy had a circulation of 259,000 in Nassau.ﬁt only 21,000

in Queens, both before and during the strike. It should be noted that dur-
ing this period Newsday published a weekly food supplement which con-
tained about twenty pages of food advertisements; these were quite widely
available to Nassau but net to Queens residents during the strike,

We see that the strike initially reduced sales of daily newspapers by
about ninety-five percent in Queens, but only by forty-five percent in
Nassau, Thus, during the strike, Nassau residents could more easily obtain
informeation about food Enm than could Quesns residents, It should he
noted, however, that food advertisements in Queans County did not com-

.pletely disappear during the strike; a5 the strike continued firms placed
advertisements in other media:

1. Interim newspapers appeared in Mew York City beginning on
Axpust 20, On August 24 these faterim newspapers (in all of New York City
and not only in Q-eens) had sales of approximately one million coples. By
September 22 these newspapery daily circulation in New York Clty was

" about half the normal cireytation of 3.3 million for the strikebound news-
papers. The number of advertisements appearing in these newspapers,
however, way far lower than that appearing in Newsdayy -

2. Some fogd stores advertised on radio. It appears, howaver, thatsuch
advertisements are far less useful to consumers than are advertisements
that appear in newspapers, both becanse of the ephemeral nature of radio
messages and becanse of the limited number of prices (bypically iass than
three or five) quoted on radio commercials; these factors make it difficult
for eonsumers who must rely on radic commergials to compare prices at
various stores. Moreover, zince such commereials were heard by Nassau
residents as well, they had a smaller effect on the difference tn informetion
availabla to Nasseu and Qmeens recidents than on the absolute level of
information available. :

3. Some food stores in Queens issned brochures stating various prices,
It appears, however, that consumers received few brochures {twa bre-
chures delivered during a one month period in the exrperience of the
author). Moreover, since any one brochuzre lists prices for only onestore, 2
comsumer could not as easily compare prices by reading brochures as he
coild by reading newspapers in which many firms advertise,

Thus, in spite of the existence of alternative advertising medta, infor
mation gheut food prices weasless readily available in (ueens than in Nas.
san. What were the effeets of this restriction in advertising on the prices
charged in Queens? In the balance of this paper we examine empirical
data which bear on the gquestion. _
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I[. THE DATA

During the eourse of the strike, we collected price data four times at
each of 31 food stores (20 stores in Queens and 11 in Naseau}, for six prod-
uets (peaches, grapes, lettuce, watermejon, chicken and ground Eeefj
These particular products were selected for two reasons. Firstly, these
products are normally advertised in newspapers. Secondly, stores either
fraquently mark the prices of these goods (as with meat products in which
new shipments arrive several times a week), or they can easily alter them
when desired (as with fruits and vegetables, in which ease the price is
usually posted on the counter, so that prices ean be changed without
remarking each good). This situation can be contrasted with canmed
gaads, in which the price of each individual item must be altered, or with
products o1 which the manufacturer stamps a suggested reteil price, Thus
tirms could have changed the prices of the products listed at relatively low
cost.

The price data were callected on the following dates: Angust 12, -
August 14, August 18, Aupust 23, and Qetober 6.1 Recall that the strike
began on Thursday August 10; the nsual newspaper faod supplements
contaiming advertisements appeared on the previons day, Wednesday,
August 3. Most of these advertisements specified that the food prices were
valid through Saturday or the following Wednesday, Therefore, the data
collected vn Saturday, August 12 and on Monday, August 14 should repre.
sent the prices that would have been charged even if there had been no
strike. The data collected on August 18 gve prices charged when Queens
consumers could find little newspaper advertlsing, By Aupust 23, con.
surners in Queens equld find some additionsl price informaton in alter-
nats adveri{sing media. Finelly, on QOctober 6 food advertisements were
widespread both bacause the interim newspapers had a large circulation
and because the Post had resumed publicaticn.

L. HYPOTHESES

What are the expected effects of the newspaper strike on food pricesP
Examination of newspaper advertisements placed by supermarkets
reveals that most of them consist of price quotations, We would suppose,
therefore, that the absence of such price i&mmation increases conswmerk
costs of comparison shopping, decreases the degree of price competition
among stoves, and therefore causes an increase in the average price level.
Thus, we expect that after the strike began prices in Queens County rose
relabive to prices in Nassan; that after the izterim newspapers appeared
and supermarkets advertised by means of radie or home-delivered flyers
priceincreases in Queers County noderated somewhat; and that after the

1. Cmlyircomplete data were avaflablefor Aagust 32 and Avgust T4, The data Far thesvwa dates
“wre Hherefore combined, snd are treated g5 prioes for August 14,
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re-appearance of the New York Post, and the expected re-appearance of
the other dailies, prices in Queens declined relatve to prices in Nassan,

The situation should differ, however, with respect to siores that do not
narmally advertise. In particular, about half of the stores in Queens
Countyineluded in our sample were relatively small stores which sold only -
iruits and vegetables, and which did not advertise in newspapers, In the
absence of advertising by these stores, consnmers presumably decide
which store to visit on the bads of non-price factors, such as the storek -
location or the guality of its goods, ar on the basis of direct comparison
shopping. '

The lack of such advertising therefore does not mean that consumers
are Insensitive to prices charged at the froit-and-vegetable stares; we
would expect, for example, that the higher the prices that are charged by
supermarkets, the higher, ceteris paribus, the prices that would be
charged by thege smallar shops. Nevertheless, we expect the newspa:
strike to have had less effect on the prices charged by fruit-and-vegetable
stores, which never advertised in the dafly newspapers in any case, than on
the prices charged by supermarkets which did normally use newspapers to
convey prica information,

r

V. RESULTS

A series of regressions were run to ascertain the effects of the newspaper
strike on Queens food prices. Tha dependent variable in each regression is
AP, ,, which represents the proportenat change in price of a parficular
pmclluct at a partieular store, or - . _ -

price at ime j ~ price attime #

Al = price at ime i

The dependent variables are described belaw:

08 = dummy variabie, equal to 1 if store is 2 super.
market in Queens County . '
QG

dumry variable, equal to 1 if store is a grocery
GRAPE = dummy variable, equal to 1 if good Is grapes

1

store in Queens County- )

LETTUCE = dummy variable, equalto 1 if good is lettuce
WATERMELON = dummy variable, equal to 1 ¥ good is watermelon
CHICKEN = dummy variable, equal to ] i good is chicken

BEEF = dumrny variable, equal to 1 if good is beef

The coefficlent that most interests us is that of the variable Q@S. If over
some pertod foed prices increased more in Queens than in Nassau, then
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this coefficient should be positive, We would expect this coefficient to be
positive over the period Angust 14 to Aupust 18 (immediately following
the onset of the strike); thatit be roughly zero, or perhaps negative gver the
period August 18-August 23 (when the major dailies were still on strike but
alternative advertising media were nsed); and that it be negative over the
period Augnst 23-October 6 {follewing the rasumption of publication by
the New York Post.) .

The results of the regressions are given in table 1. We first examine
eguations (1}-(3) which show the differential] in pries incresses between
Nagsau and Queens supermarksts. Ezamijping the coefficients of Q8 we
find tha data to be consistent with oor hypotheses. Over the periad
August 14-18, the first week of the strike, prices in Queens supermarkets
increased by 3.4% more than in Nassau County (see equation (1}); this
coefficient s statistcally greater than zerc at the 12% confidence level 2

During the period August 18- August 23 food advertisements appeared
in alternative media in QJueens, and therefore we expect Queens price
increases to be less than or equal to those in Nassau. Indeed, we find in
equation {2} that the coefficient of QS {0.024) is slightly negative, but not
significantiy ditferent from zem.

- Fineally, by October 6 the New York Post resumed publication and we
find from the ccefficient of Q5 in equation {3) that Queens prices
ineyeased by about 3.8% less than in Nassau; as expected the re.
appearance of newspapers in (Queens caused a decline in Onresns prices.

To test the null hypothesic of no effect we must examine, however, not
only the statistical significance of the coefficfent on Q8 for each equation,
bait also the pettern of price changes,”

In particnlar, we wish to test the hypothesis that nrices rose in Chueans
at the begluning of the strike (over the period August 14-August 18}, that
prices fell in Queens at the end of the strike {over the period August 23.
October 6} and that the increase in prices in the former period wasequal to
the fal: in prices in the latter period.

This hypothesis is tested by running a regression in which such a restric.
tion is imposed. Thevariables used are described below:

AP = yproportignal change in price of a particular good at a
particular store over the period August 14 - August 18, or
over the period August 23 - October §.
dummy variable, equal to 1 if observation is {or the peried
August I4-August 18, and equal to 0 for the period August
23-October 6,

‘GRAPE! = cummy variable, equal to 1 if observation is for grapes for
the period August 14-August 18,

GRAFPFI = Zummy variable, equal to 1 if observation ie for grapes for
the period August 23-October 8.

. Thet-stetictr for each ecefficient [n table 1 is shows In paceathesss,

FERIOD

IL
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Similar definitions apply for the varizbles LETTUCE,
VATERMELON, CHICKEN and BEEF.

QUEENSI = 1 if observation is for a store in Queens dﬁg the- péﬁnd.
August 14-August 18,

= -] if observation is for a stere in Queens during the period
August 23-October 6.

We run & regression using the same data that were used in equations (1)
end (3) described above. Observe that the definition of the variable
QUEENS constrains the strike to have effects of magnitudes but
opposite signs in the perfods Angust 14-August 18 and Avgust 23-October
6. The results of the regression are:

(10} AP = 0.378-0.370 PERIOD + 0.010 GRAPEI - 0.028 LETTUCE!
(5.9 (0.2 0.5

- Q.U0F WATERMELONI - 0.033 CHICKENI - 0.076 BEEFI
{L.0} 0.3 - {L1)

+ 0,129 GRAPFZ - 0.209 LETTUCES + 0.155 WATERMELONS
{1.8) (3.1) (0.6}

- 0,392 CHICKENZ -~ 0.384 BEEFZ + 0.058 QUEENS
Ch) {¢.1 (2,03

n o= 173, B = 0418
We see that the coefficient on QUEENS has the predicted sign (such

. that prices rose in Queens at the beginning of the strike and declined at its

end), and that with a value of 0,058 it iz sipmificant at the 5% level.

Although equation {10} explains tha data quite wali, we must yet deter-
mine whether the null hypothesis of sytnmetric affects of the strike can be
rejected, Observe that equation (10} represents a combination of equa-
tions (1) and (3} in which the coefficient on Q5 in eguation {1} is con-
strained to have equal magnitude but opposite sign to the coetficient on
08 in epuation (3). We can thus use an F-testto test the hypothesis that
such a constraint does not hald. The sum of squared residuals in equation
{10} iz 3.580, and the sums of squared residualsin equations (1} and (3) are
1.544 and 3.997 respectively, for a sum of 5.541. The value of the F-
statistic is then (5.560 — 5.541)/(5.541/159) = 0.545 with (1,156) degrees
of freedom. This statistic is signifieant at only the 46 % level, so that the
null hypothesis cannot be rajected. Our results are thus consistent with the
proposition that the strike caused prices in Queens torise relative to prices
in Nassau, but that at the end of the strike prices in Queens returned to
their normal levels.
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Hecall that we also expected the strike to have relabively little effect on
the prices charged in Quesns grocerystores. To test this hypothesis, TegTes-
sions were run explaining the proportional change in prices in Queens
groceries compared to the change in Nassau stores. These regressions are
identical to the ones deseribed above, exeept that the sample on which the
regressions were mun do not include any supermarketsin Queens, and that
datz on the prices of chicken and ground beef (not sold in frujt-and-
vegetable stores) are not included. '

The reselts of these regressions are shown in equations {4}-{?. Observe
thatnone of the coefficients of OG is statistically significant, and that none
has the predicted sign. Thus, the price changes at Queens’ fruit-and-
vegetable stores were not significantly different from the price changes in
neighboring Nagsan County; it appears that although the strike led saper
markets in (Jueens to rajse their prices, thestrike had no effect on the prices
eharged by those stores that do not normally advertise.?

Further confidence in gur results is gained by vsing a non-parametric
statistical test, For each date wefind the mean price charged for each good
in Nassau County. We can then determine whether a particular price at a
Queens supermarket was above or below the mean price of that good st
that date in Nassan County. If over some period prices in Queens rose
relative to prices in Nascan Caunty, there shauld be an inereased probahil-
ity that a price quotation in QJueens is above the mean pries of that pood in
Nassau, .

To conduct & statistinal test hasad on this not{on, for each date we find

. the number of prices in Queens that wers greater than or equal to the

mean price of the comresponding geod {n Nassau (we denote this variable
by z). The relevant data ere given intable 2. Recell that we expect thatasa
tesult of the strike prices increasad in Queens over the perlod Augnst 14«
Aupust 18, that price changes in Queens were ronghly the same asin Nas-
sau over the period Aupust 18-August 23, and that prices declined in
Queens relative to their level in Nassau after the Post resumed publication
o October 5. In terms of our data this means that we expect the ratic
{x/tatal number of observations in Queens) to be higher on August 158 than
on August 14, i remain roughly constant between August 18 and Augnst
23, and to have approximetely the same values on October 6 {(when the
strike was almost over) and on August 14 (when the strike began). As we
can see from table 2, all these hypotheses are borne out by the data,

The statisticel significance of these results is easily checked. Let a sue-
cess denote the event that e price in Queensis greater than the mean price
for the corresponding good in Nassau. If the price lovel in Queens did not

A. The eritieef render may object that theee ravults zre spurinue, fesulting from the omission of
dats od chickan and pround heef prines in mgreations (4-8). Ta axamine this ohjectdon, re{:iuﬂ
=(2) vrere tur o A sepple condedng on'y of arkets with the prmission f data om chicken and

#oes, The cosfficiants of (JF are found to differ ty from these of QF in squetiane (4)- (8.
Indegéthn ponbFicigats of Q5 lnelgq]utl.um $1-{d) and iTIE-{E} respectively am E[Sttd-ﬁéj the nm'lainl:l
of data ¢n meat prices ceont srplatn the resiit abteined concerzing Snrit-and-vegetah s sares.
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TABLE %
Anpgust 14 Augest 13 Angast 23 Oetober §

2 = number Uf%ﬂﬂﬂ'
chzervations in (Juesns
above mean price i4 a0 28 10
in Nassan
T = total number
of abservations at 43 36 L1 b
CQueens supermarkets

=T 0.33 (.55 (.40 Q.28
probsbility ghven - priz=dlj= prirz=22= prirxlili=
prisuceess = 14/43) 0.0004

0.15 .33

change relative to that in Nassau, then the probability of a suegess should
Temain constant over time, From table 2 we know that on Augyust 14 the
probability of a success {e 14743, One of cur qull hypatheses is that this
probability was the same on August 18, As shown in table 2, however, on
August 18 there weye 30 successes out of 55 observations; direct applica-
tion of the binomial distribution shows that the probability of s0 many
sucoasses given that prisuceess = 14/43) f2 only 0.0006. Similar ealenls-
tions are shown in table 2 for the dates August 23 and Cotober 8. It is
readily seen that these restlts upport the conclustons reached on the basis
of the regression analyses discussed above.

It thus appears that the newspaper strike cansed an inerease in the lavel
of food prices in Queens County; less than a week after the strike began,
food prices in Queens supermarkets were zhout three percent higher than
we woulé expect them to have been in the absence of the strike, On the
other hand, the strike appears to have had no effect cn the prices charged
at stores that do not normally adwvertise.

But perhaps more surprising fs that price fnoreases in Queens moder
ated as the strike continued, Either because of increased search by con-
surers, or because of the appearance of advertising In the interim news-
papezs, radio hroadeasts, and home-delivered flyers, grine competition
between supermarkets reappeared. Advertising may play an lnportant
rale in promoting price competition; but it may take only 2 small fraction
of the normal level of advertising in the market to ensure a fair degree of
competition,
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scapc of Study:

Conclusinns;

The amhor re-2xamined the effeet of rosirictions on comunercial practices
on the price and quality of 2ye cxaminations and eveplasses. {laas-Wilson
used the same duta that was used i ths R Bond et al. (1980) siudy.

1 [owever, instead of clagsifving states based on their level of restriction,
she estimated the effect of specilic commercial practice restrictions. One
of these restrictions related 10 the use ol trade names, which is a limitation
on the elfectiveness of advertising,

1aas-Wilson concluded that commercial practice restrictions led to an
merease in quality-adjusted price. States that had the tnost sttingent
repulations had prices that were 5.5 percent higher than these in
utwcgulaed ones. Further, Elaas-Wilson demonstrated that, in each of her
regresstons, media advertising was associated with lower price, controlling
for quality. In markets where advertising actually occurred, prices were 26
o 33 percent lower, llaas-Wilson algo concluded that the stricrer
regulations did not inerease quality of service.
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