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PROCEEDI NGS

CHAI RVAN PI TOFSKY:  Good norni ng, everyone. W
meet again in these set of hearings dealing with gl obal
conpetition and innovati on.

| was telling D ck Schrmal ensee a m nute ago that
the question that we have been dealing with the |ast day or
two, this issue of how antitrust deals wi th networks and
wi th bottl eneck nonopolies and high-tech industries,
bel i eve has been about the npbst perplexing that we have
addressed. W had sone fairly sharp disagreenents
yesterday, everything from open access equal s confiscation
on the one hand to the claimthat open access is the
American way on the other hand. And we really | ook forward
to this panel enlightening on us what the issues are and
what we ought to do about them

Qur first speaker is Richard Schnal ensee the
Gordon Billard Professor of Econom cs and Managenent at MT
and Director of the MT Center for Energy and Environnental
Pol i cy Research

He served as a nmenber of the President's Counsel
of Econom c Advisors from 1989 to 1991. And prior to
joining the Council, he served as area head for econom cs,
finance, and accounting at the MT Sl oan School of
Managenent .

Hi s academ ¢ work has centered on industri al
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organi zati on, economcs, and its application to a w de range
of antitrust and regul atory issues. And, of course, he's
publ i shed nunerous articles and co-authored several books.

He has al so been a consultant for many private
firmse as well as governnent agencies including the Antitrust
Di vision of the Departnent of Justice.

Dick, it's a pleasure to wel cone you here.

MR. SCHVALENSEE: Thank you, M. Chairman.

You have nmy witten statenent, which is nuch too
long to read. So let ne just go through sonme of the main
poi nts.

|"mgoing to conclude -- this is the sort of
testi nony when you realize you have becone your father. |'m
going to conclude that networks are very interesting,
networks are very difficult, but that networks really do not
justify new rules. Networks raise difficult problens, but
they are not fundanentally new difficult problens.

A reason | think for confusion that I want to dea
with first -- and it's dealt with first in ny witten
statenent -- is the tendency to use the term"network” in a
very broad way and then to attach a specific neaning to it.

| f you think about the nunmber of things that are
commonly called "networks,"” they range fromthe tel ephone
systemto a new MBA set of useful friends and acquai ntances,

to the set of suppliers serving a particular firm connected
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by | ong-term busi ness rel ationships, to the set of users of
a particular software product.

These, | contend, are very different animals.

Sone networ ks have single sponsors, say the set of

i ndi vi dual s connect ed because they use a particul ar software
product. Sonme networks have nultiple sponsors, say the
participants in bank credit card networks. There are a
range of differences.

| think the confusion arises, in part, because the
economc literature on networks deals with a particul ar
net wor k phenonenon that doesn't characterize everything we
descri be as a network.

The economc literature focuses on networks marked
by a particular kind of externality in which, roughly
speaki ng, the value of the network rises nore than
proportionally to the size of the network. Networks |ike
t he tel ephone system in which the value of a tel ephone to
me depends positively on how many peopl e have phones;
therefore, the total value of a mllion-person phone system
is nore than a mllion tinmes greater the value of a
one- person phone system for instance.

Net wor ks that have this feature, these network
externalities, show a sort of econom es of scale on the
demand side as distinct fromany econom es of scale in

provi sion of the networks or its services.
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Econom es of scale on the demand side, |ike
econom es of scale on the supply side, tend to point in the
direction of, although it may not carry the systemall the
toward, natural nonopoly or essential facilities status.

Not all things that we commonly call networks are
obvi ously possessed of that attribute. So sinply to say
that sonmething is a network is not to say that nature or
mar ket forces decree that there should be only one of them
or of it. And | think that's inportant because we tend,
when we think network, to think essential facility, to think
only one. But as a logical nmatter, a network is sonething
that has nodes and links. It's not sonething of which there
is logically only one. So let ne urge that distinction.

And al so make the point that sinply having networks
externalities by itself operating over sone range of size of
t he network doesn't get you natural nonopoly either. It may
be inportant in a credit card network, let's us say, to have
national coverage or world coverage. It doesn't follow that
after that has been obtained there are further externalities
t hat cause econom es of scale.

Well, et me talk, then, that general point made,
about sone issues raised by single-sponsor networks and by
mul ti pl e-sponsor networ ks.

The singl e-sponsor network situation is one -- it

woul d be typified, say, by one that the Comm ssion knows
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well: The situation involving Mcrosoft operating system
products. That's a situation which one can argue for a
network, that there are connections anong users.

One can argue there are externalities, that the
val ue of the system grows nore than proportionally with the
nunber of users. And that the issue that's raised -- and
has been rai sed by a nunber of observers -- is whether one
needs, in situations |like, unusually strict conduct
st andar ds.

The argunent, as | understand it, basically builds
on the economcs literature. The economcs literature in
situations of this sort says that, by accident of history,
by dint of noving a little bit earlier, or as a | ogical
matter, by dint of a small antitrust violation that gives an
advantage, an inferior standard, an inferior network, can
energe as the dom nant entity.

It follows, then, that because small actions can
have | arge consequences -- it follows in this particul ar
argunment -- that one ought to be particularly careful about
smal|l actions. That is to say, to avoid |osing kingdons,
you have to watch horseshoe nails closely.

Let nme point out, first, that this argunent hinges
on scale economes. It hinges on a situation in which the
outconme of an industry will not be perfectly conpetitive.

It mght be a nonopoly depending on who wi ns the conpetition
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in a situation involving scal e econom es.

It applies equally as well -- although, | don't
think this has been fornmally done, but it applies equally
well to scale economes on the supply side, which are very
famliar to us, or to | earning economes, which are very
famliar to us.

Now, one wouldn't want to say, | think, that
because an industry has econom es of scale in production
that we have to be very, very careful, unusually careful
careful in ways that would otherw se be unjustified, to hold
the industry to the a standard of near perfection, because
after all, if we don't, then a small antitrust violation can

| ead to huge social costs.

It seens to nme, we tend to apply -- we tend,
obviously, to apply different set of standards -- and
appropriately so -- to dominant firnms or firnms that can be

arguably characterized as domnant. But | don't think that
it makes sense any nore in the case of scal e econom es than
in the case of network effects to be obsessively concerned
about the possibility that, if we don't prevent soneone
getting an illicit advantage, the world wll end.

Let ne also point out an inportant qualification.
The theoretical nodels that say, indeed, an inefficient or
undesi rabl e standard or network can energe as dom nant

because of accidents, it's unclear how seriously to take
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t hose nodels as an enpirical matter. It is hard, as a
nunber of peopl e have pointed out, to find exanples. And
it's inmportant to recognize that saying that standard X w ns
when standard Y is better, means there is a profit
opportunity for vendors of Y if they can find a way to
overconme what ever di sadvantage they began wth.

In the nodels if the journals, the vendors of Y
have few strategies, typically. In the real world, the
vendors of Y have a wi de range of strategies that they can
seek to enploy to denonstrate their superiority to overcone
di sadvant ages.

G ven that difference and given the difference in
the lack of enpirical support for these nbdels, one nust be
alittle careful

A third point to be made is that, as distinct from
situations in which advantages rest on tangi bl e supply side
assets, when advantages rest on basically being popul ar
because you're popular -- which is the classic network
externalities case -- that's a very precarious position.

As vendors of a nunber of formerly popul ar
software products like Wrd Star and Visicalc can attest.

Let nme turn, now, to the issue of multi-sponsor
networks. And | think the prototype case, fromny point of
view, would be, say, bank credit cards; although, obviously

collective standard setting raises a set of related issues.
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Again, it's inportant to understand that just
because a situation is properly characterized as a network
does not nmean it is inevitably an essential facility,

i nevitably a natural nonopoly, inevitably only one of them

That said, as a general matter, | think it's
useful -- indeed, | think it's inmportant to distinguish
bet ween conduct issues related to operations and conduct
i ssues related to nenbership

| ssues related to the operations of a network seem
to me, essentially, indistinguishable fromthe issues of
mul ti -sponsor network related to how any sort of joint
venture carries on its business. And, you know, there are
trade-offs between efficiencies fromcloser cooperation and
ri sks of di m nished conpetition fromcloser cooperation.
There are broad policy issues, the extent of which the joint
venture form should be a favored or disfavored form of
organi zation. These are famliar issues and don't seemto
me to turn on whether sonething is a network or has network
externalities.

Now, | think nuch the sane is true, despite a | ot
of recent witing, about nenbership issues. |If you think
about what issues are raised by considering a joint
venture's nmenbership policy, well, you could reduce
conpetition by excluding firnms froma joint venture because

they coul d either be excluded froma market or rendered in
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effective as conpetitors in that market. O course,
excluding a few firns wthout special advantages froma
conpetitive market, | know, can't have that effect. On the
ot her hand, inclusion of a large fraction of actual or
potential conpetitors may reduce or elimnate conpetition at
the network |evel, either by effectively nerging two
net wor ks or by reducing a network below critical size.

The famliar worry -- which we used to hear nore
about than we do now -- of having a |arge fraction of
conpetitors in an industry in an industry making collective
decisions is, | think, still a valid one. There are dangers
fromhaving a joint venture be over-broad.

Finally, | think there are broad policy issues
rai sed by -- of several sorts -- raised by requiring a joint
venture to admt nenbers particularly if that joint venture,
as is the case in all interesting situations, has actually
created sonething of val ue.

That raises, first, the question of the
appropriate price of nenbership for a late coner. That, |
submt, is fundanmentally a regul atory question of the sort
that courts have traditional sought, properly I think, to
avoi d.

The second broad policy issue is that, given
there's always sone uncertainty about how access wll be

priced if it is forced, the prospect of facing that sort of
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uncertain outconme tends to disfavor the joint venture form
and tends to reduce incentives to create property in that
way, perhaps either leading to it's non-creation or it's
creation by a nerger or a single-firmform

Now, | think none of these points have nuch to do
wi th whether the joint venture being considered is a
net wor k.

Certainly changes in technol ogy have nmade networ ks
that use electronics -- have sort of increased the scope for
productive networks of that sort -- and that's been
i nportant devel opnent -- but the points | just went through
don't have anything to do wth networks. They have to do
with joint ventures, conpetition between joint ventures and
other entities, conpetition within joint ventures, nature of
mar kets, and so forth.

| think the fact that the Muntain Wst case
involved a network is, in one sense, coincidental and in one
sense not. It's coincidental because those issues could
have been raised by other joint ventures. |It's not
coi nci dental because the technol ogy neans that a | ot nore
joint ventures or related forms wll be networks in the
future

| conme down in these questions to sonething close
to an essential facilities position; that is to say, | think

t he bal ance of policy considerations neans that a joint
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venture should be required to admt a new nenber only when
it can be shown in doing so is essential for effective
conpetition or close to essential for effective conpetition
in sonme market.

That is to say, | think the presunption is that
refusal to admt a new nenber ought to be legal, just like
that's the presunption -- rebuttal, of course -- just like a
refusal to agree to a nerger proposal is presunptively
| egal .

Now, that's not a per se rule despite things
friends of mne have witten. And various friends of m ne
woul d t ake anot her view, would apparently condemn any
deci sion to exclude an applicant for nmenbership in a joint
venture if exclusion would reduce the applicant's
effectiveness as a conpetitor, unless that exclusion could
be shown to be reasonably necessary to achieve efficiencies.

Well, the contrast between the two approaches is
what's to be proven and sort of what's the presunption.

My sense is it that a harm ess exclusion should be
treated as harml ess, even if you can't provide an efficiency
defense for it. That is to say, one could conclude -- |I'm
not offering this is a conclusion. One could conclude that
the main reason that VISA declined do admt conpetitors, to
admt Dean Wtter was a visceral reaction that says -- the

standard, typical business person's reactions -- these folks
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have been our conpetitors, and now they want to join our
venture; no way.

Now, if that was the case, it's real hard to find
an efficiency defense. But in ny view, that ought to be a
legitimate decision if it does not reduce, does not
appreci ably reduce narket conpetition.

| think to go the other way, to put the
presunption in favor of adm ssion, nakes sense only really
if you think that, as a general matter, refusal to admt a
new nmenber tends to reduce conpetition. |In light of the
i nportance of conpetition at the network | evel or anong
joint ventures or between joint ventures and other firns, |
don't see how that presunption is justified.

In addition, | think it's not justified because
there are costs, potential conpetitive costs to having
over-broad joint ventures. | think to ignore that, that
traditional and proper concern, and to do that by sayi ng,
it's a network, is unjustified.

To circle back to the point wwth which | began, if
you start with the presunption that because sonething' s a
net wor k, network economi es are inportant; because network
econom es are inportant, you're in a natural nonopoly,
essential facilities situation. |If you begin with that,
then, of course, there's no lost to adm ssion because you're

dealing with essential facilities by assunption; and why
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woul d you ever want the owners of an essential facilities to
be permtted to exclude?

But it doesn't follow that anything that is
properly |l abeled a network is a natural nonopoly w thout
pr oof .

If there is proof, then adm ssion should be
required and the difficult task of what is the price should
be faced.

Now, as | said at the outset, this is the sort of
testi nony, when you have prepared it, you realize you have
becone your father. So | want to be clear that |I'm not
suggesting that antitrust industries should receive |ess
vigorous -- or network industries should receive |ess
Vi gorous scrutiny.

It seens to nme, however, that existing -- that the
i ssues raised in these industries are not intrinsically
novel. They are issues that we have encountered in the
antitrust area in other settings. They have been difficult
in other settings. They are difficult here.

The recent work in economcs -- it would be nice
if the recent economc literature on networks were of the
follow ng character: | don't know about these other
situations, but in a network context, here's how you deal
with them But the literature isn't of that character.

The literature is of the: Here is some
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interesting and difficult things that can happen in
networks. That, | submt, does not really provide new
anal ytical tools to be used to deal with these old issues in
a network context. So | amforced to conservative
concl usi ons.

Thank you.

CHAI RVAN PI TOFSKY: Wl |, thank you for an
exceptionally clear presentation on this.

What we have been doing the |ast couple of days is
maybe ask a clarifying or two but save di scussion, including
di scussi on anong the panelists, for a little later in the
nmorni ng or the afternoon.

Dick, let ne make sure -- | believe | understand
that you' re drawing a distinction between an essenti al
facility that's essential to the conpetitor. That's not
enough. It's got to be essential to conpetition. If it's
only essential to the conpetitor, that's your notion of a
harm ess error

But let's assune it's essential to conpetition,
even in that situation, would you allow the joint venture or
t he nonopol i st to say, yeah, but letting nore people inis
highly inefficient and will dimnish the efficiency of the
total operation?

MR. SCHVALENSEE: No. | think -- | was about to

say | follow the traditional essential facilities doctrine,
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but that's not a clear statenent.

In principle, there's a balance called for, of
course. In practice, | think that's not likely to be
feasible unless it can be shown that conpetition is sinply
not feasible.

Then it seens to ne -- and that's a difficult
showing in this day and age, and | think it's very difficult
in these industries. | think to the extent there is a
traditional essential facilities doctrine that says, if
conpetition is feasible, if access to this facility is
essential for conpetition to occur, then, reluctantly,
pai nful, awkwardly, we nust conpel access.

So I would go that far. | think essential for a
conpetitor is not far enough.

CHAI RVAN PI TOFSKY: Ri ght.

Thank you.

O her questions?

Qur next speaker is Roel Pieper, President and
Chi ef Executive Oficer of UB Networks and a Senior Vice
Presi dent of UB Networks' parent conpany Tandem Conputers.

UB Networks is one of the | argest network
communi cations vendors worl dw de and provi des enterprise
organi zations with ATM Ethernet, and others.

Prior to joining UB, M. Pieper served as

Presi dent and CEO of UNI X Systens Laboratories. Before that
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he spent 10 years at Software AG both in Gernmany and the
U S. There he served as Chief Technical Oficer and Seni or
Vice President of the Technol ogy Division.

M. Pieper.

MR PIEPER | would like to nake an attenpt to
coment on the subject of networks probably nore in a, what
have been called a "real network sense.”

Havi ng had the experience of the | eadership of the
UNI X community, or the UNI X Operating System environnent for
a nunber of years 1990 to 1993, | would say | have been
whi pped into shape as to what real standards were and what
real standards weren't and, even nore inportantly, what real
processes were and what real processes weren't.

In that experience | detected that standards is
not about technology. |It's actually about attitude, and |
want to explain that in the follow ng way:

The opposite of "open" -- a lot of people nmake the
m st ake that when you tal k about open standards, a |ot of
peopl e make the m stake that think that the opposite of
"open" is "proprietary"; and actually the opposite of "open"
is "closed."

Whereas the opposite of "proprietary” is "public.”
So if you would draw a quadrant between the opposites of
those determnations -- i.e., "open" and "cl osed" and

"public" and "private" -- you cone to the conclusion that
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the wi nning quadrant is "open"” and "proprietary."

Now what does that nean?

That neans that there nmust be sone process by
whi ch standards evol ve and proprietary val ue continues to be
added. It nmust be a coexi stence of proprietary evol ution,
you know, fostered by conpetition or fostered by invention,
what ever that may be, off of the basis and process of at
| east a base of conmon, open standards that are noving
ahead.

| concluded after those years |eading the UN X
community that to be successful creating a valid standard,
at the heart of the success lies the attitude of the
provi ders, not the technol ogy itself.

Now | "Il come back to that particular point with
regard to a nunber of activities that I"mcurrently trying
to sponsor outside of ny business activities in Silicon
Val | ey and other prices, partially also for the Dutch
Government. |1'ma Dutch citizen, and I'madvising to a
certain extent on sonewhat sort of simlar issues.

There are, you know, again, a whole bunch of
battles in the industry today which are not visible yet.

The ATM forumis one other, let's say, new conmunity on the
hori zon trying to cone to grips with a new set of standards,
derivatives of ISBN, to try to foster, wthin the network

sense, coll aboration, conpetitiveness, interoperability,
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and, obviously, effective products, effective in the sense
of functionality, price, et cetera.

We can debate if that process is going to be
successful or not, giving the experience that we have had,
in the operating systemwars that have nostly, you know,
subsi ded.

| believe that the risk of convergence, again
around nonopolistic standards that are driven through
econom es of scale, vendor dom nance, in the sense of
network functionalities, network capabilities, will, again,
be derived off of what | would say "undocunented features”
and "capabilities" simlar as that has happened in the
operating systemtypes of environnent.

Again, there is no real difference -- and | agree
with you -- there is no real difference with a | ot of these
issues comng at it froma nore technical point view |
understand. There are really not a real |ot of differences
bet ween what has happened nore fromthe single conputer
point of view than fromthe, let's say, networked conputer
poi nt of view.

| would like to try to make a stab and expl ain
some of the things we are trying to do out of an
organi zation that is called "Smart Valley," not that there
are no other smart valleys in the world; but there is a

group in Silicon Valley that is called Smart Valley, which
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is conposite of academ a, business, and adm nistration-type
of, let nme say, nanagers, |eaders, and executives.

And this group has nmade a statenent towards each
other and to the Valley that their mssion is going to be to
try to foster sharing of technol ogies, sharing of ideas, but
way ahead of actual product delivery to the narket.

And around that concept, which | have been part of
the founding of, the very specific new project has been
founded; and I would like to maybe start with sonme foils to
try to come to that conclusion and then fold in sone other
points that | believe are very relevant to how an
adm nistration in general -- this is nmy personal opinion --
shoul d behave with regard to the participation in this whol e
st andar ds process.

It mght be alittle controversial, and that's
okay.

kay. So the main point that | would like to talk
about are these four -- talk about what | believe are the
vari ous choi ces of governnment positions and, again, the word
attitude, because | think that's the central point; talk a
little bit about standards, definition, and evol ution of
that -- | already started to position it alittle bit by
tal ki ng about these open, closed, public, proprietary types
of dinensions -- and then try to position sone of that al

in the sense of the first nover effects and second nover
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effects and how one coul d address sone of these issues,
again, just bringing forward sone suggestions.

Let me first try to put into perspective sone of
the things that have happened in the industry and that
continue to happen in the industry.

The conclusion that | nmake is that paper standards
will continue to fail if they are not tied to real-world
evolution and are not in sync |largely because of the |ack of
timng.

We've seen that wth OSI. W have probably seen
that with things around the UNI X Operating System And we
run the risk, again, of seeing that around the ATM
st andar ds.

There is a continuous risk that the nore fornal
processes will be run over by the, let's say, exclusion of
ot her technologies in that environnent and, you know,

typically short cuts by vendors of a particular nature could

be made.

There are clearly de facto standards that are
very, very inportant. | nentioned here in the network sense
TCP/IP. | mean if TCP/IP is not a pure exanple of how an

unnoti ced technol ogy can suddenly appear as a real market
standard and actually work and actually be a real
col I aborative-type of technology, interesting risks though

t hat these kinds of standards m ght actually be subsumed by
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econom ¢ volune | eaders as their ownership going forward.
That's actually another risk that could happen, even after a
certain technol ogy standard has been establi shed.

There have been attenpts of what | woul d cal
bl ended standards, bl ended standards where there is both a
reality test as well as a paper conpatibility test. And |
mentioned just a few, X/ Qpen, in the early 80's. And COSF in
the md 80's, and today, things |ike the ATM forum that you
m ght be famliar wth.

| absolutely am convinced that the early novers
must be identified nore by an organi zation like this Smart
Valley that | nmentioned or others around the world or in the
US By trying to bring these early novers, these early
i nnovators to an environnent that you could call a
"“col | aboratory,” a "reference lab,"” environnents in which
these early noving parts are identified and exposed to the
fundanmental question: Wuld sharing be better or not?

Sonetinmes sharing is not necessarily good for that
singl e vendor; but after sonme, let's say, social pressure,
public pressure there is the possibility -- and |I've seen
that work -- that sone of these noving technol ogies could
actually reach a nmuch broader market with nuch nore
capabilities for a nunber of conpanies to be, you know,
conpetitively and economcally able to take advantage of a

broader set of standards that have been nade avail abl e
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t hrough sharing of technol ogy.

| think users, in general, have becone nmuch
smarter and nmuch nore active in qualifying and di squalifying
vendors through their behavior, not through their ability or
wi |l lingness to apply standards in their products that they
deliver but actually by their attitude. You see nuch nore
vendors meki ng buyi ng deci sions bl ended by both their
opinion of the attitude of the vendor as well as the, of
course, technical and pricing proficiency of the products
that are being offered.

At the sane tinme, vendors have becone nmuch smarter
as well. The way that proprietary val ues and undocunented
capabilities are being hidden are getting substantially nore
sophi sti cat ed.

So there is a real question as to who is noving
faster and smarter in the right direction.

| believe we can talk a | ot about these standards
intrying to come up with the right processes to wite these
t hi ngs down to share them on paper, but my concl usion has
been that the only way to really expose the issues of real
wor ki ng and col | aboratory-type technologies, if it's a
dat abase application, a multi-nedia application, a
t el ephony- based application, a set-top application, it is
t hrough exposure in live coll aboratory.

So ny conclusion in the sense of standard
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definition and evolution is that the only place where
standards and evol uti on can happen is in the real world, but
we nmust find a way that this coll aboratory-type of
environnment is fostered by a nunber of different
organi zations. And one | believe clearly has to be the
adm nistration or governnent. So let me switch to that
poi nt .

As | have done for the Dutch Governnent, naybe
contrary to sone belief inthe US., | believe that there is
al nost a black and white decision only for an adm ni stration
to deci de to engage or not.

When you engage -- and what | nean by that 1']
explain a little bit later -- but when you engage as an
adm nistration to participate in the evolution of the market
process, you have no choice but to go all the way. There is
no mddle ground. You nust try to be on top of the issues.
You try to have the best technical people, the best business
peopl e, the best econoni c people on board to try to
under stand what's going on in the industry.

The ot her side, which you could call black or
white, is to not do anything at all; and you basically |et
it go the way it goes, a market free for all.

A governing body -- and I"'mjust nentioning a few
of them CQbviously in the US., NI ST, in Germany, Deutsche

I ndustry Norm you know, there are different types of
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exanpl es of norm ng bodi es and norm ng organi zati ons t hat
could exist if they are powerful and know edgeabl e and
active in the sense of participation, not controlling.

| believe that there is a possibility -- and we
are experinmenting in Holland with that -- that there is a
possi bility by having both governnent guidelines, academ c
gui del i nes, and busi ness guidelines to create an environnment
i n which sponsoring tax incentives, public academ c and
busi ness franeworks are created that are, in a way,
coexisting wwth the real-world market dynami cs but within
whi ch these newer technol ogies, the early nover
technologies, as well, let's say, as the second nover types
of technol ogi es, are continuously brought together, are
continuously tested, are continuously validated; and key
areas of m snoners are identified.

They are not identified by aws or fines or
whatever. But that are identified by different types of
attitudes of different vendors comng together in a fairly
public place.

So what needs to happen, ny opinion is, that this
deci sion to engage or not nust happen. | believe the
decision to engage is better than the decision not to
engage. If the decision is to engage, it mght be a
difficult one and a costly one; but it is definitely one

that could lead to nore powerful interoperability standards
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in the network sense that would all ow better econom es of
scal e between different conpanies. | suggest, for exanple,
that the early notions of EDI, "electronic data
i nterchange,"” could evol ve nuch nore broadly and nmuch nore
efficiently if the business-to-business communi cation
procedures and processes could be done on the basis of nuch
nore capability technol ogies that woul d be derived off of
network functionality, inventory nmatching, order processing,
custoner admnistration -- | could go on and on and on -- a
| ot of very val uable applications that can becone very
effective through the usage of a network, let alone the
di stribution of goods in general as another discussion of
val ue that a network could bring.

Let nme tal k about first nover and second nover

subjects for just a little bit. Again, I'"'midentifying here
sonme organi zations. I'mlabelling it NIST, but for ne that
is not sorelevant. It has to be some kind of organization

or some group of organizations that | believe need to be put
into light that really drives the definition, behavior of
t hese various reference | aboratories and applications.

We are, in the sense of networking, at a very
early stage. There is a |ot of opportunity, | believe, to
identify the key types of technol ogies, applications, and
conpani es that should be brought together by public

pressure, social pressure, technical pressure, economc
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pressure, whatever m ght apply.

The exanple that | would |ike to point to of sone

of these concepts that is happening in the U S -- a simlar
project is happening in Holland -- is called BAMIA. BAMIA
is the "Bay Area Miulti-nedia Technology Alliance.” It was

started by Smart Valley. There is about 50 organi zations
that are participating in that, both from academ c,
adm nistrative, as well as from business entities.

It is also sponsored, to a | arge degree by NASA,
AMES, in which the role of NASA, in this particular case, is
both the, let's say, nonitoring of attitude as well as the
pursui ng of certain objectives with regard to standards and
evolution in the network sense, in this particular case for
the health care education subject.

Thi s organi zati on has been surprisingly successful
intrying to bring together technol ogies and i deas that |
had originally thought would be really kept close to the
vest by a whol e bunch of different conpanies. And |I'm
tal ki ng about conpani es such as Oracle, Kodak, Intel,

Hewl ett Packard, Sun M crosystens, UB, Bay Networks, et
cetera, where | would believe that early technologies, in
the sense of trying to create a better cooperating network
set of capabilities, both at the physical level as well as
at the application level, surprisingly, by sinply trying to

establish this kind of different collaborative type of
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envi ronnent, these things did happen; and there was no
formal process for it other than this type of a, I would
call it, sonewhat of a social econom c pressure nodel

Qovi ously these kinds of organizations cannot be a
singul ar one. There nust be a whol e nunber of these, and it
cannot clearly happen just froma nation point of view
There nust be very strong international coordination and
verification.

| believe that these things will happen wthin the
Eur opean Community. | believe the European Community has
another, let's say, organization forumthat will try to
drive and foster exanples of these kinds of collaboratory or
projects that would have that common thene of sharing or
col | aborative technol ogy of the early nover category.

Now, obviously, for second nover technol ogies, the
situation is a little different. Let ne use the exanple of
TCP/IP. There is a substantial risk that TCP/IP wll be
t aken over by sonme organization that sinply subsunes it and
makes it economically inclusive in other capabilities. And
so that's just one exanple. There are probably other
technol ogi es that coul d be subsuned by econom c | eaders.

There nust be, again, an environnent in which sone
of these evolutionary steps of new technol ogi es that have to
be added to an existing environnent, simlar to sonme of the

joint venture ideas, that when a new party with sone
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val ue- added ideas is comng to the sane place, the rea
mar ket, the real application, or the role
busi ness-t o- busi ness comruni cati on environnents, then we
should find a process by which these technol ogi es can be
added. If that is not possible by normal collaboration
bet ween the business entities, there should be adjacent
procedures in place, such as these collaboratories that |
tal ked about, where that kind of a problemor opportunity
could be identified.

So this is very simlar to the first nover effect;
al t hough, the second nover types of environnents could be a
little nore hard to establish and to validate.

Again, I'mtrying to stay away very farmfrom
formal processes. I'mtrying to focus really on the idea of
publ i c exposure, public pressure between the various
organi zations either froman engi neering point of view or
sinply froma social point of view

For the sake of tine, let me try to conclude here.
I think that, you know, fromny point of view, if an
adm ni stration in general decides to be passive, it wll
have to give up a lot of its ability to judge what is really
happeni ng and what is not, sinply because of the speed by
whi ch sonme of these technol ogi es are devel opi ng and because
of the proficiency that is being exposed by the vendors.

And I"'mtal king as a vendor as well.
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The smartness, if you want to call it that, by
hi di ng proprietary capabilities and closing themis getting
pretty special.

| think by engaged behavior, not controlled
behavi or, by engaged behavi or, one could sponsor, through
tax incentives, project incentives, according to specific
guidelines. | want to nention here sone ideas that | have
derived from having been both in Finland and Singapore. |
mention Finland and Si ngapore as sone countries that have
taken a very rigorous step along these lines of what | would
call engaged behavi or.

Let nme take Singapore as one exanple. In
Si ngapore there are a whol e range of tax incentives, of
nodel suggestions that are being put forward by the
adm ni stration of Singapore but are derived of a very clear
project and nodel that they call "IT 2000," which is their
nodel to create an infrastructure, a society infrastructure,
a business infrastructure in that, let's say, physical
territory called Singapore, where conpanies that follow
t hose guidelines, or at |least stay within, you know, a
reasonabl e definition of those guidelines, are given
substantial incentives to stay wwthin those rather than to
di sregard them

We can debate that that's good or bad behavi or,

but it's at | east a stab ahead by an adm nistration to try
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to create nore commonal ity in the public services, in the
infrastructure services that are being offered indirectly or
directly through an admnistration in the country or region
that they are operating in.

| believe a norm an effective norm-- maybe not a
standard -- can be set and can be evol ved by this
col | aborative process by academ a, business, and
adm nistration. And sonebody will have to step up to a
| eadership role in the formof not controlling but actively
gui ding that collaborative process forward.

And, you know, as a final statenent, | know that
this is not the easiest solution, and maybe it is one of
very, very few

CHAI RVAN PI TOFSKY:  Thank you very much for sone
very provocative and interesting ideas.

Qur next speaker is someone who --

COW SSI ONER VARNEY: Could I clarify?

CHAI RMAN PI TOFSKY:  Yes. Yes.

COW SSI ONER VARNEY: Is it fair to say, then,

t hat your belief that the collaboratories are
pro-conpetitive is only true where there is government
i nvol venent ?

MR. PIEPER No, that is not true. | think

col | aboratories could be pro-conpetitive even w thout

gover nment i nvol venent.
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But | believe, especially if we starting to think
about the usage of networks both by adm nistration as well
as by public entities, you know, going forward, there is
going to be nore and nore interaction, | believe, through
networks either for, you know, personal, citizen-type of
adm ni stration activities or business-to-business or
busi ness-t o-governnent comruni cation activities through
networks. There would be a | ot of advantages and econom es
of scales if governnment woul d evol ve as an organi zation
t henmsel ves t he sane way.

COW SSI ONER VARNEY: 1'1l hold ny others
guestions for later.

CHAI RVAN PI TOFSKY: |'msorry to say our next
speaker has lived in the real world in this question of
access, joint ventures, and so forth.

Christine Edwards is Executive Vice President,
Ceneral Counsel and Secretary of Dean Wtter, D scover, the
parent conpany of Dean Wtter Reynol ds and NOVUS Credit
Services, Inc.

As CGeneral Counsel at Dean Wtter Reynol ds,

Ms. Edwards has responsibility for the | egal and conpliance
functions of the broker/deal er, nutual fund, and investnent
banki ng busi nesses.

As general counsel for NOWS, she has

responsibility for the |egal function of the three NOVUS
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busi nesses: Discover Card, Lending Services D vision, and
SPS Transacti ons.

Wel cone to the FTC

Am 1 right in assumng that you have paid sone
attention to the Di scover/VlI SA-MasterCard controversy?

M5. EDWARDS: | have paid a little attention to
it, yes, M. Chairmn.

Thank you and good norni ng.

First of all, I would like to start out by taking
note of the trenendous antitrust expertise resident on this
panel this norning and pronptly exclude nyself fromthat
description. |Instead, I'mgoing to testify today fromthe
per spective of having been involved in the credit and charge
card industry for about 25 years now, which, of course,
means that | started, obviously, well before any child | abor
| aws existed; at least that's how !l like to think about it.

| did submit witten testinony, but I'mgoing to
stream ine ny presentation for this norning. And ny
observations begin fromthe prem se that various horizontal
i ssues are presented by networks that operate in this
i ndustry, which this norning ["'mgoing to refer to as the
charge card industry.

Networks play a vital role in that industry. VISA
and MasterCard, joint venture networks which include nearly

every issuer of general purpose charge cards have achieved a
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position of dom nance and col |l ective market power.

The policy issues |I'mgoing to pose this norning
arise fromthe fact that changes in marketing and processing
t echnol ogy have created, for the first tine, the opportunity
for non-association proprietary networks to provi de the sane
ki nds of services as the two associations and to do so
equal ly, if not nore, efficiently than the bankcard
associ ati ons.

But at a tine when there is a real opportunity to
encourage efficiency proprietary networks, at a tinme when
there's a real question whether there is a need any | onger
for the associations, the associations are aggressively
using their substantial incunbency advantages to inpede
conpetition fromproprietary networks. They are al so
wor ki ng to extend those advantages into new financi al
products and services |like the electronic delivery of hone
banki ng servi ces.

These devel opnents, | believe, raise inportant
policy issues which I think can be summarized in a question:
How shoul d antitrust enforcenent respond when two
i ndustry-w de charge card networks use their market power to
i npede the entry and the growth of efficient, conpeting
proprietary networks?

How t hese issues are resolved wll determ ne

structure and conpetitiveness of the charge card industry;

Heritage Reporting Corporation
(202) 628-4888



© 00 N O 0o B~ W N Bk

N RN NN NN P R PR R R R R R R
g A W N P O O 0o N o 0o M W N B+ O

3762

but perhaps nore inportant is whether the bankcard

associations are going to be allowed to use their market

power to inpede conpetitors in other energing paynent system

mar kets, affecting other areas of electronic comerce.
Simlar issues will, no doubt, conme up in other
i ndustries. W've heard about themthis norning. The
policy decisions you nake regardi ng these issues, whether
affirmative decisions or by inaction, will have a
significant inpact el sewhere in the econony.
For these reason, | applaud the Comm ssion, and

you, M. Chairman, for holding these far-rangi ng hearings

and taking seriously the observations of business people and

their counsel, along with academ ci ans and ot her antitrust
pr of essi onal s.

In the United States today, there are only two
nodel s for charge card networks. One is represented by the
networ ks operated by the VISA and MasterCard. They were
formed about 25 years ago. Both are extrenmely broad joint
ventures with virtually identical menberships that include
al nost every issuer of general purpose charge cards in the
United States.

And | use the term "bankcard" to refer to the
charge cards that are supported by the two association
net wor ks.

Now t he conpetitive dynam cs between the two
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associ ations are curious. Since alnost all card issuers
bel ong to both associ ations, their nenbers gain no
conpetitive advantages agai nst other charge card issuers if
ei ther associations tries to make its brand nore desirable
to consuners than the others. And any innovations that
result in differences in operational requirenents between
VI SA and MasterCard actually can cause substanti al
addi ti onal expenses for their nenberships, and their nenbers
don't appreciate that. As a result, the associations don't
conpete with one another.

The ot her network nodel which is represented at
the bottomof the chart is the proprietary network. Three
proprietary networks exist in the United States today, and
they are operated by ny conpany, which NOVUS, by Anmerican
Express, and by the | argest issuer of bankcards in the
United States, Citicorp.

In contrast with the associ ati on networKks,
substantial incentives exist for a proprietary to conpete
agai nst other proprietary networks as well as agai nst
associ ati on networks.

The evol ution of our network, which we call the
"NOVUS Network," denonstrates how proprietary networks
oper at e.

Back in 1985, Sears, which was then the parent

conpany of Dean Wtter, decided to enter into the general
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purpose credit card market. Qur strategy was to pursue a
nodel like Cticorp, which at the tine participated not only
in the VISA and MasterCard networks but al so operated
several proprietary networks of its own, including D ners
C ub and Carte Bl anche.

We decided to enter the charge card market by
first launching a proprietary charge, which we did by
rolling out the D scover Card in |ate 1985. W faced
enornmous barriers to entry of our new networKk.

We had to deal with the classic chicken-and-egg
problem W sent eager, young sal espeopl e, who probably
didn't know any better, out with the assignnent of
per suadi ng hundreds of thousands of nerchants to accept a
card that not one cardhol der held.

At the sane tinme, we had to persuade mllions of
consuners to accept a card that they didn't know whet her
they could use it in with any nerchant.

It was a high-risk strategy. And it is very
likely that w thout the substantial business credibility
that Sears and Dean Wtter had built over the years, that
bot h merchants and consunmes woul d not have accepted the
card.

But we were successful. But to achieve our
success, we had to overcone not only fair conpetitive

responses from existing conpetitors but also a variety of
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efforts by the bankcard associations to prevent D scover
Card from having a chance to conpete in the market at all.

For exanple, VISA orchestrated an el aborate
di si nformati on canpaign to try to persuade nerchants not to
accept the Discover Card on the basis of a false claimthat
Sears sonehow was going to use Discover Card information to
steal their nmerchant custoner base.

Anot her associ ati on-|led program was desi gned so
prevent our card from bei ng process over the bankcard
authorization termnals. W did, however, succeed in making
the Discover Card a viable conpetitor in the charge card
mar ket .

Then, about threes years ago, we nmade a deci sion.
Now this was after the trial court antitrust decision that
did give us sonme confort that the | aw woul d provide
practical protection against the associations' collective
interference in our conpetitive efforts.

Qur decision was to enhance our proprietary
network. W invested tens of mllions of dollars in
converting the network that we had built for D scover Card
into one that could be used not only for that card but for
other cards as well. The result was the NOVUS NetworKk.

Dean Wtter offers three cards on the network
presently: the D scover Card, Private |Issue, and the new

Bravo card. Qher cards are in the works. The systemthat
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are we were building al so has the capacity of supporting
NOVUS- mar ked cards that are issued by other firns.

But there are sone very significant differences
bet ween the associ ati on networks and proprietary networks.

First, the association networks enjoy huge
i ncunbency advantages. Thousands of banks pronote VI SA and
Master Card brands. And nost nerchants feel that they nust,
as a practical matter, accept those cards.

Second, proprietary networks are sinpler to
operate. And changes in marketing and processing technol ogy
are making it possible for proprietary networks to conpete
with increasing efficiency against the association networKks.
Now t hat wasn't always true.

The industry has dranmatically changed since when
t he associations were forned. Banks have been permtted to
expand geographically. They have becone nore willing to
conpete nationally. Credit cards are nmarketed across the
country by banks with no |ocal presents. Transaction
processing is alnost entirely electronic wwth no | ocal
presence required. And firnms with enornous resources, such
as Ceneral Mdtors and AT&T have entered the charge card
mar ket either individually or in conbination wth other
firms.

If the industry were first comng into existence

t oday, there would probably be no need for networks operated
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by giant industry-w de ventures |like VISA and MasterCard. A
series of interlinked proprietary networks and processors
could performthe sane services equally, if not nore
efficiently.

You don't have to | ook farther than the Internet
for an exanple of how unnecessary a huge central clearing
house is today for the operation of an efficient,
el ectronically based network.

Third, in studying these industry changes, you
woul d expect to see a decline in the dom nance of the
bankcard networks. Yet the market share of the bankcard
networ ks has ban rising steadily. 1In fact, in just the |ast
three years it has risen froman al ready-| opsi ded 72 percent
of the market to 76 percent of the market.

The market share trend is not accidental. It is
the direct result of the bankcard associations' using their
mar ket power .

But the associations' goals are not a natter of
specul ation. A few years ago, we obtained a videotape of
one of the cl osed-door neetings that VISA held with its
menbers in connection wth the |aunch of the orchestrated
anti-Di scover canpai gn.

On the tape, which I'"mgoing to show you this
norning, is Fran Schall, who is VISA's Vice President of

mar keti ng, who summarized VISA' s goal in dealing with
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proprietary networks |ike ours.

At the beginning of the tape, she refers to a tape
whi ch was just shown to all of their bank nenbers featuring
Cl aude Al kens who was an actor. He is now deceased.

The video was shown to all association nmenbers
during the course of that year and was basically indicating
to banks that they should go to their nerchants and tel
them not to accept Discover Card.

Let nme show you the video.

(Wher eupon a vi deot ape provided by Ms. Edwards was

pl ayed.)
"Meeting the chall enge of D scover”
"Copyright, August 1982"
"Presented by VISA S. A, Inc."
"John Bennett, Senior Vice President, Consuner
Product s"
"Brian Ruder, Vice President VisaNet Marking"
"Fran Schall, Vice President Menber Rel ations”
"Phil Skarston, Market Research and Pl anni ng"
"M5. SCHALL: If you weren't convinced before that
there was a threat, | hope that C aude got the nessage
acr oss.

"By working together, which was really his close,
we can be effective. And not only can we sl ow down Sear's

effort, but we can prosper fromthe investnent which has
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been nmade over the years in the VISA program

"I't's inportant for all of us to keep in mnd that
Di scover has not succeeded to date and that we're in the
position of strength. W have 150 mllion cardhol ders
wor | dwi de; we have five mllion nmerchants on a worl dw de
basi s.

"And by working together and by being proactive,
rather than reactive, | think we can thwart the efforts not
only of Sears but of other outside conpetitors. And we can
devel op a very effective neans to conpete.

"It's inportant that we not do anything in the
process to give away or dilute our market advantage.

"I'f we're successful in responding to Sears, than
ot her non-bank conpetitors, who are likely sitting on the
sidelines, will think again when they try to foll ow Sears'
| ead.

"If we aren't successful, then there are going to
be many nore "Di scovers” that we're going to be hearing
about in comng years. And all of themare going to be
| ooking for a share of your business and your profits.

"Renmenber, it's not likely that Di scover is going
to create new business. They're out to take away your
busi ness, your business in the bankcard industry and your
bank' s busi ness."

MS. EDWARDS: Well, the associ ati ons have st at ed
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that proprietary alternatives |ike the NOVUS Network are a
potential conpetitive threat to their dom nance that nust be
suppressed.

And they have a variety of actions, first, to
i npede the growt h and devel opnent of networks that already
exi st and, second, to deter the formati on of new ones.

Let nme give you a few exanpl es.

VI SA byl aw 2.10(e), which is not the bylaw that we
chal I enged several years ago, automatically term nates the
menber ship of any VI SA issuer that begins to issue a card,
gquote, "deened to be conpetitive" wth VISA cards.

VI SA applies this rule only to Dean Wtter and
Aneri can Express networks and not to VISA nenbership
participation in MasterCard or to Cticorp's Diner Club and
Carte Bl anche program

The punitive effect of this rule is clear: No
VI SA nenber is |likely to even consider signing onto a
proprietary network at the cost of automatic loss of its
ability to issue VI SA cards.

The inpact was very deliberate. Wen VISA s board
adopted the first version of this rule, the board asked
VI SA' s managenent to draw up a list of all of the non-bank
firms that had the capacity to introduce a conpeting
net wor k.

The resulting Iist naned nore than 100 non- bank
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firms, including General Mdtors, Ford, Chrysler, Shell Ql,
Anoco, and AT&T. The VI SA board then instructed VISA' s
managenent to nonitor all of these firnms, many of which were
then VI SA nenbers, and to expel or exclude themfromVISA if
they actually began issuing proprietary cards.

Many of those firnms were not, then, issuing cards;
but they have since entered the market. And not
unsurprising, in light of VISA's bylaw, a single one of them
have cone forward which a proprietary card program

Anot her exanple relates to processing charge card
transactions for nerchants. |In order to build a merchant
base for the NOVUS Network, it's been extrenely inportant
that we offer nerchants, particularly smaller ones,
cost-effective processing for their charge card
transactions. But nerchants have no interest in a processor
who can't al so process their VISA and MasterCard
transacti ons.

VI SA has adopted rules that are designed to
prevent Dean Wtter and Anerican Express fromefficiently
of fering bankcard transaction processing. This has limted
our ability to achieve maximumefficiency and limted the
growt h of our network.

Bankcard associ ati ons whi ch account for 76 percent
of all transaction volune engage in standard setting.

Because of the associations' overwhel mi ng market dom nance,
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t hese standards drive the market.

Qur technol ogy and our ability to change nust be
ni mbl e enough to conply with the standards that they have
set. W don't even have a seat at the table on the
di scussi ons on standards. The recent VI SA-M crosoft
di scussi ons about setting security standards for
transactions over the Internet are a good exanple of that.

A final exanple is one that I find particularly
troubling. | start fromthe perspective that VI SA has been
quite careful over the years to describe itself as a joint
venture associ ation, only engaging in activities on behalf
and for the direct benefit of its nenbers.

But VI SA recently announced a for-profit merchant
processing joint venture with Total Systens Services Inc.

The significance of that announcenent is that VISA
will be directly conpeting in a for-profit corporation with
its menbers in the marketplace at the sane | evel as others
who do business wth its network.

Now, with VI SA' s sinultaneous role in setting
i ndustry rules and standards, this is a devel opnent | think
t hat deserves careful attention in a part of this market
t hat Conmm ssioner Varney recently described as "increasingly
concentrated.”

Bankcard associ ations are also working to capture

ot her paynment system markets, including on- and off-1ine
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debit cards, stored value cards, Internet commerce, and the
new and potentially huge market for electronic delivery of
retail banking services to the hone.

In sonme cases they are clearly leveraging their
mar ket power with respect to charge cards in these new
mar ket s.

Now, the facts that | have described this norning
rai se several inportant antitrust enforcenent policy issues,
| believe.

The goal of antitrust enforcenment, | think, should
be to foster increased efficiency and innovation through
unfettered conpetition

This kind of conpetition will occur only if the
activities of the two bankcard joint ventures that dom nate
the industry are actively nonitored.

This is the opposite, | think, of the hands-off
antitrust treatnment that VISA advocates, but | believe it's
justified by the conpetitive |andscape of this industry.

Antitrust enforcenent should nonitor association
practices |like those that | have described this norning that
are designed to di sadvantage proprietary network
conpetitors.

Antitrust enforcenent should also be prepared to
chal | enge each new area of association activity. The

bankcard associ ations are antitrust anonmalies. They are
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extraordinarily large joint ventures of conpetitors, cutting
across virtually an entire industry.

Antitrust policy, | thought has al ways strongly
di sfavored col |l ective conpetitor activity of this magnitude
unless it can be justified by conpelling efficiencies. At
t he dawn of the general purpose charge card industry,
legitimate efficiency justifications probably existed for
the scal e and scope of the bankcard associations. But
shoul d historical fact also dictate the appropri ateness of
t he associations noving into new activities today?

W believe expansion of the activities of these
joint ventures should receive precisely the sane searching
scrutiny as would the formation of a new joint venture to
engage in the sane activities.

| believe it would be prudent antitrust policy for
t he enforcenent agencies to actively discourage the VI SA and
Mast er Card associ ations fromengaging i n any new activities.

If there are efficiencies that necessitate joint
activity in order, for exanple, for the debit card market to
devel op or for honme banking to take off or for health care
provi der reinbursenent processings to succeed, |et
appropriately scaled new joint ventures to be forned. |If
not and if individual conpanies can be conpete efficiently,
then let they do to. But bankcard association joint

ventures should not be permitted to quietly take the market
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power that they have achieved in the charge card industry
and parlay it into simlar power in entirely new areas.

Only one significant, proprietary network has
entered the charge card market in over 35 thanks largely to
t he bankcard associations. Antitrust review should not
permt themto have the sanme stifling effect in other
mar ket s.

| also think that bankcard associ ations should be
prohi bited fromengaging directly in for-profit activities.
Their central rul emaking and standard setting role, coupled
with their market power, creates far too nuch risk of the
associ ations' |everaging their not-for-profit activities
into an unfair conpetitive advantage in their related
for-profit businesses.

At approach that antitrust takes to the bankcard
associ ations and their networks will have a critical inpact
on the industry's conpetitive |andscape.

The busi ness people who | advise w il nake
deci si ons about where they take the NOVUS Network based on
their assessnent of the |legal ground rules under which they
and the bankcard networks wi Il be operating.

But the sanme will be true for anyone el se who
consi ders a busi ness challenge to the bankcard networks.
This is an industry in which antitrust policy will influence

real investnent decisions, decisions that will determne the
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intensity and the innovation of the conpetition in the
future conpetitive structure of the charge card market.

A structure today is clearly far fromoptiml. W
do not ask you to prejudge the outcone of free conpetition
bet ween bankcard associations and their conpetitors. W
only ask for the opportunity to have the market, not the
associ ations, decide that outcone.

Let me close by relating what | have said this
nmorning to the specific questions that you posed on the
agenda for this norning' s session.

Net wor ks, particularly ones operated by joint
venture that enconpass virtually an entire industry, as the
bankcard associ ations do, very definitely can give rise to
opportunity for strategic anti-conpetitive conduct.

Jointly owned networks can amass a substantia
mar ket power and can use it to prevent the entry and growh
of new conpetitors who want to offer nore efficient network
processi ng by taking advantage of technol ogi cal innovation.

As for the criterion assessing whether strategic
conduct and industry standard setting are pro-conpetitive or
anti-conpetitive, | believe it continues to be traditional
fact-specific inquiry: Does the conduct in question
increase the efficiency of the parties that engage in it?

O is its primary purpose and effect to reduce the intensity

of conpetition anong thensel ves and from ot hers?
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The bankcard associ ation conduct that 1've
described this nmorning I think clearly fails that test.
That's why | think it deserves your attention.

| thank you for the opportunity to testify this
norning, and | appreciate the efforts of the Comm ssion to
exam ne these issues.

CHAI RVAN PI TOFSKY: Wl |, thank you very nuch for
directing our attention so forcefully to a real-world
controversy that relates to these theoretical issues.

Let nme just ask one question to make sure we set
the stage for our later discussion and to nmake sure we
understand that there is a real difference view here.

Let ne recall Professor Schmal ensee's earlier
comments. Hi s thought was that where there is a successful
joint venture, access is only mandated where it's essenti al
for conpetition.

D scover was already in the market and conpeting
rat her successfully in that market. So without trying to
decide which is right or wong or what the policy issues
are, you would be urging a broader view of mandatory access
than one that says it only is required where essential to
conpetition?

M5. EDWARDS: Actually, first of all let me start
out by answering that question by observing that, to begin

with, we did not use an essential facility argunment in our
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case agai nst VI SA

Second, | think that although the bankcard
associ ations do exhibit many of the qualities of an
essential facility, we were very careful this norning in
putting together our testinony in not dealing with issues of
menber shi p.

I nstead, | think what we attenpted to do is | ook
at conpetition fromthe network's perspective and | ook at
future issues that we think the enforcenent agencies should
be focusing on there in terns of conpetition between
net wor ks of the bankcards versus proprietary networks.

| f what you're addressing by the essenti al
facilities doctrine is actual nenbership, those are issues |
think we tried to effectively battle before and have | ost;
and those are previous battles.

CHAI RVAN PI TOFSKY: | see. All right. Good.
Good.

Any ot her comments or questions?

Al'l right. Let's have one nore presentation, and
then we can take a break and open it up for a broader
di scussi on.

Any Marasco is Vice President and General Counsel
of Anmerican National Standards Institute, ANSI. She is
primarily responsible for overseeing ANSI's Procedures and

St andards Adm ni strati on Departnent which provides support
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to the Board of Standards Review, the Executive Standards
Council, and the Appeal s Board.

Ms. Marasco al so assists those bodies in
formul ati ng and i npl enenting policies and procedures
regardi ng the accreditation of standards devel opers and
st andards devel opnent process.

Before joining ANSI in July 1994, Ms. Marasco was
an attorney with a law firmin New York for 11 years.

Ms. Marasco.

M5. MARASCO  Thank you, M. Chairman. Good
nor ni ng.

My nanme is Any Marasco, and | amthe Vice
Presi dent and CGeneral Counsel of the Anmerican National
Standards Institute, which is usually referred to by its
acronym ANSI .

ANSI is a federation of industry, professional,
technical, trade, | abor, consuner, and academic
organi zati ons and sone 40 governnent agenci es.

Il will focus ny comments today on two nore general
i ssues than those relating to networks.

The first being: How should enforcenent agencies
and the courts approach the voluntary consensus standards
devel opnent process to determ ne whether inperm ssible
anti-conpetitive conduct is present?

And, second: Wsat is or should be the process by
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whi ch patented technology is incorporate into standards?
And this will lead ne to sone brief comments on

t he proposed consent decree in FTC v. Dell Conputer

Cor por ati on.

The benefits and pro-conpetitive effects of
vol untary standards are not in dispute. Standards do
everything fromsolving i ssues of product conmpatibility to
addr essi ng consuner safety and heal th concerns.

The standards also allow for the system c
el imnation of non-val ue added product differences, reduce
costs, and often sinplify product devel opnent. They al so
are a fundanmental building block in international trade.

That is why the rule of reason, typically, is
applied to standards activities. Wighing positive effects
agai nst anti-conpetitive ones, however, is not always easy
to do.

One of the principle difficulties confronted by
enf orcenment agencies and the courts when applying the rule
of reason to standardization activities is that any cost
benefit analysis or consideration of possible alternative
standards often requires a technical expertise that these
bodies normally admttedly | ack.

ANSI's view is that the best alternative is to
| eave the resolution of technical issues to the experts who

participate in the standards devel opnment process and focus,
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i nstead, on the process itself.

Focusi ng on the process also has the benefit of
bei ng easier for courts and enforcenent agencies to anal yze;
provi di ng cl earer guidance to the business community; and
the process can be designed and, if necessary, to nodify, if
not elimnate, the possibility of anti-conpetitive activity.

This has been ANSI's approach, and we believe it
has been effective. In its role as the accreditor of U. S.
st andar ds devel opi ng organi zati ons, ANSI seeks to further
the integrity of the standards devel opnment process and to
det erm ne whet her candi date standards neet the necessary
criteria to becone Anmerican National Standards.

ANSI approval of these standards is intended to
verify that the principles of openness and due process have
been foll owed and that a consensus of all interested parties
has been reached. These requirenents ensure that the
playing field for standards devel opnent is a |evel one.

Standards are market driven. |If a standard is
devel oped according to ANSI requirenents, there should be
sufficient evidence that the standard has the substantive
reasonabl e basis for its existence and that it neets the
needs of producers, users, and other interest groups.

s the ANSI system absolutely fool proof? The
answer is no. But it offers several advantages to other

nmet hods when eval uating whether anti-conpetitive activity is
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present in the standards devel opnent process.

First, it only requires a procedural and
process-based revi ew and not a dissection of the technical
merits of the standard. W agree that due process in and of
itself is and never can be a conplete defense to an
antitrust claim However, the value of an open system and
due process-based procedures derives fromthe fact that they
are designed, in |large neasure, to cause antitrust-rel ated
i ssues to surface as early in the process as possible.

In addition, we realize that proper procedures are
of little value if they are not followed in practice. As a
result, in addition to the review ANSI undertakes when a
standard is submtted to it for approval as an Anmerican
Nati onal Standard, ANSI al so has inplenented a mandatory
st andards devel oper audit program

The ANSI system has a | ong-standing history of
effective self-policing. As aresult, there are very few
exanpl es of enforcenent or private action decisions relating
to anti-conpetitive conduct in the standards devel opnent
pr ocess.

| also want to say that ANSI woul d wel cone any
i nput or conmments fromthe FTC regarding ANSI's procedures
or requirenents.

The second issue | want to address is what is or

shoul d be the process by which patented technology is
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i ncorporated into a standard?

The issue is this seem ngly incongruous narriage
bet ween what is essentially a governnent-granted nonopoly
and a standard which is often viewed as a public good.

In place of weddi ng vows, ANSI has devel oped and
i npl emented a patent policy. The ANSI patent policy
encourages early disclosure of patent rights that may be
inplicated by a proposed standard. And it requires that the
patent hol der supply to ANSI a witten assurance that either
it wll license the technol ogy to woul d-be users for free or
that it would |icense the technol ogy on reasonabl e and
non-di scrimnatory terns.

Very often this occurs before the standard is
conpleted. Oherwise, it is requested as soon as the patent
right at issue is discovered.

| SO and I EC, the two principal, non-treaty
i nternational standards organi zations, of which ANSI is the
U. S. nenber body, have a simlar patent policy that applies
to international standards.

This brings ne to the FTC s proposed consent order
with Dell Conmputer Corporation. By way of the background,
for those not famliar with this matter, the FTC filed a
conpl ai nt agai nst Dell because a Dell engineer participated
on a VESA, which stands for Video El ectronics Standards

Associ ation, Standards Devel opnent Comm ttee, which, by the
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way, is not ANSI accredited.
When asked, the engineer stated that he had no
know edge of any Dell patents that would be inplicated by
t he standard under devel opnent. After the standard was
finalized and in w despread use, Dell began asserting patent
ri ghts agai nst users of the standard.

| n paragraph 4 of the proposed consent order

between the FTC and Dell, Dell would have to license its
technology for free if it, quote: "Intentionally failed to
di sclose," its patent rights in response to an inquiry from

a standards setting body.
| would |ike to enphasis the word "intentionally."
ANS|I absolutely agrees with the Dell consent agreenent to
the extent it applies to situations when a participant in
t he standards devel opnent process intentionally and
deliberately fails to disclose that his or her organization
hol ds a patent relating to the standard in question in an
attenpt to gain an unfair conpetitive advantage. This would
violate ANSI's and SO s and IEC 's patent policies as well.
What is possibly of nore concern to us is
par agraph 5 of the consent order. That paragraph appears to
i npose sone sort of duty on Dell to set up a nmechanismto
check whether or not it has any patents inplicated by a
standard under devel opnment in order to disclose those

interests prior to the standard's conpl etion.
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In essence, the consent agreenent could set a
precedent to the effect that the corporate representatives
participating in the devel opnent of a standard are under an
affirmative duty to exhaustively review their patent
portfolio and disclose their conpany's patent rights before
the standard is finalized or be required to license their
technol ogy for free.

Uni ntentional failure to disclose a patent right
woul d be treated the sanme as an intentional one.

First, as a practical, matter, sone conpanies
would find this affirmative duty to identify all possibly
applicable patents virtually inpossible to fulfill. Many
U S. participants, at any given nonent, of literally
hundreds of enpl oyees, participating in as many standards
devel opnent activities and in excess of 10,000 in their
intell ectual property portfolio. Oten the inplication of a
specific patent in connection with the portion of a very
conplicated standard is not easy to determne or to
eval uat e.

These conpani es often have invested billions of
dollars in research and devel opnent in order to develop this
portfolio. By requiring themto assune an enornous research
burden each tine they participate in a standards devel opnment
process, these conpanies may effectively be denied the

opportunity to participate in that process for fear of
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making their intellectual property a public good.

This woul d be unfortunate in that we all benefit
when what the experts decide is the best technology is
i ncorporated into standards and what was once avail abl e
exclusively to one conpany becones available to all on
reasonabl e terns.

Wt hout incorporating this technology into
standards, we woul d have standards and products that may be
free and clear of licensing issues, but then standardi zed
products would be that nmuch |less relevant and effective. It
al so could slow the process down as well by not taking
advant age of what already took years to devel op.

Second, in addition to the practical concerns,
there are incentives built into the ANSI systemto prevent
t he snake-in-the-grass problem The risks that these snakes
face are that: First of all, approval of the standard is
subject to withdraw, which can often render the conpany's
innovation relatively useless, it's self-policing; often the
best police are a conpany's conpetitors who, anong others
t hings, can avail thenselves of their legal rights in court;
and in the case of deliberate m sconduct, enforcenent
agenci es such as the FTC can intervene.

Mor eover, the burden that an overextended view of
t he consent order would inpose on U S. businesses is

rem ni scent of simlar burdens that other countries have
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pursued and whi ch have been repeatedly and successfully
prevented frombecomng a requirenent in the internationa
standards arena.

For exanple, a fee years ago, the European
Tel ecomruni cati ons Standards Institute, or ETSI, proposed an
intellectual property policy that many U. S. busi nesses
believed to be coercive; and it becane the subject of a
trade di spute between the European Community and the United
St at es.

The plan was that ETSI woul d announce a one-page
wor k program when it undertook a new standards devel opnent
project; and if a nenber did not quickly disclose any
possi bl e patent rights, then the patent would be deened
automatically licensed on terns that were, in effect,
acceptable to ETSI.

The U. S. CGovernnent, working with ANSI and the
U.S. industry, was successful in preventing the ETSI policy
frombecomng a reality.

In the gl obal marketplace, there have been and
continue to be efforts such as ETSI's to establish a process
to facilitate what sonme would call a technol ogy grab of U. S
intellectual property in an effort to reduce or elimnate
any conpetitive advantage the U S. enjoys as a result of its
collective intellectual property portfolio.

ANSI woul d caution the FTC from enunci ati ng any
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"disclose it or loose it" policy that conpetitors in other
nations could then point to as a reason why the U S. should
accept a simlar condition for participating in the gl obal
mar ket pl ace.

Thank you very nmuch. | appreciate this
opportunity to coment on these issues, and | amvery
willing to provide additional information upon request
and/ or receive any input fromthe FTC on what we at ANSI can
do to address anti-conpetitive concerns or issues as they
relate to the voluntary consensus standards devel opnent
pr ocess.

CHAI RVAN PI TOFSKY:  Thank you very nmuch for
partici pating here.

Let's take about a 10-m nutes break; and then we
can begin by opening things up to questions, comments,
exchanges anong panelists. And then we will go on with
ot her presentations.

(Wher eupon, a brief recess was taken.)

COW SSI ONER VARNEY: Wiy don't we take a little
bit of tinme just to talk about what we've heard this norning
before we do sonme further presentations.

| would |ike to start by asking Professor
Schmal ensee what you thought of a couple of the
presentations, particularly what we heard fromMerrill Lynch

and from Roel Pieper
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M5. EDWARDS: Dean Wtter.

COW SSI ONER VARNEY: Dean Wtter. |'msorry.
I"'mnot feeling too well today, Christine. | really
apol ogi ze.

M5. EDWARDS: It happens all the tine.

COW SSI ONER VARNEY: Dean Wtter.

MR, SCHVALENSEE: M. Pieper raised a nunber of
issues that | confess | haven't thought a | ot about. |
understand both the utility and the frequency of relatively
i nformal di scussi ons anong actual or potential conpetitors
about evolving standards in high-tech industries. It
happens in a variety of settings. It clearly has val ues.
There are clearly risks posed by it. And | don't have any
particul ar constructive thoughts to add.

M5. VALENTINE: Actually, maybe to focus that a
little nore, one thing we did here yesterday in a tel ecom
and conputer context was that, if a firmor a conpetitor is
required to disclose relatively early on in the process
standards or technology or interfaces -- they're not
standards yet, technology or interfaces -- that this | eads
to a real dully of incentives for innovation --

MR. SCHVALENSEE: Well, | think that's right.

M5. VALENTINE: -- and that's, | suppose, one
i ssue.

MR. SCHVALENSEE: It's the question of what does
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"require" nean?

And if | understood M. Pieper correctly, he's
dealing with a situation in part in which you have standards
and technol ogies that need to interoperate; and so | have a
reason to disclose the way |I' mthinking because |I'd |ike you
to be thinking in a way that will work with what |'m
t hi nki ng.

That's a little different froma situation in
whi ch you have a set of conpetitors that are all, as it
were, head to head and you're requiring early disclosure.

| don't have any particular infornmed thoughts to
offer. But | do think that distinction is worth keeping in
mnd. |If | have to interoperate, then preventing people
fromtal ki ng has hi gh costs.

| nmean, despite the fact that there are
difficulties between themfromtinme to tine, Mcrosoft and
Novel | have a variety of technical conmunications and have
had over the years and has noted this publicly and
privately, because their systens need to operate. And to
prohi bit that has high cost. To have too nuch of it also
has potential risks.

| disagree with less of Ms. Edwards' than one
m ght think. She said relatively little about nenbership,
and | don't have a whole lot to say, except |I would rem nd

us all that the lack of conpetition between VISA and
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Master Card, to which she point, is a result of an
antitrust-induced shotgun weddi ng between the nmenbers of the
two associ ations.

And it, | think, illustrates perfectly the notion
that exclusion isn't always anti-conpetitive. If VISA had
been able to exclude MasterCard issuers, arguably, we would
have today two conpeting bankcard associ ations instead of
two associations that do conpete to sone extent but are
surely not independent conpetitive entities.

On the hole question on the kinds of conduct that
she described, I don't have any particular to say about the
joint marketing. There are issues involved in, is it
appropriate to market collective since they have narketed --
done marketing collectively, the notion that you would have
a neeting of nenbers of an association faced with an entrant
that woul dn't discuss the entrant and conpeting against it |
find alittle far-fetched.

But | think the issue of principal on which she
and | do agree and that potentially | ooks at the new
activities, there are two.

First is that a joint venture, association,
what ever, that has such wi de coverage in an industry that
its operations are properly subject to closely antitrust
scrutiny. | don't think there's any plausible grounds for a

claimof immunity. 1It's collective action by a |arge
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fraction of an industry that is properly a subject of
concer n.

And the second is -- and | hadn't thought of it
until she nmentioned it, but on first blush it strikes ne as
an appropriate notion -- that a significant change in the
scope of a joint venture ought to be though of |ike a new
j oint venture.

As to the particular incidents involving termnals
and standards and new enterprises, I'msinply don't -- |I'm
not famliar with them |'mnot here to defend VISA. And |
don't have any thoughts on those factual matters. But on
the principles, | don't think we -- at least as to
operations, we don't differ dramatically.

COW SSI ONER VARNEY: (Okay. Before I turn to ny
col | eagues, do any of the panelists have questions of each
other at this point or coments on the presentations they
heard thi s norning?

MR. ORDOVER: Let ne just nake one point on the
i ssue that M. Pieper raised about the extent to which
di scussi ons and conmonal ity of interest should play
t hensel ves out in the software area.

It strikes nme that -- | would agree with the fact
t hat extensive communi cati ons may be desirable in sone
ci rcunst ances.

VWhat | amtroubled by is reliance on European or
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East Asian nodels that seemto have extensive governnent
i nvol venent, and | find that troubling partly because | have
yet to see any effective software or advancenents com ng out
of these nodels and, therefore, to use them as guides for
what we should be doing in the United States i s sonewhat
nerve-racking to ne.

| think that obviously there are circunstances in
whi ch governnment participation is desirable when we are
tal ki ng about substantial market failure. But even there,
after the initial seeding of the ground, it strikes ne,
again, that it's nmuch nore desirable to rely on private
i ncentives, whether cooperatively or individually, to
pronote future devel opnent.

| think that there are dangers through gover nnment
participation leading to uniformty, |leading to the use of
federal governnment funds for projects that may or may not be
wi se; and, in the end, I think we would end up with | ess
conpetition, |less progress, and | ess devel opnent than we
would if we had sinply relied, to the maxi num extent
possi bl e, on private incentives.

| nmust say that | found his four-part nodel of the
standards to be extrenely useful in thinking about
devel opnments. And there are very few boxes that | would
think that "public" and "open"” is the right box. | think

nost of the right boxes that contain anything that is really
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on people's agendas are probably in the three other ones.

So the dangers that | think arise is when there is
a decision to nove either horizontally or vertically anongst
t hese boxes because that changes the playing field and
creates the kind of conpetitive concerns that we have heard
expressed in many other forunms. | wll probably tal k about
it alittle bit nore later on.

But the idea of box is really superb and | think
that it will help a |ot of people organize their thinking
about the standard-setting processes and how to structure
antitrust and public policy around them

COW SSI ONER VARNEY:  Yes.

MR. PIEPER  Maybe | could just quickly answer
that. Qobviously, ny statenent wth regard to how nuch and
how governnment interaction and participation should happen
is not an easy subject, and I'mfully aware of that.

| believe that by participation and engagenent, as
| described it, of both business, academ a, and governnent
adm ni strative, local, federal or state, | believe one wll
arrive at capabilities both wthin the business environnent
as well as in the adm nistration environnent, because in the
end adm ni strative functions and organi zations are as nuch a
conpany in the sense of procedures and activities as a
normal conpany in its admnistrative processes.

So | believe there is a lot of value if there is
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active participation as to how nmuch the governnment should be
engaged in setting nore harness-like or dulling effect-Iike
guidelines. | nean obviously that should work its way out
by havi ng enough of a bal ance between both academ a and
busi ness participation in this collaborative-type of
envi ronment that | descri bed.

The exanples that | used the -- and | can nake
thema little bit nore specific. For exanple the
admnistration in Finland made a very strong suggestion both
to busi ness and acadenmia that they wanted to be the | eading
country by providing the best ATM network infrastructure to
business in general. And they provided tax incentives.

They provided funding projects, exanples, et cetera, et
cetera. They did not necessarily influence the standard.
They did not necessarily influence what was being built.

But they did force a particular, let's say,
momentumthat | think is going to be -- in that particular
case is going to be very beneficial for that country. And
I"mjust using it as one exanple where active governnent
engagenent -- maybe not control and maybe not direction --
did create a nuch higher nonentumin that particular exanple
of ATM connectivity for businesses that is not found
anywhere in the world.

COW SSI ONER VARNEY: (Okay. Let nme start down on

this end of the table, and we'll work our way up
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Becky.

M5. BURR M. Pieper, one of the things that we
heard in a slightly different context over the last few
weeks is that the capital formation industry is increasingly
requiring a strong, well-protected, proprietary system And
one of the questions | had for you is: Howis the capital
formati on i ndustry responding to the kind of collaboration,
early coll aboration that you're tal king about?

|s there participation fromthe venture
capitalists, for exanple? And is the desire to have a
| ocked-out, protected technology interfering with the
col | aboration process?

MR. PIEPER Well, being in Silicon Valley, I
woul d say that al nbst anything that you do, either overtly
or not, will be shared by venture capitalist in sonme form
anyway. There is not a lot you can hide in Silicon Valley.

But | would say that, given the role of the size
and dom nance of the conpanies |ike Mcrosoft and Intel,
that nost of the activities today, both with regard to
conmputing and networking, get a |lot of support of the those
organi zations in the sense that people are trying to, one,
find new ways to create a nore level playing field. The
Internet clearly is a space where there is a wi de open door
at the nonent to escape sonme of the current nonopolies in

pl ace of Mcrosoft and Intel. And there's an enornous
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anount of noney rushing into that space.

At the sane tine, there's a big concern that
effective applications, networked applications, nmulti-nedia
applications -- and what | nean by "effective" actually
wor ki ng toget her, actually, you know, usefully comrunicating
and transmtting data, images, voice and text -- if they are
not created, that will also die. You know, it will peak up
and then it wll cone down again because it sinply wll not
wor k t oget her.

So that's why this coll aborative perspective is
really focused on maki ng that networked application
envi ronnment, for whatever business, work. And there's a |ot
of investnment going into that space by private and public
financial institutions.

MR. COHEN: | have a question for Professor
Schmal ensee and per haps anybody el se on the panel who woul d
like to join in.

| understand you nade the point that existing
econom ¢ theory of narrowsense networks doesn't provide nuch
in the way of general rules for antitrust policy.

But at the sane tine, | would ask you to try to
shift your point of viewa little bit and suppose that you
are controlling or allocating antitrust enforcenent
resources and you do find an industry in which there's a

presence of very strong network effects, does that suggest
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to you any particular practices at which you would want to
take a particularly close | ook?

MR, SCHVALENSEE: One of the ways you m ght cone
to the conclusion that there were such strong effects would
be the enmergence of a highly concentrated structure,
particularly the energence of what m ght be characterized as
a dom nant seller

It seens to ne -- if one has an industry that has
a fragnented structure, then one is reaching to concl ude
that there are strong -- one is reaching to concl ude that
there are strong network effects.

So if you have an industry with a dom nant firm
| et us say, that can be properly characterized, worry about
t he usual things you worry about in a dom nant firm
i ndustry. You worry about exclusionary strategies. Now, it
may be that because the network -- because the industry has
network characteristics that there are particular strategies
that are attractive because of the nature of the business.

But it seens to ne the basic question, what do |
worry about when | see a dom nant firm doesn't depend on
there being a network. You can worry about a dom nant
vendor of sand, or you can worry about dom nant vendor of
operating systens. |In both cases, your initial worry is
exclusion. The strategies you | ook at depend on the nature

of the network, what's available. They nmay have to do with
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standards. They have to do with pricing. They may have to
do with whatever

And | don't think there is an answer that goes
across all networks. | think it depends on the fact of the
busi ness. Wen sonebody charges that Strategy X is
excl usi onary, you got to ask: Does that make sense?

M5. VALENTINE: Let's try to tease out just one
| ast part, because | do think | keep hearing the sane thing.

What were you getting at at the very end of your
testi nony when you suggested that, in industries in which
innovation is an inportant formof rivalry, that, perhaps,
shoul d be viewed through a different lens than in nore
t echnol ogi cal | y stagnant industries?

COW SSI ONER VARNEY: Cearly, Debra, he was
advocating an innovative market theory.

MR, SCHVALENSEE: No, | just realized | hadn't
sai d anythi ng about innovation and thought, oops, | ought to
make the point that in industries where innovation is an
inmportant formof rivalry tend to |look different. Like they
tend to have shorter life tinmes of products. They tend to
have shorter life tinmes of |eading entities. Depending,
again, on the industry.

So that was not intended as a button which, when
clicked on in the Internet sense, will produce a nice

outline because | don't have one in ny head. But | think it
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is an inportant way in which markets differ. It is an
i nportant way in which sone network industries differ from
some non-network industries. And you have to think about
it.

But, again, | don't think that -- sone industries
that have a high degree of innovation also are marked by the
i nportance of patents. Sone industries that have a high
degree of innovation, patents don't play an inportant role.
How you thi nk about those two industries and a variety of
i ssues woul d be different.

So, again, | don't think there is a sinple, single
answer that covers innovation. But where it's there, its
i nplications have to be addressed.

COW SSI ONER VARNEY:  Prof essor Teece, do you have
a comment on that, or do you want to wait for your
present ation?

MR TEECE: I'Il wait.

COW SSI ONER VARNEY:  Ckay.

You had a question, didn't you?

MR. ANTALICS: Yeah. | had a question for Any
Mar asco.

COW SSI ONER VARNEY: (Okay. Go ahead.

MR. ANTALICS: Relating to the negligence aspects
of your comrents with respect to standard setting, would

your opinion on the burden change if the conpany sinply had
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the option of not meking the certification on behalf of the
corporation as to a patent right?

And al so, | guess, would your opinion change if
that standard ultimately becanme the domi nant standard in the
i ndustry so that the choice, then, is between the conpany
that made the m stake and consuners that are ultimtely
going to have to pay the price?

M5. MARASCO Well, | do believe that nost
conpani es want to disclose their patent rights. There's a
| ot of peer pressure that they do do it. | think there are
a lot of incentives for themto do so. And in our
experience, we've seen that that typically happens, that
they tend to disclose as soon as possible.

| think our concern is that there's a potenti al
affirmative burden of naking them search would just be too
great; and | think, then, you would | oose sone of your key
players in the standards process.

Did that answer your question? O did you --

MR. ANTALICS: Well, suppose they had the option
of not making it, it's clear that they didn't have to
affirmatively make the certification, would there be a role
for the Comm ssion in a case like that if there was a
perception that there was going to be sone harnf

M5. MARASCO | think there is a role. And I

t hi nk, though, because the system to systemextent, is
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self-policing that you'd find out about it because sone
conpetitors would say, this is unfair, for these various
reasons, or there is sone severe anti-conpetitive effect.

So | would agree with that.

COMW SSI ONER VARNEY: Okay. Jonat han.

MR. BAKER: My question is for Professor
Schmal ensee and anyone el se who mght be interested init.

Suppose we went down the road of identifying, in
an industry with big network externalities and sort of
nati onal nonopoly properties, a problemthat, where access
to the natural nonopoly facility sonmehow seened essenti al
for conpetition and we decided that we decided that we woul d
seek mandat ory access or interconnection of sone sort.

Should we worry, in that sort of case, that the --
about the possibility that the market which had chosen the
standard or whatever, which had given themthe natural
nmonopoly in the first place, that the market had tipped to
the wong standard and that we m ght be further entrenching
a less than perfect standard and making it nore difficult
for the succeedi ng generation of products or standards or
approaches to supplant it in the future?

Is this sonething that's just too distant and too
hard get at or it should be a serious concern?

How do you respond?

MR, SCHVALENSEE: Well, | nmean, | think the
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enf orcenent agenci es should be constantly worried about a
range of things.

But | guess that one strikes nme, in the situation
you descri bed, as not sonething at least that it's
productive to | ose sleep over. You hypothesized a situation
in which access in one formor another to the network is
inportant for there to be effective conpetition.

And the situation -- that is one in which you want
to conpel access perhaps by standards and open architecture
or sonething |ike that or perhaps by forced nenbership or
dependi ng on what's happeni ng.

There will still be an incentive for soneone to
suppl ant the network. W always tend to think of natural
nmonopol y or networ k- based nonopolies or near nonopolies as
things that endure. Henry Ford's Model T lasted a | ot
| onger than Word Star.

Shoul d the antitrust agencies had been worried
that the econony had tipped to the wong cheap bl ack car?
Well, | suppose; but what are you going to do about it,
productivel y?

The last thing, it seens to ne, you want to do is
say, well, we have an apparent winner; it could be the wong
wi nner, so we'll handicap it. It seens to nme that's the
only option you' ve got is to say: W want to handicap this

to make, possibly, enmergence of sonething else. Well, there
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may not be anything else. There will be no shortage of
people who will cone forward and say: W are actually
better if only you woul d handi cap these guys. That's
certainly true.

But it seens to ne, as an enforcenent matter, you
can't make that call

MR. BAKER. My question -- let ne rephrase it in
terms of the Henry Ford exanpl e.

Suppose we had decided that, in the ancient past,
that all car manufacturers ought to have access to Henry
Ford's design, for the reason you suppose, does that danpen
the incentive of the other manufacturers to conme up with a
new desi gn of their own that would seek to supplant Henry
Ford' s design? And should we care?

MR, SCHVALENSEE: It does to sone extent, just as
a mat hemati cal nodel, because you now have an asset, which
is access to that design, which, if you supplant the design
wi Il be rendered | ess val uabl e.

But if you're not a major player in the use of
t hat design, then that asset isn't worth a lot to you. So
you're not -- you know, if you overturn the design, that
term the "sacrifice," is relatively small.

And particularly in that exanple, the rewards to
bei ng the next generation, to being the closed body car and

so forth, were huge.
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So, | nmean, | think in principle there is a
dimnution of incentive. |t operates nost strongly agai nst
t hose who are nost vested, the big players in the old
desi gn.

But if it's a situation in which tipping is
possi ble, the rewards to being the tipper are sufficiently
| arge, again, that if you have nore than a couple of
pl ayers, | don't think you need to worry about the
di m nution of incentives.

And, in any case, as in all nenbership issues,
there is a problem of course; but | guess ny inclination
woul d be to choose conpetition in the present, if you really
think it's an essential facility, over the possible slight
increase in the incentives for the energence for the next
desi gn.

MR. BAKER: Thank you.

MR. ORDOVER: Let ne just nake one point. | think
that there was an inconpl ete hypothetical from Baker. And
that is that, he did not specify the terns of access.

| al ways get nervous when peopl e tal k about
"access" as if it were enough to say that. | guess it's
inmportant to specify all the di mensions which access can
take place, the price, the terns. Oher than the price, the
obligations and the duties that cone al ong with having

access. For exanple, to the Ford Mbdel T design, | mght
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al so conpel to therefore defray the additional R&D cost that
Ford may decide to enbark upon to nodify the design; or I'm
just going to be allowed to take part of the old version of
it.

So if | have to anything to say -- which is not
much today, sonehow -- | have never done that; | always say
sonething -- and that is when we tal k about access and
access rules and we don't talk about it in the abstract, but
really we are tal king about it in a very concrete sense,
specifying all the key dinensions and all the rules that
woul d govern access al ong these key di nensions, such as
price and contribution to costs, all those things wll
matter to incentives, goes to stinulate current conpetition
but also to overcone at preexisting standard or to suppl ant
Model T because these things will interplay in firms
deci si onmaki ng processes.

And the big gap that we have | think now in our
| earning so far, still is in ny perspective, is that we
don't know how to specify these rules of access. W can
only tal king about granting access but not specifying the
rule. And that's the a big danger, relying on access while
not really being clear on the next step.

COW SSI ONER VARNEY: Before we continue this
di scussion further, let's turn to Professor Teece for your

presentation, and then I think part of that will fold into
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this; and we will continue with the questions.

Pl ease go ahead.

MR. TEECE: M presentation wll rather short and
crisp, in part because ny col |l eagues have al ready hel ped ne
out by covering inportant issues about standards and
antitrust policy.

What | thought I would do is focus sonewhat nore
narrowy on the question of standard setting and
intellectual property, because, increasingly, as
intellectual property gets nore value and as standards
beconme nore inportant, there are an increasing nunber of
circunstances -- and Any has already rem nded us of one --
where these two i ssues becone joi ned.

Now, as an opening statenent, | think it's
i nportant to recogni ze that standards are inportant for
markets to form So in sonme sense, standards and getting
standards set are really alnost a precondition for
conpetition in many circunstances. | think about
mul ti-media, for instance, and why isn't much going on
t here?

Well, in part it's because of the absence of
standards and there isn't this sort of coal escence around a
maj or standard. And on a general philosophical |evel, that
should lead us to want to see efforts, including cooperative

efforts, to get standards forned. Because in sone sense,
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that is an enabling factor for conpetition.

So in a Schunpeterian sense where really what's
inportant to conpetition is new products and new
i nnovations, standard setting is an early, upfront step
that's necessary to kick off a new round of conpetition.

Having said that, | also recognize that there is,
in sort of antitrust, alnobst an inplicit bias that sort of
open standards are better than closed and public is better
than proprietary. But having said all of that, | think we
have to recogni ze that very often standards increasingly
involve proprietary elenents; and that, indeed, one has to
recogni ze that if, in fact, technology that's proprietary
beconmes anointed as a standard, it necessarily increases the
val ue of that technol ogy.

Now, sone standards bodies -- and ANSI is one of
them SEM is another -- attenpt to mnimze the advantages
that flow fromintell ectual property.

But it is inmportant -- and | did | ook at the SEM
constitution. It is inportant to recogni ze that nost of
t hese bodi es do recognize that in sone cases it's desirable
to have a standard that is -- or that it's okay for
intellectual property to be wound up in a standard. And,

i ndeed, there's normally sone requirenent for
non-di scrimnatory |icensing, reasonable royalties, and the

i ke.
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And | guess |'m saying this because, in sone part,
there's a lot of natural protection already out there in the
standard setting process for the kinds of concerns that the
Federal Trade Comm ssion and other antitrust agencies m ght
have.

So let nme turn and address specifically the very
narrow poi nt about the Federal Trade Comm ssion and what,
for want of a better term 1'Il call the rule of Dell. This
is -- 1 think Dick Schmal ensee started tal king off by
saying, you know, in the area of standards at a concept ual
| evel , one of the properties is, you know, that there aren't
any clear rules so the governnent is trying to craft clear
rules in an environnment where it's not clear fromthe
conceptual level what's right and what's wong.

But al so, here there are enornous practical
problem And the practical problens are al nbst deeper than
t he conceptual ones.

And remenber here the circunstances was Dell|l had
sonme intellectual property that was wound up in a standard
for, I think it was called the VO Bus, and it didn't
di scl ose this ahead of tine; and the Federal Trade
Commi ssion, in a proposed settlenent, has said, okay, you
must give this technol ogy away, basically, to get out of our
hai r.

And this, | think, is a very problematic rule.
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Any pointed to one aspect of it, nanely -- and it was a very
obvi ous one -- large conpanies don't know what their
intellectual property is. And it's not just a question of
patents. One of the virtues of patents is at |east, you
know, they get filed and you can | ook themup. There are
many ot her elenents of intellectual property: copyright,
copyrightable material, maybe even trade secrets, where it's
not so apparent.

So the notion of a nechanical intellectual
property audit that will expose everything so whoever's
sitting there on the standard conmttee knows what the
conpany's portfolio of intellectual property is, | nean,
that's a nyth. | then it's theoretically a valid concept,
but as a practical matter, it's a nyth.

A second issue that you didn't point out but |
think is an even larger one is that -- and it's not really
reveal ed so nuch by the Dell facts -- but in the Dell case,
you know, there was a patent that read on a standard and
vice versa. But there nmy be other circunstances where
sonmeone has a very broad-based patent that may be inplicated
in a standard.

So quite unknowi ngly, a standard may touch on sone
br oad- based patent of enornous scope. So what you could
find under this sort of rule is that a firmthat had a very

val uabl e patent that wasn't sort of directly inplicated in a
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standard but indirectly was inplicated because a standard
may, in fact -- or conceivably could read on nany different
patents and many di fferent pieces of intellectual property
that the Dell-type rule could end up torpedoing the val ue of
a broad-based patent.

And if that is the case or if there's any
signi ficant danger of that, | think what nost prudent firns
shoul d do, given that they can't accurately audit their
intellectual property is stay out of the standard-setting
process. And that's the fundanental problemw th the sort
of the Dell-type rule is that, given the uncertainties that
occur because of the difficulty of auditing intellectual
property, the prudent thing to do, in many cases, may be to
stay out of the process. And that, in turn, slows down
standard setting and sl ows down conpetition. So what on its
face may | ook Iike a pro-conpetitive rule could, in sone
nore fundanmental sense, be anti-conpetitive.

And, |ikew se, the notion of conpulsory |icensing
t akes away the value or the possibility of an injunction.
And this is sonmething that goes to other aspects of your
charter and other people's charter that's | suppose already
there; and | wouldn't argue with it too nuch, but only
sinmply to point out that if there is a conpulsory |icensing
requi rement, you know, any potential infringer m ght just as

well say: Well, look let ne risk infringenment and we'll pay
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up in the courts because we won't pay nore than a reasonabl e
royalty there. |In other words, taking away the power to
bring about an injunction grossly dimnishes the val ue of
much intellectual property and orders the Dell rule deal
wi th the whol e question of what do you do with pendi ng
patents and intellectual property that's incipient. The
deeper you |l ook into these questions, the nessier they get,
| suppose, is a basic nessage.

And | think Conm ssioner Azcuenaga's instinct that

there wasn't sonething quite right here -- at lest she
didn't see a section 5 issue, that ny be true; I"mnot a
| awyer -- but | certainly see the creation of a trenendous

anount of uncertainty. And uncertainty is the bane of new
i nvest nment .

So all of this sinply comes down to the fact that,
i ndeed, | don't think networks justify new rules, to echo
anot her speaker; and that, if this be the type of rule that
we are creating to deal with these problens, | think it has
strong practical problens as well as fundanmental conceptual
weaknesses as wel | .

So that's enough for an opening statenent about
some of the new energing issues in standard setting.

COW SSI ONER VARNEY: Wel |, Professor Teece, let's
postulate the Dell rule slightly differently and get your

reaction to it.
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MR. TEECE: Al right.

COW SSI ONER VARNEY: Suppose the Dell rule says,
only when the official that's participating in the standard
setting has know edge of an existing patent that could be
exerted agai nst those who eventually adopt the standard
shoul d the conpany be held liable, is that reasonabl e?

MR. TEECE: Yeah. | think, you know, there's sort
of a deliberate sort of opportunismhere. But ny
understanding is that's already -- isn't there strong case
| aw t hat al ready provides support for that? |n which case,
you know, it's not clear the FTC has a role.

But, yeah, | nean, clearly one doesn't want to
support deliberate opportunismin the standard setting
processes. But sorting out deliberate opportuni smand
strategi c opportunismfromthe absence of omiscience is the
task at hand.

And | would be nmuch nore confortable with
sonet hing al ong those |ines.

COW SSI ONER VARNEY: O her commrents.

MR. ANTALICS: Yeah, | have a question. This was
actual ly rai sed by sonebody in the audi ence.

Isn't the patent hol der the person who has the
best -- the nost efficient person to do the search and the
person put in the best position to identify whether or not

they have a conflict in the technology with what's going to
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be incorporated in the standard and together they have the
option of either certifying or not certifying? Shouldn't
t hey be the ones who nake the decision of, if they are going
to certify, they do the search?

MR, TEECE: Well, that presunes that a search
ought to be the done and a search, when conpleted, will, in
fact, display whether or not there's infringing technol ogy.

| don't disagree that the owners of the
intellectual property are in the best position to determ ne
whet her there is the prospective infringenent. But |I'm not
sure that's the right question to ask.

MR. ANTALICS: Janusz?

MR. ORDOVER: | have a comment. | think that it's
easier to take the view as David has taken of the owner of
the intellectual property rights, and |I'mvery synpathetic
to that viewpoint because | think that owners of
intellectual property rights do greatly contribute to the
wel fare of the econony.

But there is also another angle to that, and that
is the viewpoint of those who actually do participate in the
standard setting process as well.

And somehow we have not heard about the incentives
or the effects of the rule or the absence of the rule on how
willing they are going to be to participate in such a

process.
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And the point being that at a tine that a
particul ar standards bei ng devel oped, there are nmany
difference routes al ong which one can proceed. And,
therefore, the outcone of the standard setting process naybe
to -- | guess the right word fromthe Silicon Valley is
evangel i ze a particular standard and, therefore, to create
val ue where, potentially, initially was very little value to
begin with. It was one of many particul ar ways to proceed;
and once the road is chosen, the value is created.

And the question to ny mnd is: \Wile having been
a part of the that process, who should be allowed to extract
the additional value that was created as a result of the
standard setting procedure?

And | think that if that value is fully allocated
to the one whose particular patent or piece of intellectual
property right was actually evangelized through the process
is allowed to capture all of it w thout disclosing the
initial interest, |I think that the wong incentive is
potentially being created. And also it creates a
di sincentive, potentially, for other players to engage in
the standard setting process that creates val ues for others.

So the rule, perhaps, may be too strong. | have
not studied the rule at any great length. But | would
suggest that if there is a problemof resolving the

conflict, that the way to approach it would be to grant --
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not to expropriate the intellectual property right. But,
again, to cone back to what | have been harpi ng upon, which
is to say that the benefits of the standard setting val ue
creation should be sonehow di vi ded anongst the owner as well
as those who participate in the process of enhancing the
val ue.

In other words, the value should not all rest with
the original owner who, at sone point, realizes whether by
m stake that he or she failed to informor obviously if it
was a strategic wthholding that the matter is quite
different.

But | believe that there are trade-offs going both
ways; and, therefore, to take only the viewpoint of the
owner distracts fromthe fact that the other players have a
stake in resolution of the conflict in a way that does not
expropriate all the value fromthem and does not transfer
all of it onto the owner of the intellectual property right.

And that viewpoint also has to be respected in
some way. | don't have the solution to it, but I would not
want it to becone conpl etely disregarded.

MR. TEECE: No. Let me just say, nor would I.

But the Dell rule, is you'll give it up for zero royalty, if
| understand it correctly. Right? The Dell settlenent did
not allow Dell to take a reasonable royalty.

Am | right about that?
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MR. ANTALICS: The Dell settlenent would say, with
respect to the standard, you know.

MR, TEECE: Ckay. So zero royalty, which presunes
-- so you and | agree

MR, ANTALICS: It would also presune you have to
| ook at other facts as to whether or not the patent itself
had any val ue apart from --

MR. TEECE: As a standard, right

MR, ANTALICS: Right. And certainly that's part
of the analysis.

MR, TEECE: Well, the standard setting bodies,
basically, are consistent in their approach to what Janusz
j ust advanced.

Because if there isn't -- you know, the usual
approach is we prefer not to have a standard that's
proprietary; if there's a close substitute, we'll nove to
that; and if there's not a closed substitute, than a
reasonabl e royalty over the intellectual property that's
i nvol ved i s acceptabl e.

And in this case, the thing that | think both of
us would find troubling is the zero royalty.

CHAI RVAN PI TOFSKY:  All right.

It's a pleasure to wel cone back Professor Janusz
Ordover, who has participated in these hearings before and

al so has worked with us and has been instrunental in
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organi zing these hearings fromtheir very begi nning.

He's a Professor of Econom cs at New York
University and Advisor to the Wrld Bank on privatization
and regul ation of infrastructure industries and is
affiliated wwth the Law and Econom cs Consulting G oup in
Berkely, California.

In the past, Professor Ordover served as Deputy
Attorney Assistant Attorney General for Economcs at the
Antitrust Division of the Departnent of Justice.

Prof essor Ordover.

MR. ORDOVER: Thank you, M. Chairman. Again it's
a great pleasure to be back. | will be very brief because |
think it's nore fun to listen to other people than to
nmysel f.

| would like it nmake a few points, somewhat in
di sagreeing with ny friend D ck Schmal ensee, who advi ses
that the network industry does not create new problens. |
think that, in fact, to sone extent they do, primrily
because the probl ens of supplanting a dom nant sand or
gravel vendor may be quite distinct in terns of their
magni tude and the technol ogi cal prowess, the expertise, the
access to intellectual property and to the consumer base
t hat m ght be present when network effects are particularly
strong, both on the cost side and the demand side, not only

for any particular time slots but also inter-tenporarily.

Heritage Reporting Corporation
(202) 628-4888



© 00 N O O b~ W N

N RN N N NN P R PR R R R R R R
ag A W N P O O 00 N o 0o M W N B+ O

3819

In other words, the networks effects can, indeed,
cause dom nant firnms to unravel very quickly, maybe perhaps
nmore qui ckly than a sand or gravel nonopoly would unravel.
On the other hand, the tine that it takes to cause the
ti pping may be nuch | onger than we would find desirable or
soci al ly desirable.

Now, nevertheless, | would agree with Dick to the
extent that one should be very careful in crafting rules
desi gned to supplant the network dom nant firmbefore its
tinme.

Who said they will not serve Gallo before it's
ready, | don't think Gallo is ever ready to be drunk.

Sorry about that. | just like w ne.

It seens to nme there are great dangers to com ng
to a viewpoint that sonehow the particul ar technol ogy has
run its course and it should be supplanted by a newer and
better technology with the assistance, especially of those
who have a vested interest in supplanted the preexisting
one, which is the brand of conpetitors.

| believe strongly that network industries require
very careful application of econom c theory, which,
unfortunately, has not developed to the point to offering
cl ear enough gui dance what to do.

So we are nowin a very difficult position, |

t hi nk, because we need to address these issues; they conme up
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in front of the Conm ssion on a daily basis and in front of
the courts. Yet very little guidance can be gl eaned from
the literature that has energed thus far. | think the
l[iterature is superbly summarized in Bill Cohen's background
paper. And | think we all should be grateful, yet again,
for his efforts.

The fact of the matter is that the results that we
have on these theoretical results are very specific to the
assunptions that people have made about the nature of the
probl em they are nodeling. And, as such, they are not
robust, the change in these assunptions.

Nevertheless, | think that there are sone things
perhaps we can learn. And | tried to summarize a few of
themthat, at |least | have | earned over the years. Let ne
just share those with you very quickly because | would |ike
to nove on to questions and answers as opposed to
present ati on.

First of all, I would say, agreeing again with
Dick, I think that the anti-conpetitive dangers of these
network of industries, network markets, are nuch |ess
pronounced; but there is at |east some scope for
i nternetwork conpetition, or what | to used to cal
"intersystem conpetition.” But now we have to advance to
bi gger and better ways of thinking about it.

So t hi nki ng about internetwork conpetition, |
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think, as a starting point: |Is there a scope for such
conpetition? \Wat other forces are preventing it? And if
internetwork or intersystemconpetition is adequately,
sufficiently potent, then | believe that we are safely in
the world in which antitrust can fall back on sone of the
principles that we had | earned before.

Comng to the discussion as to the VI SA/ MasterCard
problem -- again, I'mnot aware of the history leading up to
this particular unity of VISA and MasterCard nenbership, but
it would strike ne that many of the problens that we have
encountered in that area woul d have conpl etely di sappeared
had there been two conpeting interbank consortia. Because
in such a world, if Dean Wtter, for exanple, were to be a
val uabl e entrant into any one of these consortia, if
anyt hi ng, you woul d expect both of themto vie for such a
new participant to participate and to extend the scope of
t he bankcard business within a particular joint venture or
associ ation, whatever you want to call it.

So the presence of sone conpetition anong systens
or networks, | think, is a strong guarantor that a market is
likely to work reasonably well and, therefore, to mnimze
significantly the need for any sort of intervention, as to
the rules of access, as to the nmenbership rules, as to the
kind of activities that the joint venture can venture out of

and enhance its market presence in the new and exciting

Heritage Reporting Corporation
(202) 628-4888



© 00 N O 0o B~ W N Bk

N RN NN NN P R PR R R R R R R
ag A W N P O O 00 N oo 0o M W N B+ O

3822
possibilities that open up.

Now, that is, |I think fairly uncontroversia
because | think that conpetition works nmuch better than any
regul at or can.

However, when exclusion -- and this is sort of a
second point, when exclusion froma network is potenti al
substantially detrinmental to the excluded firmor firnms and
when the excluded firnms cannot reasonably overcone the
i npedi nent, there is a need, perhaps, for sone antitrust
scrutiny.

And the antitrust scrutiny, to nmy mnd, should be
governed by a fairly sinple question or sinple principle
which, as | admtted over the years, is not easy to apply.
And the principle ought to be -- at least the way | have it
inny mnd -- is whether or not the conduct of the excluding
network of the excluding association that has these network
features is best explained by reasonably direct efficiency
rati onal e or can best be rationalized as a desire to exclude
an equally or nore efficient conpetitor

In other words, | would like to see an exploration
t hat proceeds al ong three steps.

In step one there are various structural indicia
that one may want to |l ook at that will shed Iight on whether
that particular network that isn't dom nant at the nonent is

likely to maintain its dom nance over a nediumhall. | am
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not tal ki ng about being displaced next week but over the
hal | that we would view as reasonably short so as to not to
be concerned about potential anti-conpetitive effects.

These structure indicia relate to the question of
how easy it is to tip one network's dom nance into a | osing
proposition, Visicalc and whatever other things that we have
heard fromthe software world, of course, that are exanples
of networks that were falling by the wayside.

So a structural evidence suggests that the
persistence of a network is not likely to be prol onged,
woul d say, forget about worrying individual conduct and
let's just dissipate narket power.

Step two, | would [ ook at the reasons why these
excl usion takes place. W know fromthe old fashion
literature -- and | guess we will cone back to it this
afternoon -- that generally there's only one nonopoly profit
to be had. So if there is one nonopoly profit to be had and
you have sonme scarce assets, maybe nenbership in the VISA,
why can't you get all your profits by charging the
appropriate anmount for a VI SA nenbership?

Well, the problem of course, here would be that
t he nmenbership rules are anonynous and you cannot charge
different people different access fees. You cannot charge
Dean Wtter a different anmount for playing with VISA than

you can charge Ordover Bank. | don't have a bank, but |
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could start one up to issue VISA cards, for exanple.

So that is a problem that the owner of a scarce
asset, be it the network or be it anybody, cannot al ways
extract that nmaxi mum anount of nonopoly that is, perhaps,
avail able fromthe assets. And that nay be a good
expl anati on why excl usion takes pl ace.

Sonme reasons for exclusion I think are nore
perni cious than others. | believe that the reason for
exclusion driven by the desire to enhance one's ability to
price discrimnate is substantially | ess pernicious than the
one designed to styme conpetition in the next rounds of
t echnol ogi cal devel opnents. | think that's the nost
pernicious reason | can imgine to stifle dynamcs as
opposed to worry about current reshuffling of consuner
versus producer surplus, which doesn't strike nme as a
horribly problematic issue.

And step three would go to core of what I'mreally
concerned about, and that is whether this exclusionary
conduct can be nost readily explained by the fact that it's
profitable only because it excludes a nore efficient
conpetitor who, by the process of exclusion, is really
rendered non-vi abl e or substantially |ess viable than the
conpetitor would be in the case of adm ssion.

So goi ng back, again to this generic VISA problem

t he question then woul d be whether or not Dean Wtter is
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substantially | ess capable of providing its proprietary card
if it's excluded from VI SA and MasterCard as opposed to
whether it's nerely an inconveni ence and of margi nal benefit
t hat perhaps does not substantially effect the conpetitive
bal ance.

And | think that this sort of three-step inquiry
can help along in trying to sort out the pro- from
anti-conpetitive types of exclusionary conduct.

| would al so want to make a point, going back to
the standard setting issue a little bit and this unil ateral

networks or private network, that when firns individually

race to establish a dom nant network, | think that it should
be, in ny opinion, reasonably -- that kind of race should be
reasonably free of antitrust scrutiny. | think that races

| eads to winners, and it's very dangerous to handi cap the
race on a continuous basis though antitrust scrutiny al ong
t he path of conpetition.

| believe, with Dick Schmal ensee and Liebowtz and
Margolis, that it's only rare, if ever, that the wong
wi nner actually wns. | believe that it's very unlikely
that the wnner will be, in fact, able to extract surplus
and behave anti-conpetitively once victory has taken pl ace.
There are sonme situations, but they are very limted in
scope; and, therefore, | believe that such conpetitive races

should be left to the market with npbst mni mal anmount of
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supervi si on

| think that the nost dangerous problemthat can
come up is when the nature of the race is sort of changed or
the nature of conpetition is changed ex post with what we
have cone about to call the installed base opportunism |
guess, thanks to Steve Sal op, who's in the audi ence and
who's such a marvel ous crafter of ideas and terns.

| believe that, as | ong as we can protect against
install ed base opportuni smthrough antitrust intervention,
then races towards patents, towards standards, towards
net wor ks, are going to be pro-conpetitive on the whole. And
the thing that we ought to nmake sure is that once these
net wor ks and standards and dom nant positions are
est abl i shed that they are not then used as a springboard for
changi ng, substantially, the rules of the ganme for the next
rounds of conpetition.

Thank you.

CHAI RVAN PI TOFSKY:  Thank you. Just one questi on.

You say that where there is a single firmor a
joint venture with dom nant market power and sonebody is
appl yi ng and seeks access, you're focus is on what's the
reason for the exclusion. And certainly if the reason is to
exclude a nore efficient conpetitor, | gather you would say
t hat woul d be unaccept abl e?

MR. ORDOVER Well, | would say it certainly
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creates a presunption of a conpetitive problemfromthe
standpoi nt that, assum ng that such action exclusion is
costly in sone way. It mght be costly for -- I'mjust
using VI SA generically. Please don't hold to any of it.
don't know anyt hi ng about VI SA, other than ny bal ances.

If it's costly for VISA to engage in rules which
are exclusionary, for exanple, wthholding an entry to
someone who can benefit the VISA organi zati on by expandi ng
the size of the VISA market, then | would be concerned why
such a beneficial entry is bl ockaded.

And perhaps the reason m ght be that such a
beneficial entry is nostly rational because it affects the
intensity of conpetition el sewhere.

CHAl RVAN PI TOFSKY: Wl |, suppose that the joint
venture -- get away from VI SA. Suppose the joint venture,
in a burst of candor, says: Look, they're not nore
efficient than we are; but the fact of the matter is, we
make nore noney with themout than with themin. 1Is --

MR. ORDOVER: | don't see there is any problem
with that, as long as the excluded firmcan fend for itself.

CHAI RMAN PI TOFSKY:  No, no. It can't. |It's an
essential facility. It's a dom nant player in the joint
venture or the nonopoly. |It's a decisive conpetitive
advantage to have the benefits of nenbership in the joint

venture, and the reason for excluding themis, we nake nore
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nmoney with themout, as the defendants said in Qiter Tail in
a burst of candor, they gouge holes in our profits.

Is that a justifiable reason to keep them out?

MR, ORDOVER: Well, | think it's certainly a
justifiable reason to keep themout if the dissipation of
profit -- one would have to -- | think I would like to ask:
VWhat's the reason for the dissipation of profit caused by
the new entry?

s it because they're going to free ride? 1It's
because they are not going to contribute to the future
devel opnent of joint venture product? Wat is it that
di ssipates this profit?

| f you take a joint venture that has a | arge
nunber of firms and firns are already conpeting, then it
rai ses a question of what's different about this particul ar
entrant or potential entrant as opposed to the ones who are
already in. | nean all of those who went in dissipated
profits to some extent. |Is the joint venture of just the
optimal size? Who knows.

But | think it's the absence of the ability to
negotiate entry terns on nore individualistic bases that
creates, potentially these disincentives to admt.

And if you go back to OQiter Tail, | think the
reason exclusion was to place there was not because of the

-- it was partly because of the regulator rate. It could
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not negotiate rates; and, therefore, you had absolutely no
i ncentive, as we know, to enter the contract with sonebody
who woul d purely divert profit fromyou and woul d not be
abl e to conpensate you for any portion of that.

So | think that one answer to that kind of a
gquandary would be to allow joint ventures or networks to
negoti ate nore personalized contracts with potenti al
entrants, especially those who appear late in the gane as
opposed to require or nandate that so-called
non-di scrimnatory access out to be granted. | think that
woul d probably lead to fewer problens, nore entry, |ess
tension than a very sinple rule which says you have to grant
non-di scri m natory access.

| think that entrants are different; therefore,

t hey should be potentially treated differently.

CHAI RVAN PI TOFSKY: Dick, you were going to
conment ?

MR. SCHVALENSEE: Yeah. That brings back a point
t hat Janusz raised earlier that | wanted to react to in the
context of Jon Bakers's hypothetical. Janusz, in his
response to that, rem nded us that when you declare
sonmet hing an essential facility, you are starting a
regul atory process.

And |l etting them negoti ate doesn't necessarily do

it. It needs to be a supervised negotiation, which is why
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it 1s not sonething you want to do lightly.

Particularly, Jon's hypothetical had to do wth,
suppose you were worried about incentives for tipping and
you were worried about incentives for comng out with the
next standard, let us say, | guess that | would argue that
in a situation -- and Janusz al so rem nded us of the tine
di mensi on of essentiality.

| guess | would argue that the shorter the likely
duration of an essential facility, the less likely you
really want to think of it as essential and go down that
regulatory road. That if historically things get overturned
every five or ten years, you mght want to think tw ce about
creating a structure to supervise individualized access
f ees.

| also think, just to react to sone of what he
said, the question of whether you have to have an efficiency
rati onal e for exclusion, whether that's a necessary test, |
think rai ses sone operational questions that are difficult.

Suppose, to get away from VISA, | decide to
operate Schmal ensee' s Raspberry yogurt stands. It's a great
nane. And I'mgoing to run it as a joint venture because |
don't have a | ot of nobney. So we have this group, and |
want to get nationw de coverage. So we set up these yogurt
stands and | get nationw de coverage. And | say, that's

terrific, we have what we want, we have nati onw de cover age,
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we're all very happy. Janusz, who has two or three yogurt
stands says, | want to join. W have a neeting. M
co-venturers says, no, why should we |et a conpetitor in?

Now, can | do that? Well, | can't do it if
there's going to be a material adverse affect on
conpetition. It really is essential to use ny terrific nane
to sell raspberry yogurt, let us say, assumng that's a
mar ket .

But suppose there isn't a huge material affect on
conpetition, then it seens to ne requiring us to cone up
with an efficiency rationale for not letting conpetitors in,
for not expanding the scope of the joint venture, for not
goi ng down the road of having to explain why we don't want
to go through the hassle of negotiating access fees and set
up an apparatus to vet the special fees we want to charge
Janusz because he's a difficult person -- which, of course,
he isn't -- | think placing a high burden on that kind of
deci si on serves no useful purpose.

So | think you really only reach the efficiency
i ssue properly after you have reached the conpetitive effect
issue. And | think it's got to be an effect on conpetition,
not on conpetitors.

| think that's what Janusz neant. Al though he
said necessary for a firmor firns, | think he nust have

meant necessary for a firmor firns which would increase the
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ef fectiveness of conpetition in the market.

MR. ORDOVER: Can | just say one thing?

That is, | never understood how can | have
conpetition w thout conpetitors? | always thought the
di ctum about protecting conpetition of conpetitors is very
clever. That is slightly shaky in my omn little head. But
I think that conpetition requires either actual firns
conpeting or at |east potential conpetitors pressing on the
dom nant firm

CHAI RVAN PI TOFSKY:  Suppose there are enough
conpetitors to allow for a process, do you have to let the
other one in if there's going to be an effect on party --

MR. ORDOVER: Ch, no. O course. The whol e issue
arises only when there is a substantial potential problem

If there are 55 different flavors of yogurt
conpeting, there's absolutely no problem And if there is
even one, but | can reasonably well offer the "Ordover
Cof fee Yogurt" in conpetition with Dick's, there's no
pr obl em

There's a question that arises whether or not | am
goi ng to be vanquished. And even if | am vanquished, that's
still all right as long as | would have died because nobody
wants to have ny yogurt in conpetition with yours. That's
still fine by ne.

So |'mnot that concerned that the rule will be
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over - br oad.

CHAI RVAN PI TOFSKY: Let ne interrupt the
di scussi on and nmake sure we hear from our speaker this
norni ng, and then we'll come back to an exchange.

Tom Rosch i s managi ng partner of the San Francisco
of fice of Latham & Watkins, nationally regarded as one of
the preem nent practitioners in the areas of antitrust trade
regul ation law. He has been | ead counsel in nore than 50
federal and state court antitrust cases.

Tom served as Chair of the ABA's Antitrust Section
in 1990. He currently serves as Vice Chair of the
California Bar Association's Antitrust Section.

And | remenber him best as Director of the FTC s
Bureau of Consuner Protection from 1973 to 1995.

In 1989 he was a nenber of the special conmttee
to study the role of the Federal Trade Comm ssion.

It's a great pleasure to wel come you back to the
FTC.

MR. ROSCH  Thank you, M. Chairman, and
Commi ssi oner Varney, and nenbers of the senior staff.

| do have a couple of things | would |ike to say
at the beginning. First, |I nust join Christine and the
numer ous ot her w tnesses before us who have expressed their
appreciation to the Comm ssion for this process and for our

being able to participate init.
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What ever cones of the process, it's, | think,
enornously val uable to the Anerican people that the
Commi ssion take stock of the extraordinary things that are
going on in the market today, things that sinply were not
goi ng on when the Chairman and | started practicing |aw
30-plus years ago and at |east to ask whether or not
antitrust ought to be applied to those market dynam cs in
the sane way they have traditionally.

Second, | have to remark on ny reaction to the
economc literature which Debra and Susan sent to ne about
10 days ago. | had no idea, quite frankly, that the
economc literature on the subject of antitrust and networks
standards was as deep and broad and rich and, quite frankly,
as intimdating as it is to those of us who are
non- economni st s.

And, again, to be perfectly frank, | wondered
whet her or not | really ought to cone under those
ci rcunstances. But | concluded to do so to at |east give
t he perspective of soneone, on behalf of others, who deals
with the Comm ssion nost directly, nore specifically the
antitrust bar and al so judges who sit and second guess
Conmmi ssi on decisions fromtinme to tine.

And | thought that perhaps | would confine ny
remarks -- and | will make thembriefer than they are in

witten form-- to addressing the possible process by which
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t he Comm ssion m ght exercise prosecutorial discretion in
determ ning whether to attack the formation or practices of
net wor ks.

Let nme say at the outset that | have defined
networks rather differently than D ck Schmal ensee has or,

i ndeed, that many of the other fol ks who have spoken today
have.

They seemto have defined networks as essentially
being alliances of conpetitors of really nore than two
conpetitors, nultiple conpetitors but nore than two. And I
woul d define networks nore broadly than that, to include
sinple joint ventures including two actual or potenti al
conpetitors. And I'mnot at all clear that, as | have
listened, that what | have to say about that subject differs
because there's nore than two.

| can't help but remark on the expl osion of
networks that we are seeing today, and the different kinds
after networks. | nean, 10 years ago the Toyota/ Gener al
Mot ors production joint venture was a real novelty. Today,
at least in ny practice, | encounter a variety of team ng
agreenents by defense contractors; | see joint operating
agreenents by hospitals; and all sorts of conmunications
providers; | see joint research and devel opnent; joint
ventures by biotech firms. |'m seeing an enornous nunber of

enbryoni ¢ buyi ng arrangenments, group buying arrangenents by
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conpetitors.

It is true explosion. Now, one, under those
circunstances, mght ask oneself, well, why? Wy are we
w tnessing this? | suppose a cynic mght say that
conpetitors are | ooking for strategic sort of
anti-conpetitive behavior, and this is one formof it.

A nore beni gn explanati on, however -- let nme stop
right there and say that | acknow edge that there are
several forms of strategic anti-conpetitive behavior that
can stemfromjoint venture activity. | guess | could just
lunmp theminto three categories: price stabilization,
quality stabilization, and market exclusion. But they're
covered nuch nore adequately in the economc literature and
by the econom sts who are here than | could ever do. So I'm
not going to undertake to do that.

But there are other benign explanations, | think,
for this activity; and they have to do with the search,
think, for optinmumefficient scale and the search for
efficiencies, including the efficiencies in the formof the
devel opnent of new products and services.

And | think that it behooves the Comm ssion and
t he Justice Departnent, in exam ning these ventures and
their formation and their extension -- and | happen to agree
with Christine that the sane analysis ought to apply to

extension of joint venture activities as applies to
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formation of joint -- | think that was a very astute
observati on.

| think it behooves the Conm ssion and the Justice
Departnment to take a very close | ook at whether or not the
venture is being forned or is engaging in practices for the
former reasons rather than the latter.

And, indeed, | would suggest that the courts and

t he Congress have counseled that as well. For exanple, the

Suprenme Court in Broadcast Misic recognized that there were
substantial efficiencies that could flow fromeven a
mar keti ng joint venture.

And the Congress, in enacting the Research and
Production Act in 1993, recogni zed that there were
substantial efficiencies that could flow froma production
joint venture as well as froma research and devel opnent
joint venture.

So to sone extent what |'m about to say about
efficiencies is rooted in the | aw

Let me just suggest, then, a nulti-part test that
the agencies mght wish to enploy in determ ni ng whet her and
i n what circunstances they shoul d exerci se prosecutori al
di scretion in addressing the formation or extension of joint
ventures -- horizontal, now |I'mtal king about -- and the
practices of joint ventures.

It is quite a different calculus, | mght add,
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t han Janusz has proposed.

It starts with an assessnent of whether or not
there are efficiencies involved. Now, why does it start
there? Two reasons.

First of all, because, | would suggest, nost
respectfully, that it is easier to make that determ nation
than it is to predict the sorts of things that one is
required to predict under the Merger Cuidelines, that is to
say, whether or not what will happen if there's a small but
significant non-transitory price increase, or whether entry
is likely to occur wwthin two years.

Efficiency questions frequently turn on facts
whi ch can be determned relatively easily. Over-capacity
either exists in an industry like a hospital market or it
doesn't. And one can neke a fairly clean determ nation as
to whether or not a joint venture, under those
circunstances, is likely to lead to conpetitive equilibrium
and to a maxi m zi ng of resources.

The sane thing is true of redundanci es and
conplenmentarities. 1In the context of biotech transactions,
for exanple, it's pretty easy to assess cl ai ns of
conplenentarities. And it's fairly easy to determ ne
whet her or not redundanci es exi st whose elimnation can
yi el d efficiencies.

Second, the second reason for focusing on
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efficiencies first is that it is a decent filter through
which to elimnate those transactions which are nothing nore
than a subterfuge for price fixing or other per se or near
per se type horizontal conduct.

If there is no efficiency at all involved, then
one nmust stop and ask oneself why the participants are doing
the deal. And if they don't have a pretty conpelling
reason, then the inquiry should stop right there.

Now, | think that that only works with respect to
an assessnment of the formation or extension of a joint
venture. | don't think it works as well with respect to
practices. And I'mtalking now, also, with respect to
excl usi onary practices, whether or not the joint venture is
excl udi ng other fol ks fromj oi ni ng.

In those circunstances, | think the absence of
efficiencies is indicative but not Talismanic. But with
respect to the formation or extension of a joint venture,
woul d suggest that if there are no efficiencies, a very
heavy burden then shifts to the venturers to justify the
exi stence of the venture.

Now, suppose that sone efficiencies are
identifiable -- or, nore specifically, suppose that the
agency concludes that there are substantial efficiencies and
those are relatively certain. Under those circunstances, |

woul d respectful ly suggest that the presunption ought to be
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in favor of legality and that that presunption ought to get
stronger the nore substantial and certain the efficiencies
are.

Let me speak to the point that was just made. A
potentially efficiency-enhancing venture should not be
di smant| ed just because it may al so potentially stabilize
the price or quality of the product sold by the venturers
t hemsel ves. That shouldn't matter if there's enough other
conpetition in the marketplace to discipline the venturers
price and quality.

Simlarly, a potentially efficiency enhancing
venturer should be chall enged just because it may, by
menbership restrictions or otherw se, prevent sonme firns
from conpeting. That shouldn't matter either, so |long as
t here's enough other conpetition in the marketplace to
di scipline price and quality; and that's where the focus
shoul d be.

| ndeed, it's strongly arguable that structural
relief should not be sought whenever there is enough
conpetition in the market that it's likely that the
efficiencies will be shared in any respect with consuners.

Now, the trick there, of course, is to identify
how much conpetition is enough. The Merger Guidelines,
quite frankly, are not very helpful in that respect. As

bot h agenci es have tacitly acknow edged in their treatnent
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of hospital joint ventures and even hospital nergers,
conpetition in markets with HH's well in access of 1800 may
be sufficient to discipline price and quality, especially if
t he purchasers are powerful and sophisticated and/or the
purchases are made by a bi dding process which prevents
collusion or if there are other forces at work which ensure
conpetition.

| can't help but conmment on this notion, for
exanpl e, that by sharing information we are sonehow stifling
conpetition. And |I'mtalking now about an innovation
mar kets |i ke biotech or sem -conductor or other markets of
that kind. | think that badly underesti mates the
non-econom c rivalry that exists anong scientists and
engi neers today. It exists entirely independently of the
sorts of econom c aspects that the econom c nodels are
nostly concerned with. And those forces, | think, should be
taken into account in determ ning whether or not there's
likely to be enough continuing rivalry and conpetition and
even in a highly concentrated marketplace, to ensure that
some of the efficiencies yielded by a conmbination of
conpetitors will be passed on to consuners.

Frankly, | mean, Intel has been thrown up from
time to tine as being a good exanple of -- or the
sem -conductor market is thrown up fromtinme to timas being

a good exanple of a highly concentrated market where
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conpetition has suffered.

| nmust say, fromny observation, nothing could be
further fromthe truth. That firm behaves as though it is
under conpetitive siege, and it has been -- it's behaved
that way for the last 10 years. And | think it's because
the nentality down there is being driven, to be sure, to
sone extent by econom c considerations but also, to sone
extent, by a fear that they are not going to be first in
science. And | don't think that that can be disregarded in
t he cal cul us.

In short, particularly where you're tal ki ng about
transactions which are not as enduring as nergers, | don't
think that the agency should treat the Horizontal Merger
GQui del i nes as gospel in assessing the effects of these
arrangemnents.

Now, third, the presunptions against structural
relief, based on efficiencies, should not extend,
necessarily, to challenges to ancillary provisions which
aren't reasonably necessary to achieve the efficiencies
of fered by the network and which may potentially stabilize
price or quality or exclude conpetitors fromthe market.

To the contrary, | think that proper antitrust
enf orcement demands that, under those circunstances, that
kind of activity should be prohibited.

| have to comment in one respect here, though,
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about an issue that has come up with respect to the external
conduct of network participants, raised by Christine's
testinmony with respect to Discover and VI SA.

The interesting question there, to ne, is whether
or not the external conduct of that kind should be judged
under section 1 or section 2. And it makes a difference --
it my make a difference as a matter of |aw because
Copperwel d suggests that the standards of performance
required by section 1 are nore stringent than they are under
section two.

| have no doubt at all that the external activity
of a joint venture should be subject to a consent decree,
and one should not hesitate to i npose a consent decree when
it is exclusionary in a sense that it injures conpetition.

But | also have no idea, at this point, as to what
the proper |egal standard ought to be in evaluating that
ki nd of conduct.

Now, this three-step cal culus obviously reflects a
bi as against stifling the kind of devel opnents of the kinds
of networks that we're witnessing; and it reflects a view
which may be naive, | will admt, but it is still ny view,
that the purposes and potential effects of these networks
are generally efficiency enhancing and that the agencies
ought to be very, very careful about second guessing them

The stakes here are enornous. There are genui ne
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efficiencies involved. |If the agencies get in the way of
t he achi evenent of those efficiencies, we are not going to
be doi ng anybody a favor. |If, on the other hand, the
agencies get it right, we are going to see an expl osi on of
t he devel opnent of consuner products, particularly in the
bi ot ech area and the communi cations area, that are going to
drive this econony for the next half century, just as the
devel opnent of the electric |light and the conbusti on engi ne
at the beginning of the century drove our econony for that
hal f century.

CHAI RVAN PI TOFSKY: Wl l, thank you for yet
anot her provocative set of proposals.

Any questions? Coments? W have a few m nutes.

| had a question. Hardly a word about market
power .

M5. VALENTINE: That's ny question.

CHAI RVAN PI TOFSKY: Let's assune it is a highly
efficient team ng arrangenent, only two conpanies |eft,
making a certain kind of mssile, they get together in a
joint venture and bid together to the Departnent of Defense,
highly efficient, is that presunptively -- could the
presunpti on be overcone because of the market power in that
situation?

MR. ROSCH Yes. It is a presunption that is

rebuttable. But |I'msuggesting that if the efficiencies are
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cl ear and substantial, very substantial, one ought to be
very, very careful before proceeding if there is even
anot her conpetitor there. And the Defense Depart nent
situation is a very good exanple of that where you have a
power buyer, essentially, there so that you have a good deal
of countervailing power at work.

M5. VALENTINE: Can you | ook at the other end?
Let's say there's no nmarket power or let's say there are,
don't know, five van lines that operate across a whole state
and two that operate only, one in the northern half and one
in the southern half and they want to get together and offer
statew de novi ng services as well.

And let's say there are no real integration
efficiencies, or very, very few, do you want us, before we
ask what market share that sixth entrant in the statew de
servi ce woul d have -- you want us to ask what the
efficiencies are?

MR, ROSCH Well, | think in your hypothetical, if
| understand it correctly, Debra, you have assuned that
there are no efficiencies fromthe transaction.

M5. VALENTINE: |I'mtrying to give you one where
there are very few, and | haven't thought about this |ong.

MR. ROSCH (Okay. And, frankly, the one that you
posit seens to nme to be one in which there woul d be

substanti al efficiencies.
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MS. VALENTINE: There is certainly a new product
that they couldn't offer. Oay. |In the BM sense.

MR, ROSCH. Ckay. And, again, the question is?

M5. VALENTINE: Do you want us to | ook at the
efficiencies first?

| think |I understood fromyour exanple --

MR, ROSCH | would always | ook at the
efficiencies first.

MS. VALENTINE: -- that you would approach this as
opposed to Janusz.

And then | guess, Janusz, what's your perspective
on this?

MR, ORDOVER: | would say stop |ooking right away.
There are five already. Sixth one, nothing can go w ong.
Not hi ng can go wrong.

M5. VALENTINE: | would hope not.

CHAI RVAN PI TOFSKY: D ck.

MR. SCHVALENSEE: | think it's inportant to keep
in mnd Toms point. You do want to take a different
algorithmto the formation of a venture versus the question
of menber shi p.

And | guess ny view would be that there is sone
question as to how serious an efficiency test you want,
whether it's a quick-look plausibility test, which your

hypot heti cal passed, for all us, | think in 30 seconds; or
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whether it really is a "let ne see what the investnent
bankers told you" kind of efficiency test, let's walk
t hrough the nunbers.

And | guess | would opt for the first |evel on the
formation, then see if there is a potential structural
probl emusing, plainly, a test weaker than the Merger
Qui del i nes, because it's not conplete integration and only
if you're in a trade-off situation, fall back to the
detail ed anal ysi s.

CHAI RVAN PI TOFSKY:  Davi d?

MR, TEECE: | would like to nake a few conments.

And, Tom |'mbasically very nmuch in agreenent
with what you had to say. But | thought there were a few
t hings you said that were worth highlighting.

One is an acceptance of the notion that
efficiencies are transparent. Historically, in antitrust,
that's been a controversial point. But | think you' re close
to being right in a lot of the newindustries that we're
tal ki ng about -- and you nentioned bi otech, you tal ked about
tel econmuni cations. | mean, if a new biotech firmhas a
team ng arrangenent with an established pharmaceutical firm
you don't have to be a rocket scientist to see that there
are sonme basic conplenentaries and distribution and work in
t he FDA process and so forth.

| think the basic point that cones fromthis is
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that some of these efficiencies are a ot easier to
ascertain and identify than what we're |ooking at, say, 15
years ago when firnms were tal ki ng about consolidating plants
and, you know, bringing about production efficiencies. You
ran into a different sort of managerial cal cul us about
ef ficiencies.

So | would certainly like to underscore what
you' ve just said that, nanely, when it cones to
conpl enentari es, over-capacities, redundancies in these
hi gh-technol ogy industries, it's actually easier once you
understand the technol ogi es and once you understand the
commerci al i zati on process.

One thing which I would like to ask you -- |
presune it's enbedded in your framework -- presumably you
woul d support a safe harbor-type exception. | nean the fact
that you're willing to give a presunption for efficiencies
is, in fact, perhaps even stronger than sort of giving a
saf e harbor exenption for cooperative arrangenents that are,
say, less than 25 percent of the market.

Am | right about that?

MR. ROSCH In ordinary circunstances, | would
t hi nk so.

But that's not really a safe harbor. | guess |
woul d want to | eave nyself -- if | were on the staff, |

woul d want to | eave nyself an out, where 25 percent woul d
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not be enough. But generally speaking, yes.

MR TEECE: Ckay.

CHAI RVAN PI TOFSKY: O her questions or comments?

M5. VALENTINE: | had one question fromthe
audi ence earlier. And this one is really for Janusz and if
D ck Schmal ensee cones back. 1'mnot sure if he's here any
nmore or not.

MR. ORDOVER: He's deregulating transport now.

MS. VALENTI NE: Right.

| think -- and this isn't critical to the question
-- that duality or joint nenbership -- and we can try to
make it abstract -- two joint ventures came about because

earlier the Departnent of Justice declined to opine as to
whet her one of those networks were to exclude soneone who
was in the other network, would not be an antitrust problem

But let's say now we do have joint nenbership in
two industry networks in which about 70 or 80 percent of the
participants of that industry are a nmenber of each network.

Wul d you think there was a role for antitrust
scrutiny or enforcenent in that situation?

MR. ORDOVER | think that | can fall back on an
easy answer, which is, yes, to the extent that these firns
now under the joint grouping engage in new activities which
are not directly related to the original purposes of the

net wor k.
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For exanple, the original purpose was to offer
Product X, but now they are going to becone involved, one
way or the other, through offering Product Y. And unless
there are any obvi ous reasons why the joint nenbership
shoul d get engaged in such a project, then | would like to
see a new | ook. There is no justification any nore,
per haps, but may be.

But | think there isn't because the underlying
t echnol ogi es have changed so that the -- again, generically
speaki ng, a nmerchant can get on sone particular electronic
box and process any particular streamof digits. It doesn't
make any difference whether it's comng from Anerican
Express, comng from Di scover, or comng from VI SA or
wherever. To the extent technol ogy has progressed to that
| evel, there may be no rationale for joint activity on the
new front.

| would say it would be a m stake to now deci de
that the ol d nenbership ought to be sonehow sorted out as
between the two potentially conpeting joint ventures. |
think that would be a big m stake because that would create
fears for formation that at sone point sonebody says, well,
we' ve got to divide you up; you go to one side of the court,
you got to other side of the court. | would not advocate
t hat .

But | think that, as always, going forward at the
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potentially appropriate tinme to review the new activities to
see how they are directly related to the activities that
were initially a rationale for the formation and to see
whet her any efficiencies, as Tomwould say, would be |ost as
aresult of limting the activities to a subset.

| believe that there's always a great virtue in
conpetition. That's why |I always was of the viewthat it's
goods to have nore than one network if you can sustain it.
In some markets you can't with standards that are often
i npossible. But to the extent that you can sustain nore
t han one network, | think you should nove towards that goal
but protecting the efficiencies that m ght be otherw se
lost. | don't see any reason why such efficiencies would
di ssipate in the hypothetical that you gave.

CHAI RVAN PI TOFSKY:  Well, | want to thank the
menbers of this panel very particular for an extraordi nary
session. | started the norning off by saying that | truly
believe this is anong the nost difficult questions that
nodern antitrust needs to address, and they seema little
less difficult having the benefit of these exchanges.

So, thank you very nuch.

| think we are going to nove up our starting time
this afternoon from2:30 to 2:00. We'Il resune at 2 o' clock
and perhaps be able to adjourn a little earlier on a Friday

af t er noon.
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Thank you.
(Wher eupon, at 12:55 p.m, the hearing was

to reconvene at 2:00 p.m, this sanme day.)
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AFTERNOON SESSI ON
2:00 p.m

CHAI RVAN PI TOFSKY:  Good afternoon. W resune
these hearings. W had a great session this norning, and |
| ook forward to an equally great or greater session this
af t er noon.

We start with Steven Sal op, Professor of Econom cs
and Law at Georgetown University. He also serves on the
Board of Directors of Charles River Associ ates.

From 1990 to 1991 Professor Salop was a guest
schol ar at Brookings, and in the spring of 1986, he was a
visiting professor at MT.

Before joining the Georgetown faculty in 1982,
Prof essor Sal op held various positions in the Bureau of
Econom cs at the Federal Trade Conmm ssion, including the
posi tions of Associate Director for Special Projects and
Assistant Director for Industry Analysis.

Steve, wel conme back to the FTC.

MR. SALOP: Thanks, Bob. You, too.

It's good to be back here at the FTC, back at the
hearings as well. As | said the last tine | was at the
hearings, | think that it's terrific to see the FTC at the
forefront of intellectual endeavor and antitrust; and |
think you're going to do a great job with this in the staff

report.
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My topic today is antitrust analysis foreclosure
concerns in standards and network joint ventures. It has
been a | ongstanding interest of mne. There's a paper
outside that 1've done with Dennis Carlton on network joint
ventures. And |'ve al so done a recent paper on vertical
nmer gers.

| should say about the Carlton/ Sal op paper, it is
t he Chi cago/ Chi cago approach to network joint ventures. But
the testinony today are ny opinions and not necessarily
t hose of Dennis.

VWhat | want to tal k about today are what | cal
input joint ventures. | put up a basic framework for an
i nput joint venture.

The idea is that many joint ventures provide sone
input to the nmenbers and then the nenbers conpete, or at
| east potentially conplete, in the output narket.

There may al so be rival input suppliers. And they
may supply inputs to the joint venture or sinply to the
non- menber. And, of course, in the output market there's
not just conpetition anong the nmenbers and between nenbers
and non-nenber, as there's just not intra-system conpetition
and inter-system conpetition; but there nay be other
products as well.

So sone exanpl es of these things could be an ATM

network that this is the network switch and these are the
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menbers. It could be credit cards. This could be the
standard. This could be Iike DOS-conpati bl e standard, and
then these are the people that use it.

For old antitrusters, |ike nme, Northwest

Stationers would be up here, and they provide stationery to

all the nenbers. And then you have Pacific which gets
driven out of the co-op.

And one of the allegations is that Pacific gets
ki cked out because they were vertically integrating to
becom ng their own whol esal er.

Fashion Oiginators Guild, the situati on where the

non- nmenbers are the style pirates; and then the input m ght
be retailing where we had the white cards and they refused
to provide retailing services to the non-nenbers, who were,
instead, forced to rely on the red cards.

Now, for those of you who don't teach antitrust or

haven't had it, | commend Fashion Originators Guild to you

as one of the great cases of 30's, Associated Press and so

on.
My focus with this diagramis going to be on
excl usionary access rules. \What | nmean by that is
menbership rules, primarily nmenbership rules that have
exclusivities involved.
| want to first talk about anti-conpetitive

concerns. |'ll lay a franework for that. | then will talk
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alittle bit about efficiencies. And then I'll talk about
how | think the Conm ssion or the courts should anal yze
i ssues of exclusion in network joint ventures.

There are three anti-conpetitive concerns: one,
supporting collusion; two, input market exclusion; and,
t hree, output narket exclusion.

Supporting collusion is very sinple. You would

view it as kind of purely horizontal. You tell a nenber, if
you don't restrict output, then we'll term nate your
menbership; we'll kick you out. That sonebody woul d not be
allowed in if they're a price cutter, or they' Il be kicked

out if they cut price.
Exanpl es of that in antitrust, NCAA can be viewed
as supporting collusion is what started the whol e deal;

Fashion Oiginators GQuild again. There were retailers that

cut price and were kicked out.

You know, it would be in the Detroit autodeal ers
case if the autodeal ers had an association that did
sonet hi ng val uabl e and nenbers wanted to stay in the
association and if you stayed up on Saturdays, they'd kick
you out .

These are situations in which the focus for the JV
is collusion, but they use the exclusionary rule in order to
di sci pli ne nenbers that conpete.

The second two theories are nore vertical and ones
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that you would nore likely view as kind of the centra
concerns of antitrust.

The first is what | call "input market exclusion."
And that's a situation in which the joint venture passes a
rule or tells its nenbers that they nust buy exclusively
fromthe JV. They are not permtted to buy fromrival input
suppliers.

Now, why would a joint venture -- what
anti-conpetitive purpose could it serve to not permt your
menbers to buy from outsiders?

Well, by doing it, by refusing to allow themto
buy fromoutsiders, you mght kill the outsider or handi cap
them The outsider by be denied econom es of sale and,
therefore, go out of business. And so the input JV would

gai n power or maintain market power at the input level. And

that could be -- of course, if they have power in the input
| evel through two-tier entry, that could nmake entry by
non- menbers less likely at the output market as well.

Okay. So the first exclusionary theory would be
that you cause exclusion at the input level. Again, that's
one interpretation of what was going in Northwest, was that
they were trying to prevent Pacific fromentering at the
upstream | evel

Now, this norning, Chairman Pitofsky asked a

question to Christine Edwards about what Dean Wtter's
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concern was. And what the Chairman focused on was excl usion
at the output |evel where these are VISA nenbers here,
here's VISA; and then Dean Wtter is here, Di scover; and
that's going to be the theory of output market excl usion
tal k about next. But what Ms. Edwards said was -- what she
was tal king about in her testinony today was ways in which
VI SA' s conduct was going to deter Dean Wtter fromentering
with its NOVUS Network, which is at this level. But that's
what she was concerned wth.

Now, the third theory -- which is the one that
peopl e tal k about the nbst -- is output nmarket exclusion.
And in that situation the input joint venture refuses
menbership to non-nenbers. And that is to say just refuses
to sell theminput; and, under certain circunstances, that
can give the nenbers market power in the output market.
Sonetinmes, not always. And those are the conditions | want
to tal k about.

| f the non-nmenbers can get equally good input from
rival i1nput suppliers, then they will be not be harned, no
harmto conpetitors even. There's only going to be harmto
conpetitors if, for sonme reason, what the joint venture
sells, given its price is better and nore efficient, as if
the rival's are less efficient.

And in the VISA case, which I worked on for Dean

Wtter, Dean Wtter's argunent was that the econom es of
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scope with the VISA card and issuing other cards so that
they would be nore efficient as a VISA issuer, that it was
not a perfect substitute for D scover.

But, in any event, that case aside, you need to
prove harmto conpetitors.

Secondly, even if you prove harmto conpetitors,
even if you knocked this non-nenber out, there may still be
anpl e conpetition in the output market to prevent any
anti-conpetitive effects.

If the input joint venture is selling, for
exanple, the input to its nmenbers at cost and these nenbers
are conpeting agai nst one another, then conpetition anong
t he nenbers coul d prevent any anti-conpetitive effect.

In addition, there may be other products that
could prevent prices fromrising.

kay. So input market exclusion, in order to
prove market exclusion to the conpetition that has harned
t he consuners, the plaintiff would need to show not only
harmto the conpetitor, the non-nenber, but also harmto
consuners as well, prove a harmin the input market and then
also in the output market. You need to show limted
conpetition in both markets.

Now, the key to understanding that -- | think now
I can sit down -- is the concept of exclusionary market

power. Exclusionary market power is the ability to raise
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prices by raising the cost to the conpetitors. 1In order to
have excl usi onary narket power, you need not have cl assical
mar ket power, that is the ability just to restrict your own
out put .

In classical market power, you restrict your own
output. In exclusionary market power, you restrict your
conpetitor's output. Wiat John Baker has called, getting
your conpetitor to involuntarily join a cartel.

And Carlton/ Sal op, in our paper, propose a nerger
test to neasure exclusionary market power in the context of
network joint ventures. And it's a nerger test that's
different, say fromthe Jorde and Teece -- quite different
fromthe Jorde and Teece nerger test.

| want to make three points about exclusionary
mar ket power .

The first is -- and it follows fromny analysis --
excl usi onary access rules can harmconpetition, that is can
harm consuners, even if it does not cause the firmto exit
fromthe market. Creating barriers to expansion can harm
consuners as well as driving the firmout of business.

So that is, if you handi cap the non-nenber, raise
its costs but you don't raise it so nmuch that he's driven
out of business, nonethel ess, the nenbers nay be able to
rai se price in the output market.

So an inplication to that is that the essentia
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facilities standard that we tal ked about this norning is too
perm ssive on joint ventures, even if the input provided by
the joint venture is not essential, there, nonetheless,
coul d be harm by denying that input to rivals because it
di sadvant ages them because it raises their costs.

Second point, the harmto conpetition that nay be
at issue -- and is an issue in nmany joint venture cases,
especially network joint venture cases -- does not involve
raising price above the initial level. Rather it involves
preventing further -- rather, it involves maintaining high
prices, preventing price fromfalling.

So you could have a joint venture that the nenbers
are conpeting agai nst one another, but along conmes a very
efficient newfirmthat if they are permtted to join the
joint venture, they'll lead to nore intense conpetition,
which will lead prices to fall.

By denying that firmaccess to the joint venture,
by denying it nenbership, the nenbers are able to maintain
hi gh prices rather than leaving prices to fall.

So, again, essential facility is not the issue.
And, again, on market -- this has inportant inplications for
mar ket definition, because the question is not whether the
joint venture has the ability to raise price -- that's
cl assical market power -- rather, the issue is whether, by

t he conduct, they are going to prevent prices fromfalling.

Heritage Reporting Corporation
(202) 628-4888



© 00 N O O b~ W N B

N RN N N NN P R R R R R R R R R
ag A W N P O O 0o N o 0o M W N B+ O

3862
And there are many antitrust cases in which what's at stake
is maintaining prices at the nonopoly |evel rather than
forcing them above.
If this issue is ignored, the exclusionary market
power often involves preventing price decreases, then the

agencies and the courts wll fall for the Cellophane

fallacy, because if you just ask, at the downstream/ evel,
whet her the nenbers have the power to raise price, their
ability toraise priceis irrelevant to the issue at hand in
the allegation, which is: Can they maintain that price

| evel ? Whereas, if the rival gets into the joint venture,
he' Il cause prices to fall below the current |evel.

Agai n, the standard nerger test, say, of Jorde and
Teece only | ooks at price increases where the focus here
shoul d be on preventing price decreases.

Third inplication, even if the nmenbership is
unconcentrated, that does not nean that there cannot be any
anti-conpetitive harm in tw ways.

First, as | just said, even if the nenbership is
unconcentrated, if you prevent a nore efficient rival from
entering the market, that wll prevent prices fromfalling.
And the fact that the nenbers are unconcentrated and conpete
agai nst one another is no protection.

Secondly, in many joint ventures, the joint

venture does not set the input price it charges to nenbers
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at cost. Rather it takes its profits upstream That's a
point that's made in Carl Shapiro and Bobby WIllig's article
on joint ventures.

| f you take your profits upstream and even if the
menbership i s unconcentrated, you can still achieve the
nmonopoly price. You can sinply bunp up the input price to
t he nonopoly level, and then the nmenbers pass it al ong.

So the inplications of this are, one, you need to
di stingui sh anong allegations. |[If the plaintiff is alleging
that as a result of the exclusion, it is going to lead to
hi gher prices, then the plaintiff has to prove that the
joint venture is taking profits upstreamif the venture is
unconcentr at ed.

So lack of concentration matters where the
all egation price is increasing prices. However, if the
plaintiff's alleging that the restriction is going to
prevent prices fromfalling, then |lack of concentration is
no defense.

kay. So one needs to be careful. You need to
require the plaintiff, whereas the Conm ssion is the
plaintiff, you need to wite our conplaint wwth specificity.
You need to state the allegations quite precisely in order
to do the right type of analysis.

Okay. Those are the three basic anti-conpetitive

t heori es.
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Efficiency rationales. Well, you know, nost joint
ventures are efficient; and nost exclusionary access rules
can contribute to efficiency. The question is finding the
ones that don't or the ones where the efficiency benefits
don't outweigh the anti-conpetitive problens.

Two basic classes of efficiencies: one,
efficiency fromcost reduction, elimnating duplicative
costs and so on; and, second, broad classes mai ntaining
i nvestment incentives.

Now, | amnot so taken with efficiencies that I
woul d give joint ventures a free pass to set whatever access
rules they want. Instead, | think the efficiencies should
be subject to a reasonabl e necessity standard where the
joint venture has to show that the exclusion is reasonably
necessary, not the joint venture.

The joint venture may be highly efficient, but the
excl usi onary access rules may be chosen not for the
incremental efficiency benefits but rather for
anti-conpetitive harns.

| would not require the joint venturers to show
t hat the exclusives are essential for viability of the joint
venture. | think sinmply "contribute to" is enough for it to
be a cogni zabl e efficiencies.

At the sane tinme, I'mquite skeptical -- and |

think courts should be skeptical -- of investnent incentive
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clains, that you need exclusion in order to maintain
i nvestnment incentive clains where it's a |arge network joint
vent ure.

| think for a small joint venture, you know, Kkind
of the three sem -conductor firnms that get together, | think
i nvestnent incentives is a good reason to have excl usionary
access rules. They bore the risks, and nobody shoul d be
allowed to force thenselves in.

But if it's a dom nant network joint venture
that's al ways been open, well, then that joint venture has
not been worried about investnent incentives in the past
because it's been open. The existence of network
externalities would suggest that they benefit from
addi tional nenbers. And in those cases, | would be quite
skeptical of the investnent incentives justification for not
permtting sonebody in.

So that's ny basic econom c anal ysis.

The I egal analysis, |I think the per se standards
in Northwest and in the recent VISA case are not good
standards. | think these things should be rule of reason

but not an open-ended Chicago Board of Trade rule of reason,

but rather one that's structured over proof of
anti-conpetitive effects, proof of efficiencies; and if you
prove both, both efficiencies and anti-conpetitive effects,

t hen a bal anci ng.
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|"d require the plaintiff to state clains with
specificity, as | said before. | would recomend the
bal anci ng be down without regard to the essentiality.

| would not require the plaintiff to prove that
menbership is essential for its viability in the market;
that is, | would reject the essential facilities approach.

Simlarly, I would not require the defendant to
prove that the exclusion was essential to the viability of
t he venture.

| say it's not essential versus essential, rather
it's balancing with the proper wei ght being placed on
efficiencies and anti-conpetitive effect.

| think this norning we talked a little bit about
treating the joint ventures as a single firm | think that
woul d be a mstake. | think it should be recognized that a
joint venture is a group of conpetitors getting together
and we should not create the fiction that they're a single
firm

As Areeda has quite cogently pointed out,
mandati ng access to a single firmraises renedy issues that
mandati ng access to joint ventures does not.

The fact that it's a joint venture proves that
sharing is possible. Wereas, with a single firm you can't
tell. If it's ajoint venture, you don't need to set price

the way you woul d, you know, as Janusz discussed this
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norning. You don't need at set a price with a joint
venture. Instead you could just require a
non-di scrimnation rule. Tell themthey need to -- they can
charge the sanme price to the excluded firmthat they charge
to anyone el se.

Based on ny experience, | think that where there
is a dom nant network joint venture and if it's shown with
good evidence that there's a significant anti-conpetitive
harm arising fromthe exclusion, | doubt that the benefits
of maintaining investnent incentives wll very often be big
enough to conpensate for the proven anti-conpetitive harns.
But there's no reason why defendants should not be all owed
totry in a particular situation.

| stated earlier why |I think it would be unlikely
to succeed, but | wouldn't rule that out. At the sane tine,
I would not rule out the plaintiffs getting an opportunity
to prove anti-conpetitive effects that's |larger than the
efficiency benefits for the excl usion.

Thank you.

CHAI RVAN PI TOFSKY:  Thank you.

A coupl e of questions. First of all, on setting
the price, | presune you would allow the entrenched joint
venture to charge the new entrant sone prem um sone risk
factor that the originators had taken?

Doesn't that throw you right into the soup in
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terms of who's going to decide what the prem umis? how nuch
it can be? and so forth?

MR. SALOP: No, | don't think it does. Because
nost joint venture exclusion cases do not involve joint
ventures that are closed and soneone's trying to force their
way in. They're very comonly situations where the joint
venture has been opened so there is a nenbership price, but
then they selectively discrimnate.

Where you have a closed joint venture and there is

no price, well, yeah, then you run into the price setting
situation -- you run into the need to set a price; and
that's a thorny issue, | agree.

CHAI RVAN PI TOFSKY: How do you respond to the
charge that you have converted every | arge dom nant joint
venture into a kind of public utility, taking everybody in,
so long as the party that's comng inis likely to result in
a reduced price to consuners?

MR, SALOP: Well, | guess | say that's what
antitrust is all about. Were there is anti-conpetitive
harm proved fromexcluding a firm then it's the proper role
of antitrust to prevent that consuner harm

CHAI RVAN PI TOFSKY:  But you wouldn't do it with a
shopping mall, for exanple? That's not your big network,
dom nant network situation?

MR SALOP: No. I nmean where there's internetwork
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conpetition that's intense, no, | wouldn't do that.

And in the shopping mall, there's going to be
sonmebody in the -- with a shopping mall problem if it's is
there going to be Store A versus Store B, that's of course a
harder call for the Comm ssion to nake than a situation
where the dom nant departnent stores refuse to allow the
shopping mall to expand and, thereby, deter entry of a new
chain comng into town.

CHAI RVAN PI TOFSKY:  Suppose there's an enpty | ot
and the foundi ng nenber just doesn't want to bring in a
conpetitor.

MR, SALOP: You nean, that they don't raise an
ef ficiency defense?

CHAI RVAN PI TOFSKY:  Ri ght.

MR, SALOP: | nean, they just say: W have a
right --

CHAI RVAN PI TOFSKY: They woul d say: Wy should |
bring in a conpetitor? Wo's going to benefit? It's al
t hose consuners.

MR. SALOP: | think you just answered your own
guesti on.

CHAI RVAN PI TOFSKY:  So you would say in a shopping
mal | --

MR. SALOP: No. You need to --

CHAI RVAN PI TOFSKY: -- that there's an obligation
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to bring themin?

MR. SALOP: |If they concede the offense.

Under your situation, they conceded the offense.
They conceded that the entry of the new store woul d benefit
CONsSuners.

CHAI RVAN PI TOFSKY: Right. And, therefore, since
you're skeptical that it had any inpact on their original
decision to --

MR. SALOP: |I'msorry. You conceded there was no
efficiency benefit.

CHAI RVAN PI TOFSKY:  Well, | was thinking of the
i nvest nment .

MR, SALOP: Well, if they nake out a credible
i nvestnment incentives argunment, yeah, they're allowed to
make that.

CHAI RVAN PI TOFSKY:  Well, | think others wll
chime in with questions a little later.

Qur second speaker is Robert WIIlig, Professor of
Econom cs and Public Affairs at Princeton University, a
position he's held since 1978.

From 1989 to 1991 he served as Deputy Assi stant
Attorney Ceneral at the Justice Departnent.

Professor WIlig is a nenber of the National
Research Council| H ghway Cost Allocation Study Review

Comm ttee, and he served on the Defense Sci ence Board Task
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Force on antitrust aspects of defense industry
consol i dati on.

Professor WIlig.

MR WLLIG Thank you, Bob.

The title of this session is an intriguingly
chal l enging one. The title bonds together, with open
access, the notion of the network along with the entire area
of vertical practices. Talk about the toughest session of
these entire sequence of hearings. You' ve really bundled
the two hardest things together, but luckily access is open
to all of the great mnds on the subject.

One issue is: Wat is a network anyway? There's
no real physicist here that | can identify. | guess we all
| earned in school that networks have nodes and |inks and you
plug into it and it's a TV or, who knows what the heck it is
physically; but it has becone one of our favorite economc
met aphors for what's basically an econom c or a business
situation.

And | take it that part of the notivation for
putting networks into the title is to ask the fundanental
question whether antitrust should be sonething different
when it applies to, quote, a "network industry.” And that's
a very, very good question | think and, to ne, a very
hel pful one to focus.

To me, as a netaphor, what a network is fromthe
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poi nt of view of economics is an industry with a list of
characteristics. And it turns out that all of those
characteristics are ones that lead to challenging el enents
for antitrust analysis but not uniquely so, difficult
el emrents that we collectively have a great deal of
experience in grappling wwth, for better or worse; certainly
a list of very challenging elenents, though.

Let nme try to list them and you'll see that |
think this list catches the essence of what an econom st
means by a network.

First, econom es of scale; econom es of scope;
coordi nation problens that |ead to the need to expend sunk
costs to solve them That's associated with the clever
l[ittle lingo, the installed base. Part of what you need to
do to forma network is get yourself an installed base.

What's so hard about that? Well, you' ve got to
coordi nate |ots of disparate elenents. And in the activity
of perform ng that coordination, | would say generally so,
sunk costs of substantial magnitude need to be expanded.

At the nonment we have a network, we have
i nterconnection issues. How do get into it? How do you
have access to it? How do you becone part of it? How do
you use it? These are all elenments of what we m ght cal
"interconnection" or "access."

And then, finally, to ne, nost intriguing, is the
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notion of, quote, "network externalities,” the notion that
the nore players there are of the right character in the
network, the nore beneficial is the network to the others
who are associated or who are nmenbers of it.

Now, these are all economi c elenents that we have
a lot of experience with, but they're all pretty tough nuts
in other context, too, when it cones to antitrust; and here
they all cone together and pose one great big bundle of
chal | enges.

But | personally don't think that these chall enges
are in any way unique or different in character than the
sane chal | enges when they appear in other instances, other
i ndustries, other settings, having all of or sonme of those
characteristics.

"1l try to remenber to keep com ng back to that
[ist as we think about sone of the antitrust applications.

The first application that | wanted to nention
avoi ds the notion of access. Soon enough I'll take that
pl unge.

But, first, when | think about a network, the nost
obvi ous exanple is conmputer networks that we all love to
plug in. And | like to keep track of what goes on. And |
t hi nk about sonme of the disputes lately over joint ventures
maybe even nergers invol ving network industries that

actual ly enpl oy conpeting network technology. And | ask
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mysel f what special conpetition issues are posed by a
network joint venture or a network nerger?
| think there is sonething different there, but
it's not unique to networks. It's sonething which | think
is part of the technology trend of this part of the century.
A bunch of years ago, | went through the Wall

Street Journal and tabul ated joint ventures, for one reason

or anot her, back over the prior 20 years, putting theminto
various categories. And recently | repeated that exercise
for a different purpose. And | was quite struck at the
di fferences.

The kinds of joint ventures that we are seeing
today, statistically, as reported by at |east the "Wl
Street Journal have changed the |ocus of industry away from
metal s, away from snokestack industries, away from
chem cals, away from energy; and, instead, noved nore toward
t he hi gher technol ogy sectors of today. Biotech,
phar maceuti cal s, nmedi cal equi pnent, financial services,
conputing, tel ecommunications: These are the industries
where the joint ventures take place today. And, of course,
they're also industries with lots and | ots of exanples where
network technol ogy or the network netaphor does apply.

What | like to call these joint ventures is
"conplenmentarity nmerges,"” or "conplenentarity conbinations”

because these are not joint ventures anong people who woul d
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ot herwi se be building separate factories. Instead, these
are people with conplenentary technol ogi es who are com ng
together to provide sonme sort of bottomline service or
product that draws on their separate el enents of expertise,
puts themtogether in a conplenentary way and per haps can do
sonething different than either could do al one.

The question is whether there's any possibility
for conpetitive harmfrom such a conbination? And the
answer is: Sure. |If there's nobody else who can do did it,
if there's nobody el se who can provide the end service that
these two firnms mght able to do together, then maybe what
we're losing is choice and conpetition anong separate
sellers of the end products that mght result wthout this
j oint venture.

And if one of the players were a network, which
were truly an essential facilities for the creation of the
end service, then there is the real possibility that there
woul d be ultimate harmto conpetition fromthe conbi nation

On the other hand, the question | think that that
exanpl e poses is a sonewhat different one than we ordinarily
cover in what might be a horizontal nerger analysis; and
that is: How many ot her such conbinations m ght there be
out there in the econony who coul d succeed in providing the
end user service? Wo else mght be bringing in different

but equal |y workabl e sources of conpetitive advantage to a
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mar ket for the end user service?

Just because Network A and Software Producer B
t oget her could provide us End User Service X doesn't nean
that two entirely different sources of conpetitive advantage
m ght not be able to cone together and provide End User
Service Y that would be conpeting with End Use Service X

So the relevant market and the notion of what is
hori zontal versus vertical relationships in a setting |ike
this breaks out of some of our old rhetorical boundaries.
But | think the bottomline antitrust analysis is really
not hi ng very surprising nor especially difficult if you just
keep your eye on the ball of asking the question: Wat
could be the dimnution of conpetition fromthe conbination?

| think the same sort of run of conclusions cones
out of the intrinsically nore difficult area of what m ght
be special about networks as a | ocus of vertical practices?

| f we have a network that's involved in
exclusivity practices, foreclosure, alleged refusals to
deal , sone sort of bundling or tie-in activity and these are
vertical practices that mght fall into the precise subject
of this afternoon's session. Because that's really the
reverse of open access. |If we're going to have sone sort of
i npact ed access which poses an antitrust problem then there
must be a nore conventional vertical practice that underlies

the closure of the access that others mght like to see.
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To me, the nost clear exanple of that sort of
i ssue conmes when the network could be | abeled as a true
essential facility. Soneone really needs access to the
network, really needs a cooperative relationship or a joint
venture perhaps wth the network in order to conpete
successfully in a truly relevant market; and the question is
whet her sonet hi ng speci al conmes out of network anal ysis that
poses a special challenge for that analysis.

And | think the answer is, well, yes and no.

Again, this is an issue that cones up whenever access to an
i nportant asset is on the table as a question. And yet it
takes on a particularly severe and conpl ex form when the
asset is inherently a network.

When a network is fornmed, because it has
externalities intrinsic to its structure, the pricing of the
rel ationships within the network, nust, as a matter of
l ogic, involve pricing that is well outside the donmain of
anything close to marginal cost pricing. It may very well
i nvol ve not only linear pricing, nulti-part pricing,
discrimnatory pricing of all different kinds, in order for
the network to be able to cover its total costs and make an
entrepreneurial profit, in the face of all of the
externalities involved anong the nenbers.

What that neans is that if soneone is to be given

access to that network, that the internal pricing of network
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services may very well be underm ne severely and drastically
for the finances of the network, if that access pricing is
too heavily regulated or too much seen as a source of
anti-conpetitive forces, if that pricing is difficult or
hi gh or viewed as onerous by those who would |like to have
access to that network.

So the party wishing to have access to the network
says, My God, you're going to charge ne that nmuch to get in
on such a conplex formula, this really anpunts, de facto, to
forecl osure; |I'm weakened as a conpetitor; there nust sonme
nonopol i zati on here; cone, help ne, antitrust authorities;
or, conme, help ne, judge, in an antitrust court.

| think there can be anti-conpetitive foreclosure
froma network, but I'mvery worried that any doctrine that
is based on sensitivity to that concern can too readily
beconme a vehicle for over-regulating access to a network in
a way that suppresses the originality to invest in the
network to secure the assets, to solve the coordination
problenms, to do the R&D that it takes to create a successful
network, and that if our doctrine fromantitrust is too nuch
regul atory, too nuch "let people in" "let themin on, quote,
reasonable terns" that the ability of the network to
internalize its externalities and to pay its fixed costs and
to internalize the benefits of econom es of scope and scal e,

is going to be undermned to the ultimte detrinment of
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CoONsSuners.

Janusz and I, a long tine ago, cane to a
formul ation of the idea of conpensatory pricing.

And, Janusz | understand you put sone of this on
the record this norning.

MR. ORDOVER:  Meekly.

MR WLLIG | would like to just repeat it
equally briefly right nowin this context.

VWat we were able to prove in econom cs | anguage
is that if a network were going to be forced to open itself
to access that it would be seriously threatening of
anti-conpetitive views of antitrust law to force that
network to open itself up on terns that were anything |ess
than fully conpensatory.

And the notion of fully conpensatory is this: The
basel i ne conpensatory |evel for access prices and terns is
t hat whi ch conpensates the network not only for the direct
and i mredi ate costs of conferring access on an outsider, but
also terns that will conpensate the network or its nenbers
for the lost mark-up, the lost contribution, or even the
| ost profits that the entry of the new player woul d cause
those who are previously or currently the nmenbers of the
net wor k.

So the outsider, yes, you mght say, should, in

sonme regul atory, sense be given access but not on ternms any
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| ess desirable to the network than those that would return
to the network its costs of giving that access and al so the
| ost profits or the opportunity costs fromthe nenbership of
t hat new pl ayer

The good properties of that rule are, first of
all, that it honors the ability of entrepreneurs to build
the asset to create the network in the first place w thout
bei ng concerned that there will be a taking of that property
t hrough i nappropriate use of antitrust or regulatory rule.

But second, and nost inportant fromthe economc
poi nt of view, given that the network is already there, is
that that rule tends to conduce to efficiency in the
sel ection of activity between current nenbers of the network
and those who would wi sh to becone nenbers or wi sh to have
access to the network. Those who are truly nore efficient,
if they are paying a conpensatory price for access to the
network can succeed in the final product or service market.

And those who are not efficient, as conpared to
t hose who are presently in the network or have access to it,
t hose who are not efficient cannot nmake it, given that they
are being asked to pay a conpensatory price for their
access.

And so that's a good baseline rule. And if one
sees a network offering access on conpensatory terns, even

t hough sone conpl ai nants nmay not be able to pay those terns
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or may not wish to, according to the Ordover-WIllig theory
-- which Janusz nay want to repudiate as soon as |I'm
finished -- according to that theory, there's really no
anti-conpetitive practice or anti-conpetitive effect from
hol ding out for truly conpensatory terns.

So | think we have gone a | ong way towards sol ving
that conpl ex set of problenms with that |ine of work.

The other area that cones to ny mnd on the
subj ect network access has to do with the terns of access,
beyond nere price.

| think one of the nore chall engi ng exanpl es of
terms cones up in the bevy of antitrust concerns in the | ast
few years surrounding vertical mergers. On the subject of
the terns that others outside the vertical conbination have
i nposed on them by the vertically nerged conpany or by the
court or by an agency in their relationships to the
vertically nerged conpany after the fact of the nerger.

So A and B nerge, they're vertically related. A
or B could be a network. In sonme of these exanples they
certainly are. And there's a worry that FirmC, which is
not integrated, in dealing with the integrated Firm A-B,
wi || sonmehow convey through dealing with A-B conpetitively
sensitive information that, say, FirmA, or Division A can
use gainfully later in sone additional market activity in a

fashi on that inpedes conpetition.
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There's a pharmaceuti cal manufacturer and a
di stributor of pharnaceuticals, they nerge; another
pharmaceuti cal manufacturer is bidding to the distribution
armof the vertically integrated conpany. The concern is
that, through that bidding for the business, information is
conveyed that softens conpetition between the two
pharmaceutical s manufacturers in their bidding activity
later to a different distributor, would be in our typical
exanpl e.

O two electronics firnms and they are selling
systens to an aircraft manufacturer, one m ght worry about
the informati on being reveal ed after the nerger that,
before, would not have been avail able and that revel ati on of
information [ater harm ng conpetition, harm ng consuner
interests in sonme fashion.

| assune everyone in this roomis sensitized to
that kind of issue froma nunber of interesting cases in the
| ast few years.

So the terns on which the information is nade
available to the firmis one exanple, nore generally, of the
terms of vertical relationships; and this is a particularly
interesting and chal | engi ng one to ne.

| think we all have sone instinct that suggests
that if that information fromthe outside bidder is

reveal ed, then it mght, in fact, influence the way
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conpetition proceeds in that and ot her markets; and there's
certainly the possibility that the influence would be a
negati ve one fromthe point of view of the public interest.

| put a graduate student to work on this over the

| ast few years. He's on the job narket now if anyone's

| ooking for a brilliant young man doi ng econom cs. He has
proven, in a confessedly, narrow nodel -- these are hard
i ssues even for gifted young nodelers -- oversinplified in

many ways. But he cane up with a fairly stunning concl usion
fromthe point of view of antitrust enforcenent.

H s conclusion -- and it conmes out of the
mat hemati cal econom cs nodel -- is, first of all, that the
nmerger that raises the kinds of concerns that | was just
alluding to, the nerger itself is a good thing for
cConsuners.

Second of all, the possibility of an information
wal |, after the merger, shielding the upstreampart of the

merged conpany frominformation about the prowess of sone

out si de bi dder, such an information wall is sonething that
shoul d not, at all, be inposed on the firm And, in fact,
to the extent that such a wall, if privately nounted woul d

not be credible or would be full of holes, ultimately inures
to consuner benefit, not to consunmer harm
It's actually a good thing to keep the information

out of one another's hands. |It's pro-consuner for there to
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be no wall and certainly no wall inposed fromthe outside.

Now, | say that in this roomto this audience with
the full respect of what you have all been trying to do, no
matter what the defense econom sts have said fromtine to
time. But, nevertheless, this is certainly a challenging
area; and | think it's fair to say that econom c theory has,
in no way, closed its book on the area. And ny student's
work, while stinulating, is certainly not the final answer.
It's a very sinple nodel. And who knows what Steve coul d do
it if he were on the other side of sone such issue.

What this teaches ne, though, is yet another
i nstance of respect for the difficulty of figuring out the
full effect of vertical practices.

| gave a speech at Georgetown about a year and a
hal f ago back to back with Steve on the subject of our
i gnorance as econom sts in general of the enpirical
correlates of what facts to you use to help us reliable to
separate out vertical practices that are efficient,
pro-conpetitive, pro-consuner fromthose that are the
opposi te.

Especially in the context of practices that a
vertical merger mght or mght not nake possible in terns of
practicality and m ght or mght not stinulate in terns of
the incentives the nerger would create.

And this conmes back, | think, in the network
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context even nore strongly than in other context. And that
is ny belief that we do not have a checklist of enpirical
facts to go after as antitrust investigators to teach us
reliably whether or not a practice is good or bad and
whet her or not a nerge that makes the practice possible and
predictable is a good or bad thing.

So a process comment, if I mght put on this
record, is ny suggestion, or mny proposal, or ny desire, nost
personally, that as a continuation or an afterward to this
process of hearings that the FTC, either alone or together
with Justice, in cooperation wth the Bar and in cooperation
W th academ a, undertake a process of organized thinking
about vertical practices and about vertical nergers that
make those practices possible and maybe stinmulate themto
drive toward a better understanding, with all sides
represented, to an understanding of what facts really are
critical for reaching good antitrust concl usions.

And this is beyond networks, but networks woul d
certainly be an elenment of the checklist of factors that
woul d be pushing us one way or the other in comng to a
j udgnment about those practices.

| think conpanies certainly ought to be involved,
per haps through | earned counsel, who, if they have nothing
better to do, could certainly be spending lots of tines

gainfully for participants, are bringing sone facts or sone
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busi ness stories fromeither their own experience or from
their clients' experience to the table as a formof data for
t hose who prefer to take a nore theoretical approach to work
over; but also how great to have the talent, which is just
amazingly well stocked in Washington right now, on both the
econom cs and the legal side in the antitrust comunity,
have that talent going to work in a rather organized way on
t hese nost inportant questions of antitrust enforcenent.

Not hi ng coul d pl ease ne nore than to be sone snal
part of that and to see you fol ks undertaking it with sone
real energy.

So let nme close on that thought, and thank you for
the opportunity to say these things to you.

And t hank you.

CHAI RVAN PI TOFSKY:  Thank you. As soneone who has
managed to change the antitrust world through the witing of
guidelines, it's encouraging that you think another process
i ke that woul d be useful.

MR WLLIG | didn't want to call them
gui del i nes, though.

CHAI RVAN PI TOFSKY: Let's see, we have one nore
speaker and then Professor Ordover gets to coment.

Qur third speaker is Tom Rosch who we al ready
introduced for the record earlier today but who will address

some of these vertical questions.
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Tom

MR. ROSCH. M. Chairnman, once again, thank you.
And, once again, |I'mcowed by the world class econom sts
t hat you have assenbl ed here; so, frankly, I'mnot going to
touch nost of what Steve said or Bobby said with a 10-foot
pol e.

And I'd Iike to conme at this, again, fromthe
standpoint of an antitrust practitioner and also for how t he
courts are likely to view these matter.

Muse a little bit, if I nmay, about that because,
to a very large extent, | think that infornms both the
Commi ssion and its staff as to howits prosecutori al
di scretion ought to be exercised. Again, 1'd like to cone
becone to that.

One thing | want to pick up that Bobby said is
that, in |large neasure, the issues posed by vertical

networks are the sanme kinds of issues that are posed by

other forms of vertical restriction. |In fact, I'd go one
step further and say, frankly, | do not see any difference
at all.

As Bobby said, if one has a cl ose working
relati onship with sonebody upstream or downstream the sane
sort of risks of information disclosure exist as exist in
net wor ks.

The sane sort of market foreclosure potential
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exi sts in networks that exist when you' re tal ki ng about
excl usi ve dealing arrangenents, packaged pricing
arrangenents, and even nost favored nation clauses. As |
see it, it's the sane thing.

What catches ny attention -- |I'mgoing to,
incidentally, conpletely depart fromthe paper here because
I"'msure that's available if you want to read it. |'d just
li ke to nuse about sone other things.

First of all, what catches ny attention is the
anomal y between the Suprene Court case |aw on vertica
nmergers, on the one hand, and the Suprene Court case |aw on
other forms of vertical restrictions and, nore particularly,
the nore recent Court of Appeals case | aw on vertica
restrictions. They are totally different.

The case law on vertical restrictions is basically

Brown Shoe and Ford Motor. And virtually any kind of

vertical joint venture or nerger that | know of today would

probably viol ate Brown Shoe and Ford Mdtor, that the anpunt

of foreclosure in those markets was de mnims: 5 percent
in one | think and 3 percent in the other.

Contrast that with Tanpa El ectric, which sees

efficiencies -- or at least the possibility of efficiencies
and excl usive dealing arrangenent -- and in the recent Court
of Appeals law, the "Barry Wight case in the First Crcuit,

Rowl and Machinery in the Seventh Crcuit, U.S. Healthcare in
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the First, and Barr v. Abbot Laboratories in the Third, al

by very distingui shed judges, Justice Briar in Barry Wight,

Judge Posner in Row and, and Judge Boudine in U.S.

Heal t hcar e

And they're all taking a very, very hard | ook at
cl ai mrs about market foreclosure. And for the nost part,
they are all stressing that it has to be foreclosure, not of
a conpetitor, but of conpetition. Every single one of them
IS saying that.

They are stressing that the foreclosure has to be
enduring. Both Judge Boudi ne and Judge Posner set up,
essentially, a presunption in favor of vertical
arrangenents, conpletely exclusive arrangenents which | ast
for less then a year.

Barr v. Abbot Laboratories blessed a package

pricing arrangenment which it anal ogi zed to an excl usive
deal i ng arrangenent where the party had 50 percent of the
mar ket, but it did so because the exclusive dealing
arrangenents only covered 15 percent of the market so that
the rest of it was contestable.

Now t hose are very, very different views fromthe
ol d Suprene Court cases. And so | think the first lesson to
be learned is that, quite frankly, the vertical nerger |aw
is arelic of a bygone era. It's arelic of the era that

produced Standard G| in the Supreme Court, one in which the
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Suprene Court was sinply, generally hostile to vertical
arrangenent restrictions generally.

And | think today that any exercise of
prosecutorial discretion has to take into account this
nodern trend, this nodern case | aw that recogni zes that
vertical arrangenments are, nunber one, efficient; and,
nunmber, two is very skeptical about clainms of market
forecl osure.

Now that brings nme to the four-step process with
respect to vertical nergers or vertical networks, if you
will, that | think is kind of byproduct of that |aw

St ep nunber one, again, is focus on efficiency for
t he sane reasons that we discussed this norning. The only
difference is that | think that the absence of efficiencies
doesn't have quite the weight that it has in the horizontal
cont ext .

As best | can determne, there really is no per se
rul e that operates any nore in the vertical context. So |
just don't see that the absence of efficiencies can have the
effect of ending the inquiry.

Step two is that if there are efficiencies and
especially if they look like they are real and substantial,
there should be a presunption in favor of the transaction.

Now | woul d suggest that that's especially

i nportant here. Wth respect -- and | do nean this -- |
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respect what Steve has witten. | think it's
extraordinarily powerful and interesting. But the fact of
the matter, | think, is that in |arge neasure and in many
settings it is theory. And the flip side of Kodak is that
econom c theory, to be sure, doesn't trunp facts in order to
produce antitrust defenses; but neither does econom c theory
trunp facts in terns of presenting a case.

And I"'minclined to think that in many settings,
at least, theories of foreclosure sinply do not take account
of the counterneasures that are available to conpetitors,
particularly in this fast-noving world or with other factors
whi ch produce the sanme kind of results.

Let nme just touch on a couple of exanples. In the
case of package pricing arrangenents, which are one of the
threats that can occur from Steve's chart up there, where
the joint venturers, by virtue of having -- the input joint
venture, by virtue of having available to it a broad variety
of products, can nmake those products avail able on a package
basi s.

Wher eas one other -- there may be no ot her
conpetitor in the market that can nmake those products
avai lable itself. Should that be thought to be a viable
formof market foreclosure with respect to the conpetitor
that doesn't have the ability to produce those products

itself? The answer, at |east fromthe package pricing case
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|aw -- the nost recent package pricing case law -- is, no,
t hose fol ks have counterneasures available to them they can
marry ot her people who have those products avail able or
create new entry; and thereby create the sane array of
products.

It seens to nme that the burden is going to have to
be, on whoever is attacking the transaction, denonstrate
that that is not feasible.

Simlarly, if I could take a jab at the nost
favored nation cases and decrees, to be perfectly honest,
it's not clear to ne how nost favored nation cl auses, even
in the nost concentrated markets, produce nuch results that
are nmuch different from what the Robi nson-Pat man Act does.

Essentially it inposes on the industry uniform
pricing, if at |east the Robinson-Patman Act is being
enf or ced.

The I ong and the short of it is that, again,

t hi nk where you have efficiencies present, you ought to | ook
| ong and hard about whether or not the foreclosure clains
really are viable.

Step nunber three, the presunption, however, is
rebuttal. |If the phenonena that Steve has tal ked about
exists, then I think that, under those circunstances,
structural relief is appropriate.

Step nunmber four is that that high presunption
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need not necessarily extend to practices which may occur in
the course of the vertical joint venture.

" m | ooking forward eagerly to hearing what
Bobby's col | eague produces with respect to this study about
sharing of information. But unless and until there's sone
pretty good research on that point, |'ve got to say that |

thi nk that what the Comm ssion did in Martin Marietta was

probably appropri ate.
| also think that there are circunstances in which
it is appropriate for the Comm ssion to do what it did in

Silicon Graphics and Lilly, which is essentially to require

t he upstream input conpetitor to provide products on the
sanme terns to outsiders that it's providing to its
downstream affiliate.

| would add this, though: There is a danger in
that kind of a decree to, essentially, working the sane
result that you get with a nost favored nation clause; that
is to say, you disincentivize the supplier from supplying
its own buyer, if you will, at any prices which are any
| ower than it has to provided themfor the rest of the
market. And if the rest of the market is -- in other words,
if it's going to have to sacrifice enough by servicing the
rest of the market by a discount, it's not going to discount
to anybody. So | think there is that danger.

But having said that, | think carefully, crafted,
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practi ced consent decrees, which do not inpinge ont the
efficiencies involved, are perfectly appropriate.

But et me say one final thing, and then | wll
stop. | wonder, quick frankly, why those practices decrees
need be inposed at the threshol d.

The agencies don't need to obtain consent decrees
at the time that a vertical network is established in order
to preserve the option to attack anti-conpetitive practice
if, as, and when they occur.

And | think there's a danger to a hair trigger
approach. | think in nost circunstances, it's better to
wait and see. There is sinply too nuch uncertainty, in nost
circunstances, | would suggest, as to whether the practices
wi |l occur; what their affect on conpetition, not just
conpetitors, wll be, if they do occur; and, for that
matter, what the effect of the decree m ght be on either
efficiencies or conpetition.

Thank you.

CHAI RMAN PI TOFSKY:  Once again, thank you for
enlightening us on these issues. | agree with Bobby, these
are the toughest issues of those that we have been tal ki ng
about in the |ast two days.

Jon, would you like to start off?

MR. BAKER: | have a question that Janusz could

just as well answer it
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CHAI RVAN PI TOFSKY:  Wiat's that?

MR. BAKER. | said | have a question.

CHAI RVAN PI TOFSKY: Al right.

MR. BAKER: Would that be all right?

Ckay. | just want to say first that | amthrilled
to sit at the table with so many of ny nentors. | was
Speci al Assistant to both Bobby and Janusz when they were

Deputy Assistant Attorney General in the Justice Departnent;

and Steve has been ny nmentor in so many things -- even
t hough never quite formally -- that | have to count him as
wel | .

But it does distress ne, though, when coll eagues |
respect so nuch don't perfectly agree. But now that |'ve
turned 40, | suppose | have to think for nyself. So | wll
ask ny question.

As | understand the state of play on one of the
i ssues that's under discussion here, that Steve has
hi ghli ghted that the potential for exclusionary market power
frominput joint ventures in network industries and
ot herwi se; and Bobby says, well, yes, in principle, but you
can't practically remedy it or, in any event, don't worry so
| ong as the joint venture uses the conpensatory pricing rule
to price to everybody.

And ny question is really about that. And Janusz

or Bobby coul d answer it because it's about the conpensatory
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pricing rule, which is: How does the conpensatory pricing
rule work to solve all of our problens here if the joint
venture i s exercising market power so that the access price
it's charging its nenbers is distorted froma what a
conpetitive joint venture would charge?

Does it really get to the right answer there? And
why?

MR. ORDOVER: | am supposed to conment on the two
of you. You go first.

MR. WLLIG The question of what is the baseline
| evel of opportunity cost or ternms or prices on which these
efficient conponents, prices, or efficient access prices
shoul d be based is a big subject.

And Janusz and | were just finishing up a |ong
paper on the subject, and there's a risk of saying it too
sinply here to cover all the different cases that actually
m ght ari se.

The sinpl est exanpl e whi ch goes back to our
original and fornulation and is heavy on ny m nd because
it's the other part of the "terns" discussion that | didn't
get to in these vertical nerger situations, comes about
where the anti-conpetitive harm as threatened, is outside
the main line of the vertical action between the network and
its possible affiliates, what | like to call non-coincident

mar ket effect.
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And, Steve, | think it's covered anong one of your
antitrust --

MR, SALOP: Ancillary.

MR WLLIG -- and | would like -- ancillary
market? |Is that what you call it?

So here's a part conpany, and the part conpany is
selling sone special parts to an autonobil e manufacturer;
and there could be network in here sone place; but it's al
t he sane thing.

And the parts conpany sells these wonderful parts
to the car conpany and refuses to sell the parts to sone
ot her conpeting autonobil e conpany.

And the foreclosure issue arises, the exclusivity
I Ssue ari ses.

And the question is: \What are we trying to do if
we consider forcing the parts conpany to sell its parts to a
di fferent conpeting autonobile nmaker? Which market are we
trying to save fromanti-conpetitive harnf

My view of that situation is that it's very
dangerous, as a matter of policy, to try to save conpetition
in the market in which the autonobile manufacturer that is
affiliated wwth the parts conpany, and the other autonobile
manuf acturer. The direct market in which the two of them
conpete is a dangerous one to try to save fromthese

exclusive relationships wth the parts conpany.
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And the reason for that is that the relationship
bet ween the parts conpany and the first car conpany nmay very
well, and is likely to be, an efficient relationship which
hel ps that car conpany to nmake better cars and offer them at
| oner price by solving all the usual vertical relations
probl ens that would otherwise afflict a relationship with an
i nportant parts conpany.

So their exclusive relationship my very well be
-- and actually | think predictably is pro-consuner. An
unfortunate, perhaps, side effect of that is the other car
conpany can't get these very nice parts; but if we try to
force the parts conpany to sell parts to the other car
conpany for the sake of conpetition in the car market, you
may very well be harm ng consuners for that reason

So that's the coincident market effect. And it's
one that scares the life out of ne when it comes to an
aggressive antitrust stance for saving.

What |'m nuch nore confortable about is the case
where the foreclosure of the other conpany fromgetting the
parts is influencing a non-coincident market. Maybe there's
anot her market for downstream products -- call it the truck
mar ket -- and what's really going on s that the other -- the
out si de aut onobi | e manufacturer is being harned, being
weakened, it its ability to conpete in the non-coincident

truck market. And maybe that's a market that's very thin.
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Maybe there's only two possible players, the original car
conpany and this other car conpany so that the weakening of
the outside car conpany and its ability to conpete in the
truck market actually, substantially di mnishes conpetition
in the truck market.

Now, enter the efficient conponent pricing rule or
access pricing. | could inmagine thinking about inposing on
the parts conpany the obligation to sell parts to the other
aut onobi | e conpany for the purpose of saving conpetition in
the truck market, not conpetition in the auto market.

Question: Wsat's an appropriate price for the
parts under those circunstances?

And ny answer is -- and this cones out of Janusz
and ny work. The answer would be: Think about what the
| ost profits would be to the conbine parts conpany and
aut onobi | e conpany fromselling these very special parts to
t he outside car conpany.

Well, on a one-for-one basis -- to make life very
sinple -- suppose that every parts that goes to the outside
car conpany threatens to, and may actually, divert the sale
of one car fromthe car conpany with the special
relationship to the parts conpany.

Then the conpensatory price to the outside car
conpany woul d be the cost of the part plus the lost profits

to the vertically integrated conmbine fromthe diverted sale
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of the car that the outside conpany achi eves at the expense
of the original car conpany.

And now you woul d say, quite properly: But
doesn't that involve market power? 1Isn't that price a price
that includes sonme sort of profit fromthe sane of cars into
the car market? And ny answer is: It ny very well; but the
aimhere is not to i npose sone new, pseudo conpetition into
the car market. The aimis to accept that market as we find
it, because we have got no practices that particularly seem
of fensive to that conpetition.

Rat her, we're out to save the market that we
allege is being | evered into nonopolization off of the power
in the car market; and we are doing that by enabling the
outside firmto have access to these special parts on prices
that are truly conpensatory with respect to the functioning
aut onobi | e mar ket .

So in that circunstances, | understand a sinple
answer and it's one that we've worked out. In other
circunstances -- and there's a lot of themthat Janusz and |
have been recently working out -- the answers depend upon
what the policy purpose of the forced access is. And every
time you articulate the purpose fairly directly conmes out a
cl ear view of what the right price ought to be.

But | think this case that | just articulated is

the trickiest one, and it's the original one that we worked
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on.

M5. DeSANTI: Janusz, would you like an
opportunity at this point to conment on your friends
positions?

MR. ORDOVER: Let ne just say a couple of words.

See, the reason I'mhere is | am probably the only

person in the world that wote papers both with Bobby and
St eve.

But | would like to pick up on the point that
Jonat han rai sed because it really goes to the heart of the
conpensatory pricing approach that Bobby and | have been
wor ki ng on now for about 15 years, w th breaks.

And we shoul d be grateful for Steve because he
actually paid for the first paper that we wote on the

subj ect when he was at the FTC

MR. SALOP: | didn't pay.

MR. ORDOVER: Ch, you didn't pay.

MR. BAKER: The taxpayers paid.

MR. ORDOVER: The taxpayers paid at Steve's

suggesti on.

MR. BAKER. And we want our noney back.

MR. ORDOVER: You're getting it in spades.

Well, the point, |I think, that enmerges is that I
don't think either Bobby or | clainmed that one can give a

very clear answer to what the conpensatory price can be or
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how it should be calculated in every conceivabl e scenario.
And, indeed, we have been working our way through a whole

[itany of those. And in every case, additional issues

ari se.

But what -- | don't really want to tal k about the
conpensatory pricing rule. | really wanted to say that the
sane problemreally arises in Steve Salop's context -- in

the context of his analysis. Precisely the sane issue cones
up in spades. Because now Steve teaches us -- he's been
trying to teach me, but | can never understand it -- that we
shoul d be worrying about exclusionary market power, that
there is a market power that prevents price fromfalling.

Now that's a good point. | think we all Iike
prices to fall. But you know you inmedi ately have to
realize that whether or not the price is going to fall as a
result of a new entrant comng into a network joint venture
very nmuch depends on the terns of which that new entrant is
adm tt ed.

And if that entrant is admtted on the
conpensatory pricing ternms, that, indeed, that entrant is
going to cause the price, potentially, to fall while
conpensating the existing participant in a joint venture,
preci sely because that new entrant is nore efficient to at
| east sonme of the people who are in the JV to begin wth.

So one cannot say a priori, | don't think, whether
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or not a particular entrant is going to be the one who is
going to cause the prices to fall. Everybody is going to
cause prices to fall if they don't have to pay for the
i nput .

MR, SALOP: | don't assune he doesn't pay for the
input. | assunme he pays the sane price everybody el se does.

MR, ORDOVER: WAit. You can respond. There was a
pregnant pause. That was not the end of ny statenent.

MR. SALOP: | was just trying to help you al ong.

MS. DeSANTI: It was a rhetorical pause.

MR. ORDOVER: No, you're not hel ping ne al ong.

So the point I"'mmaking is | think both the |ens
t hrough whi ch Bobby and | have been view ng sone of these
i ssues and the I ens through which Steve is viewing the issue
is not, in many ways, that distinct. Because it all brings
us back to the question on the terns of access.

And once these terns of access are specified and
the, not only price, but other features, too -- it may be a
quality of interconnection, all the other issues that |
raised briefly in the norning -- they're all going to
determ ne whether or not, in fact, the exclusion of that
entrant has the anti-conpetitive effect of preventing price
fromfalling or not.

| just went through the horror of the Kodak case,

which we lost to the jury in San Francisco. And now the
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i ssue conmes up of what are the prices for the parts that
this horrible nonopolist Kodak -- who has 20 percent of
mar kets for copiers and 3 percent of some m crographic
markets -- will have to charge to the independent service
or gani zati on.

And | put in an affidavit saying that they should
charge prices that are equal to about 20 tines what they are
chargi ng thensel ves, given the margins which they are
earning in their service operation.

O course, everybody's going to go berserk once
they read what | said; but if that's what the margins are,
that's what you're supposed to be allowed to pick up from
pricing the parts.

Qobviously, the 1SO s are going to be rendered
poorly conpetitive vis-a-vis Kodak under this pricing
scenario. And | have no doubt they are going to be asking
for different access terns than the ones that | have
suggest ed.

And the sane problemis going to cone up in
Steve's diagram Every tinme there's going to be a request
for entry, there's going to be a statenent nade: |'m going
to bring prices domm. O course |I'mgoing to bring prices
down if you let ne cone in at preferential terns. But
there's absolutely no reason why preferential ternms should

be given, terns that are anything but conpensatory to the
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menbers of the joint venture.

And | think that once we begin to join these two
approaches, perhaps the kind of work that Bobby has been
suggesting for us will result in a coherent -- set of
consi stent and coherent set of answer as to how and when to
price -- to force access to a network joint venture or any
joint venture that access is required.

MR. BAKER: Let ne interject. Your Kodak exanple
remnds nme. | think there's a useful clarifying coment |
coul d make here for the record, which is this discussion of
the conpensatory pricing rule sounds like it's techni cal
arcana. But it's actually really of the essence of what the
concern is here, because what you're, in effect, saying when
you say Kodak ought to be entitled to charge a really high
price is that the efficiencies of the joint venture
operation would be destroyed by the forcing the access in at
a lower price than this |evel.

And it's really a way of calibrating the
di fference between -- calibration where exclusion is in the
service of efficient conduct and in the service of exercise
of market power, which is the very problemwe're trying to
sol ve here to understood what the pricing rule is.

So | just thought that would be useful to put on
the record

MS. DeSANTI: Go ahead, Steve.
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MR. SALOP: I'mreally very confused. | nean,
it's -- ny understanding is Bobby is now sayi ng we should
wite Vertical Merger Cuidelines.

MR WLLIG Realizing that we can.

MR SALOP: But let outsiders in this tine.

MR. BAKER: And he volunteered to help, as recall.

MR. SALOP: Yeah, | think you volunteered to be on
the commttee.

And Janusz said he never understood this paper we
wote anyway.

| agree that the access price is key to this. And
the way | thought to handle it is that, in the case of the
applicants to new joint venture, that they would pay the

same price as all the other new nenbers. Okay?

| nmean, that -- the cases that |'ve seen are
typically ones -- you know, it's not a closed joint venture
that's being asked to open up. | think that's a tough

guestion. But there are |lots of other cases in which the
joint ventures open, it runs as a non-profit, and it let's
people in on certain terns; and then one guys cones in and
they say to that applicant, you can't come. Ckay? You
can't cone in at the price we charge everybody el se.

And so, there, there is a price. It's not a
matter of price setting. No doubt that's not the

conpensatory price because it was a non-profit. But that
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woul d be the price on which I propose you let the person in
on.

Wth respect to Kodak, how does this play with
Kodak, well, | nean whenever you nandate access for a
single-firmnonopoly, there's this problem Usually we say,
you' re a nonopolist; you can charge whatever price you're
al | oned.

Now, for some reason your nonopolist was told he
had to give access. And to the extent that you need to cone
up with the right price, it would seemto ne the obvious
first step on the price wowuld be to | et Kodak charge
what ever they charge the self-servicers.

It's not as if Kodak's not selling those parts to
anyone. They are selling the parts to |lots of other people.
And why not that price?

MR. ORDOVER: | have an answer. Can | give an
answer why not? | that's a very sinple answer, that even |
can under st and.

And that is that the reason Kodak is selling parts
to self-servicers is because if they don't sell parts to the
self-servicers, they will go to Xerox. They wll not go to
the SO to service their machine.

MR, SALOP: Can | answer?

MR. ORDOVER: Just one second.

And, therefore, the conpensatory price and
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therefore the context of the transaction is quite distinct.

| can let ny kid drive nmy car for free. |
certainly would not let nmy drunken friend drive ny car for
free.

So there are two different issues. There is the
self-servicers that, if | don't sell, | lose all the margin
on; and there are the 1SCs, that if I sell, they take ny
mar gi n away.

| think even sinple-mnded econom cs woul d teach
us that these transactions are so distinct as to provide no
gui dance to anything that is at all rational, because what
it my call for is closing down of the self-service market.
| said if I have to sell -- there are 15 people who service
t heir own Kodak equi pnment.

If | were to use these prices to service dozens
and t housands upon thousands of Kodak nmachines, |'d rather
shut down the self-service.

Is that a social gain? | think it's a social
| oss.

So clearly, the conpensatory pricing rule, as
Bobby enunciated it, clearly and succinctly, provides just
the right way to go through the analysis.

Look at what is being diverted and reflect that in
t he access charge. Very sinple.

MR. ROSCH  Well, another possibility, though,
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woul d be sinply to charge the 1 SCs the sane prices you
charge the self-servicers, but you increase the price to the
sel f-servicers to the nonopoly price.

And then who are you hel pi ng?
MR, SALOP: Well, let ne -- | take it you al so

wor ked for Kodak?

MR ROSCH: No. I'mjust trying -- actually what
| --

MR. SALOP: |'mjust kidding.

Okay. Look, | understand why Kodak woul dn't want
to charge that price. Gkay? | nean, the conpensatory price
is, after all, kind of their mninumreservation price.

But the thing is that, very often you all ow
uni nfornmed buyers to get the benefit, if you wll, free ride
on the infornmed buyers and get the low price. And that's
what |'m proposing that you do in the case of the parts
price.

Kodak is not a nonopolist with respect to the
self-servicers. They are a nonopolist with respect to the
I SCs. And so you let the I SOs get the sane price as the
sel f-servicers.

Now, yes, Kodak may raise the price to the
self-servicers. But as | understand what Janusz said, Kodak
woul dn't have the clout to raise the price to the

sel f-servicers, because they would be afraid they'd | ose al
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of that equi pment business.

And so there's no reason to think that Kodak woul d
destroy that narket.

MR. BAKER. We need to get the self-servicers out
of the exanple in order to nake Steve's point a little nore
clear -- or question a little | ess | oaded.

Suppose Kodak was only able to do its servicing
east of the M ssissippi but allowed | SCs west of the
M ssi ssippi to have access to its parts? Then what woul d be
wong wth requiring Kodak to sell to I SCs east of the
M ssissippi where it's doing its own service at the sane
terms at which it's selling west of the M ssissippi?

s that a --

MR WLLIG That's a terrible exanple, Jon.

Who knows why they're doing it differently in the
east and the west, and you're going to have to put that in
and deal with it before you can cone up with too glib an
answer .

SALOP: Wl |, suppose --
WLLIG It's ny floor.

2 33

BAKER: History

MR WLLIG | think this discussion actually
hi ghlights the necessity of paying attention to what the
coercion here is trying to do in the way of solving a market

power probl em
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And we, to discuss this intelligently and courts,
when they're applying these ideas, to save the public
interest, need to be very, very clear about what is the
of fense and what is the relevant market in which that
offense is alleged to be harm ng conpetition.

The way | articulated ny exanple, it was very
clear in that way. And let ne just remind you of it. There
the harmwas alleged to be to conpetition in the truck
market. And so the opportunity costs in the car market was
a perfectly appropriate baseline for saving conpetition in
the truck market.

The reason the discussion so far of the Kodak case
here, and maybe el sewhere, is so painfully confusing is that
no one is being clear in this discussion about what's the
mar ket in which conpetition is being saved by the coercion
to Kodak on parts pricing?

So if you could start there, | think maybe the
guestion woul d answer itself thereafter.

M5. DeSANTI: [|I'mwondering if we can actually
nove to a different topic, briefly? I'msure we'll get back
to terns of access.

But | wanted to ask you, Tom-- | didn't have a
chance this norning; sorry | mssed part of your testinony
-- just a few questions about your focus on efficiencies.

Because it seens to nme that it sounds very easy the way that
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you've put it; but I"mnot sure that it always is. And,
obvi ously, the results woul d depend a great deal on what
courts or antitrust enforcers consider to be efficiencies
and what they didn't consider to be efficiencies.

And | would just like to probe -- there's another
part of your paper that tal ks about the efficiencies needing
to be substantial. And I'd just like to try probing with a
few exanpl es -- and maybe others can think of better ones as
we go along -- to see sort of what passes the laugh test in
your | exicon of efficiencies.

Just one exanple, suppose you a small rural town,
the nearest down is 50 mles away -- sort of |ike the town
that | grewup in -- and there are only three garages that
repair cars in town and they get together and there's no
financial integration but they all agree that they're going
to hire one answering service and, you call that answering
service, and they're going to rotate who's going to be
avai | abl e to service your car, depending on when you have an
emer gency during the night.

s that sufficient? |Is that enough that we should
then apply a presunption that this is a | egal arrangenment?

MR. ROSCH Well, I'"myou sure exactly -- you've
got two joint arrangenents there. One is the hiring of the
answering service, which is obviously an efficiency | think.

You have a cost saving in that respect.
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But you build into it a nmarket allocation, however
-- at least a custoner allocation schene, if you wll; and |
can conceive of a circunstance in which that m ght be an
efficiency.

For exanple, it mght be an efficiency if demand
for these services was far |less than supply so that you have
a trenendous deficit between the avail able supply and
avai | abl e demand.

Under those circunstances, it may well be that one
of those buildings, if you will, could be used in a nore
optimal fashion if there were sone sort of allocation
nmet hod.

So | wouldn't wite that off all together.

Does that pass the laugh test? No, |I'd at |east
want to hear about it.

On the other hand, we do have rul es agai nst
hori zontal custoner allocation; so | would think that 1'd be
pretty skeptical about it.

M5. DeSANTI: And what kind of evidence would you
want to see that would tell you about demand and supply and
whet her you' d go beyond?

MR. ROSCH  Well, frankly, the exanple you give is
one that we see a ot of today in the hospital context,
where you have small comunities that have three hospitals,

and you have |l arge communities that are 50 mles away and
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two of themare nmerging, two of the three are nerging; and
one of the reasons they're nerging i s because the demand for
hospitality services in that community is far |ess than what
capacity is.

s there less conpetition after that? Yes.

Does it violate the Merger Cuidelines? Yes.
Probably. Unless you conjure up, as in Dubugue, sone kind
of a hospital market that includes the bigger city.

But the fact of the matter is that there is a
tremendous anount of over-capacity. That's an inefficiency.
And it may well be that that other facility can be used in a
hi gher and nore appropriate use in the comunity.

| wouldn't just wite that off, no.

M5. DeSANTI: How would you do the bal anci ng?

You wouldn't wite it off, and then you go farther
down the road in the anal ysis.

MR. ROSCH  Susan, what | would do is | would
allow the efficiency to trunp whenever there is enough
conpetition left that there was sone prospect that the
efficiencies would be shared with consuners.

And it seens to nme that that can be the case even
in a market where there's just one other conpetitor left.

M5. DeSANTI: Thank you.

MR. COHEN: | have got a couple of rel ated

questions, one of which | direct to Professor Sal op and the
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other to the panel as a whole.

" mwondering if you could try to sunmmarize for
us, or highlight for us, any aspects of your anal ysis which
are affected significantly by the presence of network
externalities. Howthat fits in, it at all.

And for the panel as a whole, very nuch rel ated,
Her bert Hovenkanp has given us sone testinony in which he
suggests that exclusion froma network joint venture is
different fromexclusion froma traditional joint venture in
that costs clinb as the nunber of network nenbers increases
so that exclusions of a network joint venture is tantanount
to exclusion from sizeable portion of the market.

And | wonder if you would |ike to comrent on
whet her you regard this as significant

M5. VALENTINE: And that's probably in a
hori zontal context that he was thinking of. But you could
apply it in either place.

And that will bring us back to your initial point,
which I''mnot sure we ever really answered, which is the
role of all those econom es of scale, which can be demand or
supply side.

MR, SALOP: Ckay. Were | think the -- well, I'm
not sure whether | would count this as two or three things
that are special about networks.

First is that where you have a network there's
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often barriers to entry upstream So you're less likely to
have the rival input suppliers as a viable and equally
ef ficient source, because of the natural nonopoly of network
externality aspect.

The second -- | guess this is really the sane --
that it nakes it nore inportant that the applicants, who |
listed as a non-nenber -- get into the venture or get access
to the venture in order to conpete.

And then the second point is that where you have
network externalities, then the efficiency justification for
the exclusivity is weaker. You should be nore skeptical of
the efficiency rationale -- of the efficiency clains,
rat her, for excluding the guidelines.

So those two aspects.

MR BAKER. So if there's only one car, Janusz has
to take the drunk?

MR. SALOP: But he can charge an appropriate
i nsurance premn um

MR. BAKER | just wanted to clarify that.

MR. SALOP: You know, | nean, | don't think you
should et the applicant in on preferable terns. And, you
know, the applicant has to pay the risk-adjusted cost.

But | don't see why the applicant should have to
pay the nonopoly price for, you know, a non-profit joint

venture that's charging everybody el se margi nal cost.
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MR. COHEN: Anybody want to comment on the
Hovenkanp approach?

MR WLLIG | didn't read that paper, frankly;
but | heard what you said, though.

| think you' re right that where the aspect of
network creates overwhelmngly inportant scal e econom es,
that that's a route to an issue which conmes up in a variety
ot her ways as well, but m ght be, conceivably, nore likely
to arise in the context of a network industry.

Unl ess the circunstance where forecl osure or
exclusivity or tying or bundling or any one of those nmany
practices mght be especially likely to weaken a conpetitor
who is being allegedly denied access to sone major part of
the market, a nmarket in which scale econom es, by
assunption, are very inportant that m ght weaken the ability
of that conpetitor to function well in the market where
we' re concerned about market power being el evated by the
this forecl osure.

So I'd worry about the rest of the market. It's
relatively small because the network is big. And it's not
bi g enough, maybe, in some hypothetical for the excluded
conpetitor to achieve a good | evel of cost or a good |evel
of product quality or to lay off the R&D costs or the
acquisition of some product with a ot of fixed cost.

And so the excluded conpetitor is substantially
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weakened in a way that di m nishes conpetition outside the
domai n of the network. And that m ght becone the notivation
for the exclusion fromthe network, as well as the principal
effect.

And now we're back to sonething |ike ny truck and
car exanpl e because there, if we found, as a matter of
anal ysis, the network to be an essential facility for
conpetition in the part of the world outside of the network,
we wanted to force access to cure that problem it makes a
| ot of sense to apply the idea of access pricing in a way
t hat does permt conpensation of all costs, including
opportunity costs, fromw thin the network but not incl uding
t he nonopoly effect as part of the conpensatory price that
rises fromthe world outside the network.

It does fit, | think, in an interesting way.

Let nme try to answer the externality question a
different way. |It's a classic exanple.

| magi ne we're tal king about conpetition, open
openness of market, regulatory and conpetition rul es
involving a tel ephone network starting up in sone part of
the rest of the world where network externalities are al
i nportant because they've got 7 percent penetration of the
popul ation right now And it mght very well nake sense at
t hat stage of devel opnent of a tel ecom network to,

essentially, give away the instrunment, give away connection
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at a price that's well under anybody's view of physical
mar gi nal cost like it was said was done by sone observers in

our phone network in this country a long tine ago. You

m ght still do it, but it mght not be a good idea any nore.
But in sone underdevel oped country, it mght still be a fine
i dea.

Now, how is the network operator to cover those
costs which are not being covered directly by the pricing of
the nenbership in the network which confers all these

positive externalities?

Well, it mght be a good idea to, in essence,
overcharge or put the markup on network use -- |ike on |ong
di stance back in the good old days -- in sufficient anmounts

to recover the | oses on the access account.

That could be rational pricing if there's no other
way to get those costs covered. |If the Treasury is not
willing to cut in with some general noney or you don't have
t he power of taxation, that could be the only source of
noney to cover that deficit. And with those restrictions on
the structure, it mght be an efficient solution to the
network externality problem

Now, al ong cones anot her person who wants to sel
transport, |ong-di stance services. The MCl goes into an
under devel oped country and says: | need access to all of

your subscribers. Now, what's a fair price? Wat's an
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efficient price?

And this is an exanple where the externalities do
cone into play because, as a result of the externalities,
the I ong distance price has a hefty markup. It may be a
vol unme-sensitive sort of markup. And MCl had better be
asked, in ny exanple, to pay, on a conpensatory basis, those
same markups in order not to underm ne the pricing regine

which is inportant for the externalities and in order, also,

to make sure that the MCI of the exanple can prevail if it's
nore efficient and wll not prevail if it's not nore
efficient.

It's a good exanple of the way externalities can
affect what is the efficient conponent pricing and why this
is a framework that nmakes a | ot of sense for networks at
t hat stage of their devel opnent.

MR. SALOP: Could | ask a question? Because |
think it's a great exanple, and | think to kind of work on
-- | nmean, that's kind of the best exanple |I've heard of
t his.

Were | see the controversy is that, suppose that
the AT&T of Thailand is giving away the phones and the
efficient price for themto break even on | ong-di stance
service would be 50 cents a mnutes, whatever, in dollars,
not in whatever the currency is there. But suppose since

AT&T has got a | ong-di stance nonopoly, they don't charge 50
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cents; they charge $1.50.

Now, MCl cones along and | would agree that MC
shoul d have to conpensate AT&T for the phones that AT&T gave
away to get the network started. But | would think the
proper conpensatory price, the conpetitive conpensatory
price woul d be based on the 50-cent figure not on the $1.50
and that where the objection seens to be is, not that AT&T
get conpensated for what it put out, which is the 50 cents,
but rather it also gets to keep that dollar in nonopoly
over char ge.

MR WLLIG It could be. This discussionis a
great exanple of why the idea of what is an efficient price
for access depends upon the policy circunstance.

If this Thailand tel ephone nonopoly is regul ated
and if the regulators think they' re doing a good job of
regul ating prices but along cones the idea fromsone U S
consul tant, why don't you open up the conpetition also,
then the regulators m ght say, well, gee, Steve thinks $1.50
is too high but we just had a year's worth of proceedi ngs
saying that's right.

MR. SALOP: Suppose it's not regul at ed.

MR. WLLIG Then the question is whether the best
way to bust the nonopoly, which is no | onger thought to --

MR. SALOP: Suppose they gave AT&T the franchise

and said, get the thing started for us; and we're not going
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to regul ate what you charge for |long distance for now.

MR WLLIG Well, the inportant point here is
that, in your scenario, the decision would be made to, in
essence, reqgulate the | ong-distance price through nmechani sm
of the regulation of the access price, because the nonment
the regulators listen to you and say, |I'msorry, 50 cents is
the right access price, not a dollar, they are, indirectly,
but very forcefully, in essence, regulating the
| ong-di stance through the evenhanded nmechani sm of regul ating
t he access price.

Now, conceivably that's the best way to do it
under sone circunstances. But a nore natural inpulse m ght
be, if the regulators think pricing is out of line, then
regul ate the I ong-distance price directly and then infer the
correct access price fromwhat is the finding about the
correct |ong-distance price.

|"'mnot clear which is the better regul atory
architecture. And it's a mstake to forget that that is the
rel evant issue.

MR. BAKER: Woul d your have changed if the way
phone service evolved in Thailand was a bunch of guys tried
to start up nunbers and one of the themgot a little bit of
a |l ead and everyone tipped to it because that was the best
way to reach everyone else; and so, quickly, it got to be 70

percent or 80 percent penetration and nobody el se wanted to
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join the other phone, they didn't interconnect, so that
there was never any regulation? Wuld that affect the

answer here?

MR WLLIG Wll, still, the fundanental question
would be: Is this a society in a circunstance where -- can
sonebody quote judge Lazinski -- the fact of the dom nance

of the successful network is to be honored as the success of
an honest business enterprise and, therefore, not subject to
regul atory or even antitrust control; but where there is
some limtation on the ability of that operator to |ever

t hat nmonopoly power which was obtai ned through honest

foresi ght, business acunen, et cetera.

But the issue is: How do you lever that into a
different market? O is society looking to strip away the
consuner harm after the fact fromthat market power in the
first place.

MR. BAKER: |'m postul ating a natural nonopoly
that was all owed to becone one w thout regulation. And now
sonmeone wakes up to the fact that, yeah, it's sufficient to
have one; but they sure are charging a high price.

MR WLLIG And we want to regul ate.

MR. BAKER. And we want to regul ate.

And the way we want to regulate is to allow M
access.

MR. WLLIG Hu-hu-hu. No, no. Two separate
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t houghts. And it's very inportant to keep them separate.

Let's have a discussion in this country about
whet her we shoul d be regul ating the successful network
oper at or.

| f the conclusion of that discussion is, yes, we
shoul d, there's an enornously constricting natural nonopoly
there. It nmade enough noney for God's sake. W're not so
worried about chilling investnent for the next network
industry, let's really regul ate the son-of-a-gun. Fine.
That's the first answer.

Now begi ns a second di al ogue: What's the best way
to regulate this new natural nonopoly on the bl ock?

One way m ght entail access prices but no direct
regul ation of end user prices. That's a conceivable option
for this group to consider.

But another, | submt, nore natural option -- not
necessarily better but a nore natural option -- is to
regul ate the end user prices directly, and then perhaps back
out of those end user prices what m ght be a conpensatory,
correspondi ng access price for those who just want to the
junp in at that |evel.

MR. SALOP: Bobby, let nme ask a question in a
slight different way.

Suppose these regulators say the followng: |If

MCI conmes into I ong distance, then the next thing you know,
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they're going to be able to enter in the local |oops as well
-- whatever they would call that in Thail and.

MR WLLIG Wll, make up a nane, Steve.

MR. SALOP: Are you going to permt AT&T, in this
conpensatory price, to also charge MCI an even hi gher price
to account for the fact that they're going to |l ose their
| ocal 1 oop nonopoly if Ml cones in? |Is that also
conpensat ory?

MR WLLIG | don't think so.

MR. SALOP: Wy not ?

MR WLLIG Because in your exanple, that would
be anal ogous to ny trucking market, that what we're trying
to protect here with this regulatory apparatus is the
conpetition that we think mght occur in the, what you call,
"ancillary,” | call "non-coincidence" market.

In your exanple, that's the market for |oops. And
so any profit that the firmmght, on that theory, be hoping
to gather for itself through the creation or protection of
mar ket power in the ancillary market should definitely not
be in the efficient conmponent price.

MR. ORDOVER:. Can | just el aborate on that and
change the situation a little bit nore?

As opposed to having M, sonething comng in and
saying, | would Iike to rent a loop fromyou, and that, of

course, changes the calculus quite significantly, right?
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MR. SALOP: You can screw himon the | oop.

MR. ORDOVER: You can screw himon the | oop
because that's a diversion that is going to occur as a
result of entry, which may have inplications for the
| ong- di stance busi ness, obviously, as long as you are
pricing the route.

MR, SALOP: | think where the difference is, you
assune it's a legitimte nonopoly and so he's entitled to
t he nonopoly profits.

Whereas Jon and | start off with the exanples --
or we were trying to construct exanples in which there's no
reason to think it's a legitimte nonopoly who -- and that
deserved the profits.

So you split it when we do the downstream when we
do the -- you know, ny |ast hypothetical and you said
they're not entitled to the | oops, because there you're
saying, well, that's not a legitimte nonopoly. And | think

that's really where the action is on all of this.

M5. DeSANTI: | think we have one nore question.
MR. ANTALICS: Okay. | don't knowif it's an easy
one to answer. | don't want to generate a whole | ot nore.

But | was wondering maybe if sonebody coul d
explain it tone in lawer's terns or in layman's terns. In
t he conpensatory pricing setting, sonething strikes ne at

first when you say, well, you have to give themtheir | ost
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profits. M imrediate reaction is, well, if they're giving
themthe lost profits, how are consuners benefiting?

And maybe if you could explain to me how this
filters down to consuners and how they ultimately get | ower
prices or better services, that mght be hel pful.

MR, WLLIG Let ne go back to ny car and truck
exanple. If you were a | awer bringing that case, the case
I"mimgining you bringing is a |l everage case, that there is
a market power that's been created through innovation at the
parts level; and CarCo, which is an affiliate of PartCo has
a legitimte relationship wwth the part conpany, you're not
attacking any of that. But, instead, what you're attacking
is leverage of that market power in the parts and car
market, into an adjacent market, into the truck narket.
That's what you're attacking is the creation of new untoward
nmonopoly power in the truck market off the base of
| egiti mate market power through innovation at the parts
| evel .

So that's what you're attacking, the creation of
nmonopoly in the trucking market.

And so now | say, well, yeah, | nean, the
conpensatory price of those parts permts the same markup in
those parts that is earned in the legitimate car market
because of the superiority of those parts in the car market.

Those are legitimate profits. |If you want to use fairness
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ki nd of |anguage, they're efficient profits because they
result in an efficient entrepreneurial process.

What's not a good idea for custoners, consuners,
for antitrust is the |everage off of that honest power into
a separate nmarket.

And so consunmers in the trucking market are being
saved fromthe nonopolization that would otherwise result in
t he trucki ng market.

It's pro-consuner in trucking, and it's neutral to
consuners in the autonobile market, because that's the
nature of the case that you're bringing.

M5. DeSANTI: WII?

MR. COHEN: Yeah, | have one nore.

| listened carefully to your phrasing, and at one
poi nt you said that this approach tends to conduce to
efficiency. And you used sone simlar phrasing back, I
think, when this was first witten up in the early 80's.

And | know at that tinme there was quite a bit of
comment from people who questioned the efficiency properties
and the social welfare properties, Dave Shefnman, for
exanpl e.

And |I''m wondering if either or both of you would
i ke to comment on sort of the welfare consequences of this
type of approach?

MR WLLIG [I'mjust |aughing because it's such a
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big subject. | nean, there's a lot of controversy in the
80's and now again, for sonme reason. And we can trace it.
But there's about 20 new worki ng paynents by disparate teans
of authors, all of whomconme out with nodels with variety of
fascinating features to them and all of them again finding
that this is not an efficiently perfect rule. And that's
part of what's stinulating our |atest back-to-the-wall,
dr awt he- swords-in-the-hand with 20 nore papers attack.

The one-liner in ternms of what's going on -- and
this is slightly self-serving, but | think it's accurate --
is that all of these attacks are being based on nodel s where
there's lots of other things going on.

And the question is: Can the sufficient conponent
pricing rule solve all the problens at once?

And the answer is: Absolutely not.

Qur Yale journal paper, a long tine ago, wa
brilliantly crafted. |1t stated one problem one instrunent,
we can solve it. The nonent you start putting in other
probl ens, even ones that we're used to putting in our nodels
-- |like market power here and there nonopolistic conpetition
i ssues, quality issues -- the nonent you start putting nore
things in, the one instrument fails to handl e everything
perfectly, naturally enough.

And that's what seens to be going on in this

literature, as far as | can tell.

Heritage Reporting Corporation
(202) 628-4888



© 00 N O O b~ W N

N RN N N NN P R PR R R R R R R
ag A W N P O O 00 N o 0o M W N B+ O

3930

M5. DeSANTI: Well, given that these are the nost
difficult topics that we've been trying to address and there
may be any nunber of problens that we could add into the
equations and probably go on forever, | think we will draw
this to a cl ose now

But on behalf of the Comm ssion, thank you very
much for comng. And | certainly would never -- | don't
know what wi ||l happen to Bobby WIllig' s proposal, but I
woul d never want to discuss vertical restraints issues
wi thout all of you at the table.

MR. BAKER ~ And Janusz' drunk friend as well.

MR. ORDOVER: And then we know who smashed up the
car.

M5. DeSANTI: Thank you.

(Wher eupon, at 4:06 p.m, the hearing was

concl uded.)
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