Annual Review of Antitrust Developments
MR. ROONEY: We are now moving onto our second
panel of the day, which is the Annual Review of Antitrust
Developments.
Just a little personal anecdote here. Elai and I were
wrestling with how we might modify the ordinary format, and we had a lot of different ideas and proposals.
Where I left off in the conversation, probably in mid-tolate December, is that we were going to settle upon the
panel that we have here, and then we were also wondering how we should organize this panel. As it happened,
my January was such that Elai and I did not have a
chance to speak very much, so I personally am waiting
with bated breath to see how this next panel comes off,
since I sort of knew what the conception was, but I certainly don’t know what the implementation will be. It
will be exciting to hear our Annual Developments from
a slightly different perspective than what we had in the
past. I’m going to stop here and let Elai introduce and describe it and see what happens.
MR. KATZ: Thank you very much, Bill. Yes, we do
have a surprise for you. Instead of antitrust we thought
we would just talk about the Republican debates. So it
is good that we hadn’t spoken. No, indeed we will talk
about antitrust, and I see very many friendly faces here
who I know have been here for many years at this Annual
Meeting. For years we have done a Review of Antitrust
Developments program, and many years ago it was usually given as a lecture by one person, including my mentor, Bill Lifland, and it was really a very good review of
what happened. We decided over the last year to change
it up.
As you might remember, last year we had two senior
federal enforcement officials. We had Molly Boast and
Julie Brill, and this year we decided to change it up and
have a leading academic in the antitrust field, who in the
meantime became the leading enforcer in this state, and a
leading economist, to talk about antitrust developments
not only in the sense of what were the cases that came
down and the mergers that were challenged, but also to
expand it a little further and talk about what is the direction of the most exciting and latest thinking, both in terms
of economics and law in important areas.
So we have a lot to cover. We won’t be able to cover
every development that is important, of course, but I
think there are a lot of very interesting things for us to
discuss.
Now we certainly are interested in the audience’s
questions, but because we have such a full plate we are
going to defer those until the very end. So I would appreciate if you hold off on those until the end. We will leave
time for questions at the end.
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Let me start by introducing our panelists, who we are
very pleased to have with us today. First, on the end, we
have Dick Rapp. Dick Rapp is one of the leading economists in our country, especially in antitrust and intellectual property. He had been for many years the president
and then chairman of NERA, the economic consulting
group. Previous to that he had been an Associate Professor at SUNY Stony Brook, and he has asked me not to
provide all of his very many accomplishments. I think
many of you here in the room are very familiar with Dick
and his work and his accomplishments.
Next I have Scott Hemphill, who is now the Chief
of the Antitrust Bureau of the New York Attorney General’s Office. This is a new position, I think maybe several weeks, a month. He’s on leave from Columbia Law
School where he’s a Professor of Law. He has clerked for
Judge Posner and Justice Scalia. In addition to a J.D., he
also holds a Ph.D. in economics from Stanford. And I’ll do
the same with Scott; I could go on quite at length about
many of his accomplishments, both in writing and speaking, but I think he’s quite familiar to many of you, and
we’ll move right to the program.
There are several major areas that we wanted to focus
on in terms of developments in this past year, in 2011,
and the first one of them is mergers. There were a lot
of important developments in the merger area in cases
brought, but also this is really the first year that the new
Merger Guidelines, which came out in 2010, are now in
2011 getting implemented, at least out in the field.
So we wanted to first talk about the mergers and the
Guidelines. I would introduce it by just saying this: The
Merger Guidelines seem to deemphasize some of the old
order of things, the notion of defining a relevant market
first, and then there are other kinds of analyses that come
in. I think with that basic introduction we will talk about
the Merger Guidelines themselves and how we have seen
them implemented.
Scott.
DR. HEMPHILL: Thanks for the invitation; I should
start by saying that I speak only for myself, not for the
Office of the Attorney General or the Antitrust Bureau. In
addition, to the extent that we discuss pharmaceutical issues, I’ve served in the past as a consultant for the Federal
Trade Commission, and on these issues again these views
are my own.
I want to kick things off by thinking a little bit about
the AT&T/T-Mobile transaction. As everyone in this room
knows, the Antitrust Bureau is a small shop, and so we
need to choose our matters carefully. National mergers
are not our bread and butter. And pretty clearly, when
DOJ or FTC is already on the case, often—not always—
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there is less incremental need for state involvement, given
the limited resources and our need to choose carefully.
That said, this was an extremely important merger with
direct effects for New York consumers.
The substantive analysis that I want to focus on is the
F.C.C. staff report about the transaction. Since the deal
was abandoned, the F.C.C. report is our fullest account,
at least so far, of how to think about the transaction. I
thought the analysis was quite interesting, both in its
assessment of unilateral effects and its analysis of coordinated effects.
The unilateral effects analysis made significant use
of concepts from the “New” Guidelines—I use the term
advisedly, since in an important sense they are not really
new. The ideas have been used by the agencies for quite
some time and have appeared in a lot of academic analyses.
I think the very emphasis on unilateral effects before
getting to coordinated effects, in what might have seemed
to some to be an ordinary four-to-three transaction, was
telling.
The F.C.C. analysis spent a fair amount of time noting
head-to-head competition between AT&T and T-Mobile
where one was number one and the other was number
two. There was significant discussion of upward price
pressure. These references, which included explicit references to the Guidelines, are all the more remarkable because the F.C.C. isn’t obliged to follow the Guidelines and
has a different standard.
With respect to coordinated effects, what really interested me was that the F.C.C. went well beyond the usual
analysis of oligopolistic price elevation. It noted, as one
kind of parallel effect that we ought to care about, the risk
of what I will call “parallel exclusion.” What the staff had
in mind here is analogous to conscious parallelism as to
price. But instead, the concern was that each firm (here,
principally AT&T and Verizon) would be engaged in exclusion of outsiders, each of them acting in parallel. This
might happen, for example, in making a roaming deal or
selling at wholesale or excluding rivals from handsets.
The F.C.C. gave attention to all these issues. This is important because it implicates not only price elevation but
also entry and hence innovation. So in some sense innovation was at the core of the F.C.C.’s thinking—an idea
that has a much stronger place in the New Guidelines
than it did in the Old.
Finally, before moving on, since this is a case that was
joint between state and federal enforcers, I just wanted to
say a word about that. I’ve only been here for a month,
but I’ve been quite encouraged so far at the level of interest and commitment I’ve seen from both state and federal
agencies in working together on these common issues. I
see Geralyn Trujillo and Eleanor Hoffmann are both here.
In AT&T Geralyn and others in our Bureau really cooperNYSBA Antitrust Law Section Symposium | 2012

ated closely with DOJ staff to develop evidence and witnesses on a compressed time scale.
The other quite striking example of this in the last
year that comes to mind—this is a non-merger case, but
I’m going to sneak it in here—is the municipal bonds investigation, which featured a variety of anticompetitive
behavior. Eleanor and others in our Bureau coordinated
with the New York Field Office of DOJ and also with main
Justice in Washington to secure a quite substantial recovery for New York entities that were the victims of this illegal activity.
Both of these examples bear the hallmarks of effective
state involvement: able staff, local knowledge, quick and
effective cooperation. I’m very much looking forward to
continued cooperation along these lines.
MR. KATZ: I’m glad that Scott was talking about
how the F.C.C. really applied some of the new thinking.
When I read the Department of Justice’s complaint in the
AT&T matter, what struck me was how structural and oldfashioned the complaint was. They talked about how they
defined the market, what the market shares were; they
counted the HHIs.
I wonder, Dick, if I may turn to you and ask about
your views just about how new thinking in Guidelines,
talking about these Guidelines or prior ones makes its
way into the courts. Can you tell us about your experience
over the years?
DR. RAPP: Sure, I’d be glad to. When I got an email
invitation from Bill to join this panel, it spoke in very kind
terms in a complimentary way about me, including my
great experience, which I interpreted to mean: We need an
old guy who might remember some of the history. So my
brief contribution to this part of the discussion is a recollection of schizophrenia that the 1982 Guidelines, the first
set of Guidelines, created for the agencies and practitioners.
The Guidelines, unlike the previous Guidelines, were
well founded in theory. The use of Herfindahl index, later
HHIs, had their grounding in Cournot and Stigler’s theory of oligopoly, and they made sense to an economist in
the way the preceding Guidelines and procedures did not.
But what that meant in dealing with the agencies and in
agencies dealing with applicants for mergers, on one hand
they had to have a split personality that wanted to think
about those things. The economists particularly wanted
to engage in Merger Guidelines activities, but there was
a lengthy period when people said yes, that’s the way we
are pursuing that. But when we think about our prospects
in court we have to exclude this; the courts have no reason
at this stage of the game to want to adapt to their purposes what is essentially a mental road map of the way
the agencies are going to do mergers. And it took a long
while for the Guidelines—it took a long while—I stick by
that, it took a long while for the Guideline procedures to
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gain traction with Brown Shoe sitting out there since the
early 1960s.
I think we are going to have a repeat experience with
the 2010 Guidelines. I think the emphasis that Scott mentions of the unilateral effects, the substitution—and that
may be an overstatement, but it is for you lawyers to decide better than me—the substitution in unilateral effects
analysis of UPP and its variations over market definition.
I’ll put that stronger than you might. It is something that
is going to persist early as schizophrenia when the agency
economists and perhaps lawyers and their counterparts
in the private sector say well, we want to talk to one another in these terms because they make theoretical sense
for unilateral effects, but at the same time when we go
to court we are going to define a market, we are going to
make reference to Brown Shoe, nothing has changed there.
Whether you see it as a problem or not, I don’t know, but
that’s my view of reality.
There’s another side to that that has to do with the innovation part, and we can turn to that when we get to it.
DR. HEMPHILL: Can I pick up on the first part of
that?
I think H&R Block is really a nice example of the
schizophrenia you’re talking about. Here, of course, was
a big win for DOJ, and an opinion that seems in a lot of
ways to “get” the economic analysis, and is fluent about
unilateral effects. The court understands diversion ratios.
It is cognizant of the idea that analytically you don’t need
a market definition in order to show market power, particularly in unilateral effects. But then it refers to Brown
Shoe, and an interpretation of the Clayton Act that relies
on market definition. And so we have these innovative
parts of the opinion clad in a larger structure that is still
quite traditional. You can almost sense the district judge
planning for an appeal, asking, how am I going to manage this newer learning, given Brown Shoe.
MR. KATZ: If I could be just a little bit cynical, in a
case like that, like H&R Block—and I know there are some
people in the audience who know a lot more about it
than me, who litigated it. But there the government got
to define the market the way they liked; they had a relatively straightforward structural case based on the case
law, without making reference to the Merger Guidelines,
which aren’t law. So why not, if you’re the government
and want to win the case because you think this merger
is anticompetitive, why not, when you can, use those old
rules? There are only three players, which I think is what
the government claimed in the H&R Block case. As many
of you know this has to do with electronically prepared
tax forms, and there was a debate as to whether those
compete with more traditional use of accountants or even
pen and paper kinds of calculations of taxes. And I think
the government, I would suspect—sure there was a lot of
very interesting kind of more cutting edge analysis, and
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I’m confident the government did that during the second
request process—but when push came to shove and they
were going to try to win a case, why not fall back on what
seems a pretty straightforward case where you have presumptions well enshrined in the law? At least that’s how I
see that. In a way maybe they are having it both ways. Do
you have any comments on that?
DR. RAPP: Is Ovation a counter example of that, in
that it was litigated in a conventional way with market
definition alluding to the more important underlying
question, which is the behavior of doctors in the face of
a price increase and the idiosyncratic relationship between those two drugs? Actually I say a counter example,
because the government came out and lost in that circumstance. And market definition there seemed so profoundly inadequate to answer the questions posed by that
acquisition.
MR. KATZ: Maybe we’ll step back. Would you like to
tell just a little bit about the facts of Ovation; are you comfortable doing so?
DR. HEMPHILL: Usually I try to make other people
state the facts, but I’ll do my best. Ovation—later acquired by Lundbeck, but I’ll ignore that detail—bought
the rights to NeoProfen, which is one of two different
drugs that treat premature babies with a rare heart condition called patent ductus arteriosus, or PDA. At the time
Ovation already had a PDA drug, Indocin IV. NeoProfen
was not yet approved. Ovation, shortly after the transaction closed, raised the price of Indocin IV by something
like 1,300 percent. A challenge was duly brought, arguing
that these two drugs that treat PDA constitute a market.
The district court rejected that, and the Eighth Circuit recently affirmed.
Now I recognize that there’s a certain sense, probably shared by some in the room, that the FTC, having
advocated a very narrow product definition in the past on
pharmaceutical products, is in some sense hoisted by its
own petard here. Although both drugs treat the same condition, they are not bioequivalent. These are not perfectly
interchangeable; one is not a generic to the other.
One key here is that the traditional attention to
price competition is not the best way to think about the
conduct. What Ovation was trying to execute here is a
product switching strategy. Indocin IV was about to go
generic; NeoProfen as the next best alternative—perhaps
better for some patients—was coming online, and it did
not face generic competition. So once the two products
were under common ownership, it became possible to
blunt non-price competition between the two.
Ultimately, doctors are not going to care that much
about price. Suppose you poll them and ask if the price
of NeoProfen was 20 percent less, would you treat your
preemie baby patient with a different drug? They will say
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no. That’s not how they are going to think about it. This
game is going to be won or lost in non-price competition,
where reps come in and talk about the advantage of one
drug relative to another. Now for that to work, well, you
need contending information. You need independent
organizations sending their reps out into the world and
advertising for independent drugs. Once they are under
common ownership, that disappears—or worse, it becomes one- sided.
So the Ovation sales force went out and argued, oh,
Indocin IV, that’s the old thing. You should use NeoProfen, the new drug, which has these advantages. So
you had one-sided pressure in execution of this product
switch.
One more point. The Section 2 allegation that was
also part of this case might be a better frame for understanding the conduct. What was really happening was
that Indocin IV was heading off the competition from its
next best alternative. Normally, when we think somebody
has market power and they acquire their next closest alternative, that’s something we should be troubled by.
MR. KATZ: Dick, this is a good time to go back to
what you were going to talk about, the interesting discussion of interrelationship between UPP, the upward
pricing pressure analysis, and Ovation. And I have two
distinguished economists next to me and some in the audience, so I wouldn’t even try to explain what UPP is. But
I would want to hear about how an analysis that thinks
mostly about price, how does that play into the importance of innovation? Which I think in a case, such as the
one Scott was just describing, I would think that part of
the story that is in the drug area isn’t just the price but
also continued competition over innovation.
DR. RAPP: It’s a point that is made very clearly in
the Guidelines, which combines innovation with product
development. I can be brief about this I think and also
give you a little history, as I seem to have taken on that
role.
In the early 1990s, Richard Gilbert, a Berkeley economist, and Steven Sunshine, I think they were the two who
were responsible for introducing innovation into antitrust
enforcement and consideration of antitrust. They first did
it in the well-known GM/ZF merger that had to do with
truck or bus transmissions, I forget which. But since then
it has been largely—not exclusively, but largely—about
pharmaceutical and medical problems. They wrote that
approach into not only their enforcement activities when
they were both in the Justice Department at that time, but
into the 1995 IP Guidelines and into an important article
they wrote in the Antitrust Law Journal, and the concept
they used was innovation markets. There is no reason for
anybody to remember this, but I was one of the primary
objectors to the concept of innovation markets, while admiring the introduction of innovation, which is, after all,
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as or more important than price competition or product in
the American economy.
My objections and the objections of others to innovation markets was they were atheoretical, and that they attended to the subject of R&D capacity, as if anybody knew
anything about the relationship between the combining
of R&D capacity and innovation and the prospects for
merger.
Remember, at this time and for the next 20 years a
very, very important development to the industrial organization of R&D was taking place in the United States
and worldwide, and that was the de-integration—if that’s
the right word—of big pharma. What they used to call
the research-based companies diminished in number, acquired one another, partly because of dry pipelines. And
the R in R&D to a considerable, certainly not total degree,
but to a considerable degree, lived off smaller firms. What
was once a vertical relationship became contractual relationships between small VC funded startups, not only
in biotechnology but in conventional medicine drug development with big pharma, which now number ten or
twelve multinationals worldwide instead of 30. That’s an
interesting background to what’s going on here.
To the present. The 2010 Guidelines, Section 6.4 are
very clear in that they have abandoned the structural presumption approach that was inherent in the innovation
market concept and followed the lead of unilateral effects
in the New Guidelines. So what we have now is an attention on the same UPP type concepts.
All I will say by way of explanation for that, because
I think there’s been years of discussion about the contents
of the 2010 Guidelines, what we are talking about are
the incentive properties of firms engaged in an acquisition with competing profits and whether the acquisition,
whether the combination of those two products under one
roof, as in Ovation, would create a reduced incentive for
output expansion. The opposite of output expansion is
the adverse welfare consequence of monopolization, and
merger is the most efficient way of creating dominance in
a firm.
So the idea was if you look at the margin of the acquirer’s drug and you look at the diversion ratio, the
cannibalization of that drug by the drug that was being
acquired and which formerly competed with it, the combination reduces the incentive to sell both drugs the way
they were before, and the consequence is upward price
pressure.
What we have in the Guidelines has never been
named DIPs, that is downward innovation pressure. But
the temptation was very strong in Howard Shelanski
when he was at the Agency, and he has described for us,
and the outlines describe for us, the concern of this shift
that produces a very similar thinking about innovation,
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brings innovation much further into line with conventional Merger Guidelines practice. And the last word, from
my standpoint, resolves the key problem with the old
innovation markets concept, which was as interested or
had the potential for being as interested in future goods,
in research projects that represented nothing more than
the gleam in the eye of the chemists and pharmacologists
who were involved in it. Now the Guidelines are going
to deal predominantly with drugs that are in the here and
now, like NeoProfen and Indocin IV.
DR. HEMPHILL: There is an ambiguity in the Guidelines’ treatment of innovation that bears on the Ovation
case.
The New Guidelines say more about innovation than
the old ones did. Some of that language shows up in the
efficiencies section. There is a sentence that puzzles me:
“The agencies also consider the ability of the merged firm
to appropriate a greater fraction of the benefits resulting
from its innovations.” I think that this language picks up
on some of the ideas that Rich Gilbert and others were
talking about in the 1990s. As I read it, it says, if I would
otherwise have trouble receiving an adequate return for
my innovation, maybe it is okay for me to merge with another firm, where it lets me bring something to market or
otherwise improve my appropriability as to a product.
Now this interests me because it offers a potentially
rather powerful source of efficiencies arguments, in a case
like Ovation. I can think of two. One would be that I’ll
have higher ex ante incentives and come up with more
new drugs if you let me buy my rival. This is one way
to increase my appropriability. My guess is that this tack
won’t work.
But on the particular facts of Ovation, where we are
talking about executing a product switch, you might be
able to argue that there’s complementarity between the
Indocin IV sales force and the not-yet-developed sales
force for the new drug, and for Ovation to continue client care in an optimal way, they need to join forces. This
would be a second way of increasing appropriability.
DR. RAPP: And I would say that that parallels very
closely the rest of the Guidelines and has the potential, either for being ignored if the arguments don’t make sense
or otherwise.
Just a quick analogy, there was a real estate merger in
which I participated, in commercial retail real estate. A lot
of argle bargle about whether discount shopping centers
are in the same market as other shopping centers and so
forth, a fruitless exercise if ever there was one. But part of
the story is the proposition that a really effective developer could benefit from the conditions of those markets.
The relationship between rent and sales is such that if you
have somebody who is really a powerhouse developer
taking on an ostensible competitor, with all the different
dimensions not being considered, what may happen is
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that tenants get better off as a result of that, because the
losses to tenants from increased rent can be shown with
authority to be swamped by the gains, partly because of
the externalities of shopping centers and so forth. I see
that as the same thing, just parallel thinking, and it is a
reflection of the strength in the New Guidelines.
MR. KATZ: I would like to move on. This is a great
discussion, but I want to make sure we cover more things.
One of the topics we’ll talk about briefly, because it has
been discussed a lot, in fact indeed here in prior years,
the most recent developments in pay-for-delay or reverse
payments, whichever side of the debate you’re on you
might use a different term.
So Scott, if you can tell us a little about some recent
cases. I know there is a little bit that has gone forward,
and also if there is some new thinking that you’d like to
introduce to us.
DR. HEMPHILL: Sure. These pay-for-delay cases are
still alive and well. The basic issue arises when a brandname drug maker faces a generic would-be competitor,
typically one that doesn’t yet have product approval.
They are engaged in patent litigation, and the brand provides compensation of some sort as part of an overall deal
in which the patent litigation is abandoned, and there is
some delay in generic entry.
A number of cases are pending. One involves a drug
called Cipro. Cipro has already seen antitrust rulings in
both the Second Circuit and Federal Circuit, and now
there is a third case in California state court. The Supreme
Court of California is taking a look at that case.
Second, litigation over Provigil is still quite active.
The latest there was a judgment by the district court in
the underlying patent case, holding that the patent is invalid. This could matter in the antitrust case because the
rule that the district judge applied, in denying dismissal,
focused in part on actual invalidity as a basis for antitrust
liability. A third case involving yet another drug, AndroGel, is pending in the Eleventh Circuit. [Update: In April
2012, the Eleventh Circuit ruled in favor of defendants.]
I think we may begin to see a shift to a different kind
of case, focused less on a cash payment, and more on a
bottleneck that sometimes arises. Let me explain. A generic that challenges a patent sometimes gets 180 days as
the first filer; 180 days of exclusivity in conjunction with
the brand as a duopoly. Now, the 180 days goes not only
to a generic firm that wins litigation; it also may be given
to a generic firm that merely settles the litigation with the
brand. So if you lose the litigation as a generic, your 180
days goes away. If you win, you get to keep it, and if you
settle, you also get to keep it. And in the meantime, other
generics are blocked from FDA approval.
That’s the source of the bottleneck, and we are starting to see cases pressing on that point. And understand-
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ably so, since the courts, though they have come out
different ways about pay-for-delay settlements, have consistently said the bottleneck is actually quite troubling.
And whatever else you think about cash payments in
the course of settling litigation, one ought to be worried
about the bottleneck.
So wearing my academic hat for just a minute, Mark
Lemley and I have a piece that just came out in the Antitrust Law Journal trying to pivot the discussion a little bit,
to think about solutions to this problem that aren’t purely
or traditionally antitrust litigation. We are focusing attention on the bottleneck itself, which may be the more
important part of the puzzle, even more than the cash
payments. We consider various regulatory and legislative solutions, for example, interpretation of the so-called
“forfeiture” provisions that exist for drugs that were first
challenged after December 2003. This regulatory regime
is amenable to an interpretation that would lead to forfeiture of exclusivity upon settlement. We also discuss legislative change and FTC competition rule-making as other
ways to get at the problem.
MR. KATZ: I think in order to move on, because
there is so much more that we would like to discuss, I
would like to, though we have discussed it much, but I
do think the new paper that you’re describing that is in
the most recent Antitrust Law Journal does in an interesting way try to come out—I think we are at a bit of an impasse between what most of the circuit courts have said
and what the FTC and others believe. There needs to be a
way out, and that’s one interesting suggestion.
To move onto different kinds of problems that the
antitrust laws try to deal with, I want to focus a little bit
about different kinds of exclusivity. Mostly we see it come
out in a variety of types of vertical arrangements or types
of payments, discounts, exclusivities. There has recently
been some discussion of grouping a bunch of these types
of things, including most-favored-nation clauses, contracts, references and rivals; it is a big basket where a lot
of different things may not all belong there, but it is helpful to us today to discuss some of these together.
I want to kind of kick this off by talking just a bit
about the Intel case and focusing especially on the FTC
and the complaint they brought against Intel, and that
was settled. This is a 2010 case, but it was late in 2010,
and I think there is still impact from it in 2011, so it is fair
game for our panel.
As many of you know, the FTC had alleged that Intel
used a whole variety of practices to keep its rivals, especially AMD, from getting their chips on the manufacturers of computers that the manufacturers sell. This included, among other things, especially attractive discounts if
the manufacturer was very loyal, meaning if they used
Intel chips for a greater percentage of their own use. That,
among other things, was challenged.

NYSBA Antitrust Law Section Symposium | 2012

So without getting too much into all the very detailed
allegations and also the relief that the FTC fashioned
there, I want to sort of step back a little bit and just have
Dick tell us about what kinds of economic analyses, especially in terms of more recently favored kinds of thinking
out there, that we can use and look at to help us think
about these types of cases, and not necessarily just Intel
but the questions that case raises.
DR. RAPP: I can start that conversation and others
can pick it up. I can give you three good reasons for having this conversation, and that’s a way to start it off.
One is that Joe Farrell at FTC and Fiona Scott Morton
at DOJ are both thinking about this subject and talking
about it. I don’t want to say unexpectedly, but it sort of
came out of the blue. It didn’t come out of Guidelines
thinking or anything like that particularly. And what I’m
going to be doing is orally plagiarizing Joe Farrell on the
subject. And the reason that I’ve chosen him is because I
think he has addressed an underlying principle that seems
to be very much at odds with Section 2 practice since
Brooke Group. But let’s put it this way: it has great analytical traction, and certainly the members of the plaintiffs’
bar in the room will applaud after I finish describing it.
Another way to come at this, though, is just refer—
just refer and not delve into behavioral economics, which
is a very interesting subject and has made some real headroads into antitrust since Tom Rosch’s speech encouraging
that fact.
Early in the history of behavorial economics, when
two psychologists—Kahneman won the Nobel Prize in
economics, and Tversky—were exemplifying their thinking about how you and I, when we’re not wearing our
economist and antitrust lawyer hats, how we abandon
the rationality assumption upon which much of neoclassical economics relies and how we are victims to various
heuristics and biases. One of those is called framing. And
the example they gave is when you go into a car dealership, imagine yourself in an auto showroom and imagine
that the car that you covet has a sticker price of $20,000,
but you won’t see one in the showroom because they are
in such hot demand they have sold even the demo. And
the salesman comes up to you, you know the sticker price,
the salesman says, look, it is a $20,000 sticker price car, but
we’re on allocation in these, so we have the right, since
the sticker price is only an MSRP, we have the right to
charge a surcharge. This is going to cost you $24,000. And
if you’re like many people, you say price gouging, I don’t
like that. Let me see if I can find somebody who will do
otherwise. If all of the numbers were the same, except the
$24,000 were on the sticker and the salesman said to you I
know you’re in the habit of receiving discounts off sticker
price and normally this car sells for $20,000, but because
they are in short supply we can’t give you that discount,
the car is going to cost you $24,000. The transactions that
I’ve just described are identical; your reactions, my reac-
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tions, some people’s reactions are these are two different
things and one is fair and one is unfair. Economics is
interested in that subject but the mechanisms for dealing
with it are limited.
Why did I introduce this and give this lengthy introduction and use this as the means of an introduction?
Because language is deceptive, and people are imperfect
in their interpretation. When we talk about loyalty discounts, Farrell’s point is we ought to be talking about
disloyalty premiums. All you have to do is change the
language, and you stop thinking about it as if in the “lower prices are good for consumers” mode, because what’s
going on is a tax that you pay, not in the car case but in
the case of the typical loyalty discount that gets litigated.
Think of Concord Boat, the Eighth Circuit case about marine engines. Those loyalty discounts are often structured
in a way so that the buyer is saying to himself, if I don’t
keep buying Brunswick engines and start to buy Mercury
engines, it is like there’s a tax on every one of those purchases that I have to pay. Tax was the language that Robert Hall used in that Concord Boat case. His testimony was
thrown out by the Eighth Circuit for reasons unrelated to
this point. I was the witness on the other side of that.
Now here is how this relates to the thinking in the
agencies, among the agencies’ economists, at least Joe,
about the subject. What this should sound to you like
is nothing like Section 2 as it’s now practiced. It sounds
like Section 2, but it doesn’t sound like Section 2 case law
somehow. We are okay with monopoly that is lawfully
gained, and we are okay with monopoly pricing too.
Dominant firms have a right to do that, unlike in some
jurisdictions. The reason for that is there is the dominant
firm trade-off, Farrell says. The dominant trade-off is
charge your monopoly price, and what happens, you are
encouraging rivals to cause you to lose market share, to
gain share at your expense and you’re inducing entry
by doing that, and competition is not harmed by that in
the long term, or the second order effects ought to be improved consumer welfare.
What Farrell’s version of discount pricing is, as I’ve
heard it, and I think Fiona Martin, when thinking about
CRR, contracts referencing rivals, has the same thing in
mind. When you have these discounts structured in the
way that you do—all of them above cost, so you can put
that consideration out of your mind, what’s happening is
that you are interfering with that dominant firm trade-off.
It is a mechanism for structuring prices in such a way that
when you charge buyers a dominant firm price, you have
arranged by dint of your market to be able to impose a tax
on the attempts of rivals to increase their market share.
We think in the big picture about the welfare consequences of the Sherman Act—think about how closely that fits
inside Sherman Act Section 2 patience with monopoly but
not monopolization; it sounds like the makings of an affront to Section 2, notwithstanding the case law built up
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so powerfully to encourage above-cost pricing, the discounting, the reduction of prices, as long as they don’t go
below cost. This new concept and the old one are at odds.
So again, let me suggest that if this idea gains traction, we
will have a certain amount of schizophrenia. It won’t be
in the courts for a long while, and some people will say
never, but it represents a nice tension between the way
that Section 2 has developed and its intention to predation and exclusion by pricing below cost and this rather
newer concept of a tax.
DR. HEMPHILL: I think that discussion was really
helpful. I think both Fiona’s “contracts referencing rivals”
and Joe’s ideas about a tax on innovation are useful in
trying to understand Section 2 policy more broadly. It is
a nice set of examples—to which we can add work on the
Guidelines themselves—of academics intersecting with
real-world antitrust to produce fruitful results.
I want to offer a word here about legal policy, and the
idea that Brooke Group controls these cases. That idea is
incorrect and indeed pernicious. After all, Brooke Group is
not premised on the idea that above-cost prices are never
anticompetitive. Rather, the idea is that price cuts are, in
the words of the court, often “beyond the practical ability of a judicial tribunal to control.” That language from
Brooke Group was later picked up by the Supreme Court in
Trinko.
That conclusion, in turn, is premised on a judgment
that predatory pricing is (in the Court’s words) “rarely
tried and even more rarely successful” and hard to distinguish from ordinary, procompetitive price cuts. Finally,
the predatory pricing rule was originally based on what
was described as a ”consensus among commentators” as
to these features.
Yet none of those things are true of loyalty discounts,
of market share discounts, of any of this range of bundling activity that we are talking about now. The inability
to distinguish procompetitive and anticompetitive conduct is not present. And the consensus very surely does
not exist at this point. So the notion that Brooke Group
would be the last word here is quite surprising.
MR. KATZ: This is a topic we could spend quite a
lot of time discussing, and I think there are Section 2 developments, there are really a lot of issues that we could
discuss.
But what I want to shift to here is other areas where
some of these same concerns arise, these are exclusionary concerns. (Like many of us, I like to think of antitrust
problems being either price increasing or output reducing, on the one hand, or on the other hand exclusionary.) I
think these are concerns that you are excluding a competitor or potential competitor.
How do those interplay with parallel conduct? The
way I would like to approach this is first maybe talk just a
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tiny little bit about the e-Books case. This is a recent case,
complaints filed, there are investigations pending, according to press reports.
Dick, do you want to very briefly chat about that?
DR. RAPP: I’ll just set it up for questions and see if
people want to talk about it. We are coming into the question period. But this is something for which every electronic reader who knows antitrust should be interested
in. A class action complaint in e-Books says there was a
conspiracy of some kind, and we don’t know whether
it is really conscious parallelism or conspiracy like you
never do at the outset of these cases. But the idea is that
we used to be buying our Kindle books at $9.99. That
was seen, interestingly, by the publishers as something
of a threat to their traditional print and ink business. The
complaint alleges that the conspiracy with Apple, beginning on the day that Apple launched the iPad, was to
change from a wholesale relationship. Macmillan wholesales the electronics for the Steve Jobs book to Amazon
and Amazon retails them to you for $9.99. No longer. It
is now an agency relationship. Amazon and Apple will
show you, if you look closely at their web page, a)—what
you already know, the price has gone up to $12.99, and
b) something that says the publisher set this price.
This bears a resemblance to—and it is a question of
agency, but it bears a resemblance to Most-Favored Nation; resale price maintenance is invoked, although the
mechanism is different. The historian in me wants to
point to the newspaper distribution cases of long ago, the
transfers to agency, the air ticket commission litigation
where the technology of Ark coupons gave way to e-tickets and so forth. So we could talk about that. It is interesting stuff; it is new high-technology antitrust.
MR. KATZ: But aren’t all of these things that really
we worry about between the supplier and the distributor,
these are vertical questions and we know how to answer
them. They are hard to challenge.
Scott, do you want to take us to where you are?

that I talked about earlier. It also appears in the ”honor all
cards” litigation against MasterCard and Visa.
Parallel exclusion could have some of the same effects
as exclusion by a dominant firm. At the same time, its success or failure might depend on how those excluders interact. And as a matter of doctrine, in some cases the presence or absence of horizontal agreement gets taken extremely seriously, even though analytically the horizontal
aspect may be quite unimportant. The mismatch between
doctrine and the underlying economics is something at
the heart of our project.
MR. KATZ: We are near the end of our session, at
least the original timing, but with your permission since
we started a bit late, I’m trying to steal a little bit of time
from the next session. We are going to conclude with kind
of what’s really the end of an era. Many of you may have
noticed, and I know right up front one of you spent a lot
of years of your life working on this case, the end of the
Microsoft consent decree, took place on May of 2011. We
will keep it short because it is getting towards the end of
our time.
So if you could each tell us just about a sentence or
two, if you would like, on what you take away from the
end of what a bunch of years ago would have been the
biggest story in antitrust and now for the most part we are
turning the page.
DR. HEMPHILL: Liability is pretty hard to establish;
remedies are a lot harder.
DR. RAPP: Looking forward to Google; fit problems
with search preferences into the bigger and more familiar
category of paying for prominence, such as Coca-Cola
buying endcaps at the supermarket, etcetera.
DR. HEMPHILL: That ends our antitrust haiku.
MR. KATZ: I was very impressed. You took the challenge on, and I think most other panelists would have
decided to talk as much as they could, but you guys did
just great.

DR. HEMPHILL: With respect to exclusion, I am doing some work with Tim Wu to make sense of a class of
cases that are important and neglected, and that existing
doctrine doesn’t really have a full handle on.

With that I would like to open it up to the audience. I
notice some people had questions before. Does anybody
have any questions about any of the topics that we have
covered?

The class of cases is at the intersection of two lines of
thinking. On the one hand, we talk about collusion by oligopolies, the old fight between Turner and Posner about
what constitutes an actionable horizontal agreement to fix
prices. On the other hand, when we talk about exclusion,
we are normally thinking about a dominant firm.

MS. BARBARA HART: Is there data to support the
preference discount that would suggest that that helps
that the offeror of the loyalty discount entrenched the monopoly. Is there some kind of database that supports this?
The idea would be that they lengthen their monopoly
power by stopping migration to the lower priced competitor because they are entrenching their loyal customer?

We are interested in the intersection, namely parallel
exclusion, where exclusion is being conducted by multiple firms acting in parallel. This is the conduct considered
in the coordinated effects analysis of AT&T/T-Mobile
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DR. RAPP: I don’t know of any data or database that
supports that. But let’s put it this way: The algebra of
price structures can give you a hint or tell you in any par-
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ticular fact situation about the impact of the discount on
rivals in the terms that Robert Hall first used in Concord
Boat and that I think Joe uses. You know, tell me the price
structure and the economics of that market, and I’ll tell
you something about the degree to which rivals can be
disadvantaged by a price structure.
MS. MAHONEY: To follow up on Barbara, because
it is very interesting, but how do we measure? You don’t
want to discourage someone who might make a better
mousetrap to get a greater market share, even if that at
some point is going to translate to some degree of market
power, by virtue of creating a better mousetrap. And why
can’t they in fact price at a competitively aggressive level?
And I think that’s why we have—not so easy really to
measure, but the below-cost pricing concept.
But what you’re talking about is something very
theoretically interesting, but how does it reduce itself into
something that we could draw a meaningful and predictive distinction between that which is competitive and
that which—
DR. RAPP: I think the work is left to be done.
Scott, you may have some further thoughts about
that, but if the gist of that is, of your two questions is this
sounds very impractical compared to a hard and fast cost
test, I think the answer is that it’s not. It is the same. First
of all, pick your model, are we talking about quantity setting or are we talking about price setting? Do we know
something about the elasticity of the demand and the
cross price elasticity between those products? Tell me that
and the price structure, and I think that we can derive information, maybe a forecast of share changes. Remember,
the Learner relationship between shares elasticity and
demand and margins.
If you’re asking me whether I have done it—and you
didn’t, but I’ll confess, the answer is no. If you ask me
whether I think this is as doable as the kind of price/cost
comparison test that invariably uses a controversial sometimes mushy, often wrong definition of what the right
cost is to compare, I think it is very doable. If you ask me
whether I think the law is going to change in the direction
that would permit above-cost discounting to being subject
to sharp antitrust scrutiny by the courts, that’s a prediction I’d be scared to make.
MR. KATZ: Bill.
MR. ROONEY: So from a development standpoint I
think one of the statements that was made today that has
the most resonance for me is that innovation has become
just as an empirical fact, as important if not more important than price competition in today’s economy. If that is
true, if we take that as a starting point, what are the antitrust implications for that? It seems to me that there are
implications both for the plaintiff’s side, the defendant’s
side. On a market definition standpoint one might take as
an implication of the importance of innovation competi24

tion that product differentiation is a means of competition and not a means of market definition. So that would
mean a stricter scrutiny on the supply side of the market
to see the supply dynamics, to see the breadth of products
that should be included in what has traditionally been
known as the relevant market in the venue for competitive analysis.
On the Section 2 side it also may call for broadening
the concept of exclusionary conduct and recognizing that
a large entrenched firm may be undertaking measures
that will make displacement of its dominance more difficult and that those measures could be viewed as legitimate and actionable exclusionary conduct.
So with that sort of overview on a developmental
standpoint and a forward-looking standpoint, maybe you
could make a comment.
DR. HEMPHILL: I would just add firm or firms: multiple excluders should always be part of how we think
about this problem and that hasn’t been the way we think
about it.
DR. RAPP: I don’t have a real answer to your question. I have a preface to the real answer and I hope Elai
has the real answer, but the statement that you heard me
make, the mental reference that all the economists in the
room will recognize is to a 1950 article by Robert Solow
called “Technical Change and the Aggregate Production
Function,” for which Solow won the Nobel Prize. It was
the basis for the emphasis on innovation, which came
late. And I hope I gave due credit to Gilbert and Sunshine
and didn’t leave out others for introducing it into antitrust. That finding, which has been supported from that
day to this, is that when you think about the sources of
an economic productivity growth in a modern economy,
including ours, you can add labor, you can engage in
capital deepening, but those are two relatively minor contributors to growth in productivity. The major contributor,
the thing that causes the aggregate production function to
shift, is new technology.
The question that that raises in response to your question is although antitrust practitioners and the Merger
Guidelines group product differentiation along with innovation, and undoubtedly those sets interact and overlap
importantly, it’s not always the case that tweaking a product is the sort of innovation that matters in the way that
the Solow article describes. To the extent that we measure
innovation by patenting, which many economists do all
the time, bear in mind that most patents are worthless,
which is interesting in its own right.
So that’s, sorry, not an answer, but a riff on the question.
DR. HEMPHILL: Can I do one other riff?
Bill’s comment makes me think about a key distinction that deserves a lot of attention going forward, beNYSBA Antitrust Law Section Symposium | 2012

tween entrenchment on the one hand and exploitation on
the other. So when firms are acting in a way to prevent
entry, that’s the kind of thing we should really be focused
on. When firms are basically just making a monopoly
profit, that may be a kind of exploitation we are less worried about. I mentioned Trinko before. That opinion contains language that some people think of as almost a celebration of monopoly. In that context, the Court is talking
about exploitation and not about entrenchment. So taking
that as an invitation to engage in conduct that would otherwise violate Section 2 would be a misunderstanding.
MS. ELEANOR FOX: I want to ask a question about
equally efficient rivals; that is, we shouldn’t worry about
exclusionary conduct or call it anticompetitive exclusionary unless it would exclude an equally efficient rival.
I wonder what implication your whole discussion has
for that test. One point is easily efficient rival is virtually
always thought of in terms of price cost, not innovation.
So if you look at Intel or Microsoft as rivals and AT&T/
T-Mobile, the rivals were—I’m sorry I realize AT&T/
T-Mobile is different, but at least the rivals were innovative, putting out something that was very innovative. If
it is the case that these various strategies we have talked
about are geared to and do make it more difficult for the
monopoly power to be displaced, does that have implication for the equally efficient rival test, which not only ignores the fact that rivals might not yet be as efficient and
might never get there and ignores the innovation aspects
of the challengers?
DR. RAPP: Innovation, as you and others know, is so
idiosyncratic. We use proxies for it. We use R&D activity,
R&D investment or expense, patenting and so forth. But
the distribution of innovations that are actually, let me
say economically, impotent is very highly skewed, as is
the distribution of patent values, forgetting about other
forms of IP protection. So I find it hard to connect the
question to a practical application.

We know there are innovative companies. IBM runs
the commercials during football games; when other
people are selling Doritos, they are telling you about their
innovations. But how we can sort of actualize as analysis
and enforcement practice how we can bring innovation into the analysis of whether these strategies could
exclude, let us say, equally efficient rivals in production
but unequal in innovation and therefore be problematic,
where we just assume that equally efficient rivals ought
to be able to match one another’s prices and there is not
likely to be a problem there. That’s the premise. But innovation is deeper and more difficult to read. I think it’s so
difficult to read that I’m pessimistic about its inclusion in
this sort of thinking and analysis. That’s the best I can do,
Eleanor.
MR. KATZ: I’d love to talk a lot more, but Scott, you
have the last word, and we will let you go on to lunch or
the meeting before lunch.
DR. HEMPHILL: Equally efficient rivals is a superficially attractive standard. It looks simple, it looks clean.
But in practice, it can be extremely demanding in its requirements. The rival has to emerge fully grown, ready to
be in all the necessary markets to pull together a competing bundle. That’s a lot to ask, and it is going to sweep
under the rug a lot of conduct that we might think of,
particularly in a dynamic perspective, as being anticompetitive.
DR. RAPP: Which is her point.
MR. KATZ: Thank you very much, everyone. I appreciate the attention and questions. And I want to really
thank our panelists for what I thought was a really engaging discussion which made us think about not only what
happened but about how the thinking is developing, and I
certainly found it was very helpful. Thank you very much.
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