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that activity is to continue.

On the other hand, marginal costs, or the cost of
i ncrenental usage after the big investnent in innovation is
conpl eted, historically often approaches zero; and so you
have a problemof: Wuo is it that is to contribute to the
anortization of these front-end costs?

And, of course, this leads to, sonetines, extrene
forms of price conpetition; and, indeed, in theory, under
conpetitive circunmstances there is no way to recover those
front-end costs. But, of course, to the extent we can
successfully confer intellectual property protection, it
will facilitate that recapture; and, indeed, it is precisely
to facilitate that recapture that we have intell ectual
property.

That still |eaves the very interesting question:
Who pays? And I'll cone back to that, because there is a
standard to which one m ght at |east nake reference.

When peopl e tal k about foreclosure and access, it
turns out, often enough, that what they're really talking
about is mandatory licensing, conpul sory adm ssion, a
requi renent that the incunbent firmdeal with a woul d-be
conpetitor; and reference is nade to such cases as the
Associ ated Press case, Term nal Railway, and nore recently
the Aspen Skiing fiasco, a case which I'msure the courts

woul d prefer to forget.
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rights as chairman to pick on everybody el se when they give
their talks.

Thank you.

COW SSI ONER STEI GER: W are not going to let you
off that easily. You certainly are not |limted by this very
brief anount of tinme. |If there is any other thought in your
head that we can get out of you before we turn to the other
panelists, we are going to get it, Professor. W only have
one crack at you.

MR. BAXTER: Ch, 1'Il be here all day.

COW SSI ONER STEIGER: Don't let himout of your
si ght .

W will nove, then, with the Professor’'s gracious
okay, to the first of a very distinguished panel, indeed.

Ti mot hy Bresnahan is Professor of Econom cs and,
by courtesy, of Business, at Stanford University.

He al so serves as Co-Director of the Stanford
Conmput er Industry Project, Co-Director of the Technol ogy and
Economic G owmh Programin CEPR

His research interests lie in Industrial
Organi zati on Econoni cs, where he has been concerned with
econonetri c neasurenment of narket power and testing of
nodel s of inperfect conpetition; and in the Econom cs of
Technol ogy, where he has been studying the econom c process

by whi ch raw t echnol ogy generates val ue in use.
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And what a | ovely segue you offer us, Professor,
fromthe opening remarks that we have just heard.

Whul d you proceed for us.

MR. BRESNAHAN. Very good. Let nme say at the
begi nning that | have stood for sonme time for the viewthat
t he anal ysis of market power, entry and rel ated phenonena in
the world calls for detailed studies of individual
i ndustries and of the process of conpetition and of entry in
t hose industries.

|, therefore, applaud the Conm ssion's decision to
have a set of hearings like this which are specific to the
body of conpetitive problens we find in information
t echnol ogy industries.

But the Sl oan-Foundati on-funded Stanford Conputer
I ndustry Project is an attenpt on the part of the University
and the Foundation to create a body of know edge about the
conput er industry broadly understood, with its purpose
primarily to advi se people who work either buying or selling
in that industry in the course of their normal business. So
it's nostly a business policy research shop. There's also
the hope that it would beconme a useful public policy
research shop, which is why |I'm here.

My part of the SCIP has been to talk to, study by
dat abase, interview through students, |arge buyers of

i nformati on technol ogy.

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

3510

We believe that the buyers of networked computing
are not only the place you have to stand to understand
conpetition in networked conputing, network computing is a
product-differentiated industry.

The tastes of buyers for different kinds of
net wor ked conput er solutions, say old host-based ones,
versus new client-server ones are critical for understanding
the conpetitive process in that industry and al so the buyers
are probably the bottl eneck by which the very fecund
i nformati on technol ogy industry's invention of raw
technology is slowed in turning the value in to use. GCkay?

So | think about conpetition in this industry from
a buyers' perspective, which is slightly peculiar. And I
| ook back at the structure of sellers in information
technol ogy, particularly in networked computing, fromthe
perspective of buyers' frustrations with the effectiveness
of sellers in supporting buyers' intelligent use well.
kay?

And that |leads ne to a base slide which is -- one
shoul d be clear in this forum about intellectual property.
This is largely taken fromthe work of Andy G ove,
particularly the vertical and horizontal bars down at the
bottom are Andy's.

There are two sorts of nodels of industry

structure in conmputing that we have inherited fromthe past.
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comuni cati on between buyers and sellers that custoners
turned out to value at that tine.

A lot of IBMs success as a conputer conpany in
formng that vertical nodel and in attaching its
intellectual property, its proprietary intellectual property
to standards cane because of |IBM s understandi ng of the
commerci alization process in information technol ogy not just
fromits understandi ng of raw technol ogy.

Simlarly, the custoner needs and the w der
avai lability of conpetencies and expertise, in the personal
conputer market, permtted a nuch nore rapidly changing,
much nore vertically disintegrated openish architectures
i ndustry structure.

Now, | enphasi ze the responsiveness of these two
nodel s of supply to custoners' needs because | think the old
and new | abels are wong. | think that networked conputing
in the 90's and the early part of the new century is going
to be characterized by elenents of the centralization from
the vertical nodel and elenents of the decentralization from
the horizontal nodel in a mxture which neither sellers nor
we now understand, and that it is not possible, over the
i magi nabl e range of conpetition policies, to force either of
t hese nodel s on the network conputer industry of the future.
A French conpetition policy, the nost rabid French Di ehrgi st

pro-national chanpion policy could not create another |BM
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nor could the nost U. S. anti-success rabid conpetition
policy create another one of these. You just can't do it.

Now, so there's sort of the background. What
shoul d we do? How should we think about what goes on in the

process by which that new i ndustry structure is created?

kay. And here | want to -- I'mgoing to skip a
| ot of the |long-run because | largely agree with what Bil
Baxter said. And | think it's just -- let nme just echo what

he said on the long-run side in slightly different |anguage.
You know, we have concentration in the conputer platfornms,
i ncl udi ng the networked conputer platforns over which

applications run. W have persistence in concentration. W

have concentrati on even when the platforns are open -- so
concentration in platfornms not in firnms -- for |ong periods.
I think that that nostly reflects social costs. It's nostly

a fact that comes fromthe cost function of IT that makes it
be true that standards stick around for a long tinme. They
serve social roles. And as a result, in the long run, we
have entry processes which are primarily indirect.

Hi storically the long-run and indirect entry
processes have been ones where a non-commercial computing
capability has grown up and then been turned into a
comerci al conputing capability.

So by "non-commercial," | mean, for exanple,

m ni conput ers for process control sold by engineer to

Heritage Reporting Corporation
(202) 628-4888









© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 00O N oo 0o~ W N+, O

3516

O, worse, you know, our functionality -- there
used to be a functionality which was a key part of our
val ue- added to customers, and now it's enbedded in their
product; and so it gets sold, and our business goes away.
Now, these are acts of conpeting on their face. They're not
necessarily anti-conpetitive acts.

So | would disagree with Bill on the point.
agree with him absol utely about conpetition in the |ong run,
t hat | eapfrogging conpetition is very inportant in the |ong
run.

| think that it is a mstake of too narrow narket
definition in the short run to think that there are not al so
i nportant avenues for conpetition fromfirns in adjacent
mar ket segments.

Okay. Now | want to sort of give a |arge, globa
exanple of that, which is pretty contenporary. These are
al so slides which | use to talk to people in the -- who are
both buyers and sellers. Sellers tend to react to the next
two slides by telling nme that | talk to buyers too much
Buyers tend to react to the next two slides by telling ne
that | am an apologist for sellers. So | think they're
probably right.

What | want to talk about is the currently
avai |l abl e seller vendor initiatives for resolving the

probl em of whether we're going to have a vertical structure
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or a horizontal structure, how much of -- each of which we
are going to have early in the new century.

For a long tine, the nost popul ar nodel was that
all inventors of technology, all people in technol ogy
conpani es woul d becone producers of conmodities, where we
woul d have the horizontal nodel for everything. And then
t hat busi ness process, re-engineering services wuld be
bundl ed with the integration of information technology in
the customer's shop. And the only possible | ocus of market
power woul d be at EDS or at Anderson. This nodel was very
influential for several years in the early 90's and now
seens to be going out of favor.

A variant of that, which had strong el enents of
the old I BM nodel, was that there should be a technol ogy
conpany -- Oracle cones imediately to mnd -- that would
bundl e the consulting services that advised users on howto
buy and use a large anmount of I T with their particul ar
technol ogy and create, along Teecean |ines, accost specific
asset in connection to the custoner.

And that's now cone the full route of an attenpt
to commodi fy other people's technology. The Oracle guys now
tell us that you don't need a personal conputer; you don't,
in particular, need Mcrosoft to collaborate with them You
shoul d have a thin client. You should have a speci al

purpose termnal at the end of the wires out fromtheir
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product that would cost, say, only $500.
So when | say that these are initiatives to go

after the sane rents, to attenpt to determ ne the sane
i ndustry structure that cuts across a lot of vertical |ines,
| nean that. | would not |like to see ny friends in
Washi ngton convict half a dozen different people of trying
t o nonopolize the same business.

8Now, there's a somewhat |ess vertically integrated
9 nodel , again, a service and support nodel which is sort

10 the runp of forner |arge system conpani es.

Anybody here from UNI SYS or AT&T? | don't nea
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CHAI RVAN PI TOFSKY:  You're not al one on that.

MR. WAYMAN. Right. | guess that's stating the
obvi ous, but that just proves |I'ma good |lawer with ny
instinct for the obvious, as they say.

| have been in business for a long tine, and |
think I"'mgoing to try and give you sone thoughts related to
my vision of how, or ny view of how the conputer industry
conpet es.

| don't have the ability or the intention this
norning to provide you with a thoroughly thought-through,
world view as to how the Federal Trade Conm ssion ought to
enforce antitrust |aws, what they should and shoul dn't do.
| just thought it mght be useful to give you a couple of
per spectives that you could use in thinking about your jobs
in the environnent.

I'mremnded a little bit of the old Arsenio Hal
show, he used to have a little bit that he did which nade
people say: Well, hnm You know, isn't that interesting.
And that's kind of ny purpose here. | don't pretend to tie
this all together into sone suggestions for what you need to
do next.

"1l tell you a little bit about Storage
Technol ogy to help set ny background. W are a $2 billion
conpany, and we nanufacture huge nmenory subsystens that hold

data for folks like the Social Security Adm nistration and
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CI A, and insurance conpani es, and banks. Qur systens sell
for, on the order of half a mllion dollars a piece.
They' re not desktop systens.

We do not ourselves manufacture a conplete system
Al'l of our products hook up to sonebody el se's conmputers.

So al t hough our products are very large, the |arge anal ogue
of the disk drives and tape drives may be attached to your
own personal conputers. And that's what we do for a |iving,
and to the extent that you want to di scount what | say, you
m ght keep that in mnd as where we're conmng from

The first sort of interesting fact, at |east from
a perspective that | have that | wanted to take a mnute
here to tal k about, was nmy view as to two inportant
characteristics of conputer conpanies or, indeed, any
hi gh-tech conpany. And | think these will be not very
insightful in the sense that |I don't think there will be
much controversy, but when you | ook at how they play off
agai nst one another, | think it |eads to perhaps sone
i nteresting thoughts.

Hi gh-tech conpani es are peculiar because one of
their principal assets is intellectual property. They are
real ly unique institutions when conpared to old-Iline
conpani es, an oil conmpany or a steel mll, you | ook at the
asset base of that conpany and what it's worth and what

could happen to it and say: Well, it's a blast furnace,
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it's an assenbly line.

| f you |l ook at a conpany, | think, a good exanple
of that would be a Mcrosoft, and you say: Wll, what's the
asset there? They don't have any capital assets to speak
of. | nmean, they have sone buildings; but that's not the
val ue the conmpany. The value of the conpany is the software
progranms. And the software prograns are intellectual
property.

And so, in a sense, the real value of that conpany
is based entirely on intellectual property |laws and the
ability to protect that property.

If there were no | aws, the guy that owns a steel
mll has a trenendous barrier to entry because you' ve got to
buil d anot her blast furnace to get in conpetition with him
If there were no laws at Mcrosoft, it wouldn't take very
long to be in conpetition in one sense. But played off
agai nst that fact is another, and second, | think, inportant
characteristic of high technol ogy conpani es.

Yes, intellectual property is one inportant fact
of those conpanies. Another inportant fact is the rapidity
wi th which the nmarketplace changes. And, again, | don't
think that's a particularly insightful remark. Anybody
that's had the pleasure of going out and buying the |atest
and greatest PC only to find out next week that it's

obsol ete understands that things are noving very quickly in
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because they have a trenendously high level of ability to
protect them or do we want to create an environnent in
which it's probably the best defense to run like hell and
hope you can stay ahead of your conpetitors.

From a consuner wel fare point of view, setting
asi de -- those of us that bought the conputer that was
obsol ete a week later, but froman overall consuner welfare
point of view, | think the bias ought to be towards
encour agi ng people to keep noving. And | think that has
some inplications for what intellectual property regine we
ought to | ook for.

The second observati on about how conput er
conpani es conpete and the nature of the -- just sort of the
background that | have, and | think it's useful to insert
into the debate, again, not because it sets out a whol e way
that you all ought to enforce the |aw, but just an inportant
thing to keep in mnd in your background and sonet hi ng t hat
isn't often stated -- is the peculiar nature of software.
When you |l ook at how it has evolved, as a creature of
intellectual property, you look at the fact, that |
nmentioned earlier, that Mcrosoft's principal asset -- and |
don't nmean to single themout. Storage Technol ogy has
mllions and mllions of lines of code in its products,
whi ch are one of our nmjor assets, and every conpany

represented at this table is in simlar circunstances.
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and, therefore, we sonmetines think that the exam nation
procedure is not as rigorous as it could be. So you get a
| ot of patents.

So we have a creature today, as | said in ny
paper, if you' re | ooking at the autonobile engine and you
say, well, | want to protect sonme aspect of it, you'd
generally try and advise a client to get a patent. |If
you're |l ooking at a book or a play, you don't think about
getting a patent. You say, well, you're protected by
copyright. And if you |look at a secret fornmula, you can
say, well, we'll just keep that a trade secret.

It's alnmost unique in the intellectual property
regime that if a client walks in with a piece of software
you say: Well, we'll patent it, copyright it, and keep it
is as a trade secret.

And that, again, is just sort of as Arsenio hal
maybe does, sort of a little "Hmi you ought to keep in mnd
as you |l ook at this | andscape and think about this industry.

The last thing I'd like to talk a little bit about
is ny perspective on the interfaces. WlIlI, | guess, the
best way to say it is that | think that we need to separate,
in our conversations, issues about the value of an interface
fromissues about the value of the assets on either side of
the interface.

So when we tal k, for exanple, about a person that
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has gone to the tine and expense of preparing and devel opi ng
a network or an operating systemand then we tal k about the
need for facilitating open, unfettered access to that
network or that operating system it is, | believe, a very,
very serious mstake to say if we facilitate access to that
operating system for exanple, we are then preenpting or
capturing or denigrating the value of that operating system
to the person that developed it.

We're not tal king about the second person to this
t heoretical narketplace replicating that operating system
and selling his version of it and gathering the rents on the
use of that operating system

What we're tal king about is the ability of the
second person to introduce his own val ue-added product on
the other side of that interface and that own val ue-added
product cannot violate the owner of the operating systenis
copyright or patent or trade secret right. Nobody's talKking
about that issue.

So |l think it's aterrible mstake in this
di al ogue to say, well, Conpany A has trenendous costs in
starting up this network or this system which is certainly
true; and, therefore, facilitating other people attaching to
it is preenpting the value of that system | think that the
per son who devel oped the operating systemis entitled to

gather the econonmic rents on that system but nobody's
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conpetitive element in our industry.

Now, in addition to our view of the vigorous
conpetitive environment in this industry -- and you've heard
a | ot about that already -- you have asked us to tal k about
net wor ki ng and st andar ds.

We are comng to the view that networking, a
| argely unexplored territory of opportunity and chall enges,
is already exerting a profound influence in our industry,
stinmulating it to sonme really new hei ghts.

But this question of interoperability,
historically of sone inportance in this industry, as you
al ready know, is crucial for networking to flourish. Thus,
the industry has really got to strengthen its commtnent to
work in a responsible and tinely fashion to resolve this
guestion of conpatibility between and anong prograns and
devi ces.

Now, international industry standards provide a
foundation for solving these interoperability issues, but
the process for devel opi ng these standards, while it's been
shortened in recent years, needs accel eration and even
broader industry support.

As for how this inpacts the FTC, we are going to
encourage you to stay the course: to naintain a restraint
and del i berat eness that you' ve shown so far, which has been

a proven success, rather than enbark on new strategies and
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theories which may turn out in the end to be ill-suited to
this nost fast-paced and dynam c of industries.

Now, our industry has denonstrated a renarkabl e
capability. Practically every decade it redefines itself
and concurrently expands the availability of conputers for
new uses and new users.

Barely 30 years ago, our national consciousness
awoke to the power of computers when man first wal ked on the
nmoon. The 1960's and 70's were the industry's initial wave.
"Mai nframes” made the Apoll o m ssions possible. Businesses
centralized conpany-w de functions |ike payroll on
mai nfranes. "On-line" transaction-based systens did arise
in these years as users at renote term nals conmuni cat ed
with mainframes. But the options available to these
termnal users in terns of data processing alternatives were
severely limted by the host nmainfrane. Mainframes were
huge; they were powerful; they were enclosed, in raised
floors, glassed-in, air-conditioned quarters; and they were
isolated fromthe users.

The next era was the m croprocessors and the
arrival of the personal conputer in the early 1980's. The
i ndustry conpletely switched directions. Data processing
becane decentralized, distributed to individuals with PC s
in their offices and honmes. Personal productivity increased

but generally for the individual user only, as opposed to
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t he mai nframe, however, this was technol ogi cal denocracy.

Now, we're in a new era already, called "network
centric conputing.”™ That's at least our termfor it. The
ol d paradi gns are coal escing and giving birth to a grander
vision: Interconnectivity and coll aboration across
net wor ks, indeed, across the world. This is epitom zed by
the Internet, that network of networks, where unlimted
nunbers of people have unlimted access to unlimted
information. There are many networks, both public and
private; and they |ink extended enterprises and individuals.
They al |l ow el ectroni c comuni cation, interaction, and
conmer ci al transacti ons.

Now what has driven these phases in our industry
has been an inexorable tide of technol ogical innovation.
Time after tinme, science has overcone technol ogi cal
threshol ds to provide faster, cheaper products with greater
capabilities. And this is going to continue as far as we
can see into the next century.

So today, PC s in the home are equivalent to 1985
mai nfranes. And the sanme conputing power in the origina
gui dance systemthat | anded the Apollo m ssion's space
capsul e exists in a 1995 Cadill ac.

| T conpani es have rushed to provide the benefits
of new technology to their consuners, and they have been

wel comed general ly. Thus, today, unrelenting consumer
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demands for additional conputing capability and techniques
-- e.g., Internet access, CD-ROVs, nmulti-nedia, whatever --
are fueling an inpetus for even further innovation by the
i ndustry.

Consequently, innovation and conmmerci alization of
new t echnol ogi es are proceedi ng at break-neck pace. Not
that | ong ago, conputer products took 5, even 10 years to
devel op. Today, a year and a half is the norm And in the
PC industry, it's becom ng 6 nonths.

Each phase of the industry has expanded
conpetition and vastly increased the nunber of conpetitors.
Moreover, the arrival of each phase has re-leveled the
playing field. The conpetitive |eaders in the previous
phase had no particul ar advantage in the race for |eadership
in the next phase. 1In fact, they were arguably at a
di sadvant age because of their dependence on the status quo
to sustain their industry position.

In the md 60's, fewer than 10 conpani es had the
resources to devel op and manufacture nmain franmes. You knew
them They were IBM and the "BUNCH." That was Boroughs,
Uni Vac, NCR, CDC, and Honeywel | .

Today, there are 71,000 conpetitors in our
i ndustry worldwi de. | got those figures fromIDC, and |
attached themto the back of ny testinony, if you want to

| ook at those.
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And we're only in the early stages of this thing
call ed "network-centric conmputing,” that is experiencing yet
anot her expl osion of conpetition and proliferation of
conpetitors to nmeet the chall enges.

You al ready know sone of these new conpanies;
al t hough, six nonths ago you never heard of them They're
the latest darlings of Wall Street, conpanies |ike NetScape
and Spygl ass, which have seen their narket capitalizations
guadruple in just a few nonths.

As a conpany whose PE ratio is 9, | really envy
Spygl ass and Net Scape whose PE ratios are sonmewhere around
6, 000.

Moreover, this is an international phenonenon.
Back in the 1970's at the height of IBMs antitrust
troubl es, we couldn't convince anyone that the information
technol ogy market was international. Today, to think
ot herwi se i s |aughabl e.

For many U.S. conputer conpanies, half of their
business is overseas. The Internet is already accessible
internationally, and the goal of d obal Information
Infrastructure is well accepted.

| also referred to the nmarvel ous conpl exity of our
i ndustry. Fromthe antitrust point of view, this feature
al one makes regul ation extraordinarily challenging. Not

only are there nunmerous conpetitors, but they vary in size
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and objectives, from hardware conponent suppliers to
mai nfrane-server manufacturers, fromsoftware application to
operating systenms programm ng houses. There are groupware
progranmm ng devel opers |ike Lotus, and AT&T. There are
t el ecommuni cati on and network access providers, |ike Prodigy
and Anerica Online and what have you.

Products are distributed by manufacturers,
conmponent and subsystens integrators, val ue-added
re-sellers, retailers, mail order catal ogs, and, now, of
course, electronically. There are established entities and
a barrage of "start-up"” firns. |In addition, there are
count | ess conbi nati ons, ventures, alliances, and contracts,
bot h donestically and internationally, between firnms in the
i ndustry and businesses in fields related to the industry.

A conplexity also results fromthe nunber and
vari ety of hardware and software products. Each information
processi ng probl em has a range of alternative sol utions.

For exanple, we are all very famliar with the attraction of
fully functioned PC s with powerful operating systens and
processing facilities, speed and nenory, to |oad and run

resi dent application prograns.

Well, even so, industry seers are foretelling the
energence of a rival new technology -- you heard a little
bit about it earlier -- for the sane task. One such device

woul d be a sinple, Iowcost "IPC" or Inter-Personal
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to be international. Just as we cannot optim ze around one
manuf acturer's view, neither can one country or region
i npose its view -- or the view of its national chanpion --
on the rest of the world. This calls for increased
participation in the devel opment of standards by industry,
government users, and other interested parties worl dw de.

If the de jure systemisn't as ninble as it ought
to be, what about the de facto standards? Well, they are a
fact of life. They are generally adopted by industry
consortia or informal groups, and they are appropriate and
they are necessary in the proper circunstances.

One not abl e exanpl e you may have heard about
recently is this Digital Video D sk format which was worked
out between two groups devel opi ng DVD technol ogy. The
devel opers were at the point of comrercializing two
di spar at e approaches.

However, the two principal prospective custoners
of this technol ogy, who happened to be the entertai nment
worl d, and the distributors and PC storage nanufacturers,
put intense pressure on the developers to agree to a single
format so these DVD s coul d be swapped between PC s and DVD
pl ayers attached to your television.

The adoption of a single format avoided a
repetition of the "VHS v. Betamax" situation with its

confusi on and wasted resources. It also elimnated the
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You may recall that just four years ago, the
Cinton adm ni stration was advocati ng a consi derabl e
government expenditure for the NI, or National Information
Infrastructure. They asserted that w thout federal
foundi ng, the fiber backbone essential for the realization
of the NIl would not be built. And they were even tal king
of budgeting $5 billion dollars to do this.

But what's happened in these |ast four years?
Everyone from public utilities, to conmon carriers, to
private corporations, to Joe's corner gas station i s now
laying fiber in this country so that today there are 20
mllion mles of fiber inthe US And this
wel | -i ntentioned governnment project, the need and necessity
for it, has just evaporated. The Internet has arrived, and
the NIl and the A1 are fast becoming a reality.

Li kewi se, the FTC should not set out to manage the
vol untary industry standards process, but should insist that
it be operated openly and fairly. There is just no evidence
that installing another |ayer of costly bureaucracy woul d do
anything to speed the process. It will probably just nmake a
sl ow process even sl ower.

As | nmentioned earlier, the private sector is
nmoving rapidly to address these concerns. \Wen governnents
have tried to neddle in the standards process, the results

have generally been di sastrous.
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For exanple -- I'Il give you one exanple in Europe
-- a European industry standards group called ETSI -- it was
t he European Tel ecomruni cati ons Standards Institute,
desperately wanted to avoid the cost of paying royalties for
patent rights on innovative technol ogies.

You can guess which country had the innovative
t echnol ogy.

Wth some support from segnents within the EU
Commi ssi on and under the guise of establishing European
standards, ETSI attenpted, albeit unsuccessfully, to force
compul sory licensing of intellectual property rights,

i ncludi ng, obviously U S.-owned rights, as a condition for
participating in the standards process and nost probably as
a condition precedent for bidding qualifications for public
procur enents.

This effort threatened to destroy ETSI.

Utimately, thoughtful |eaders in the Comm ssion and ETSI
itself recognized that this effort was m squi ded, and the
menbers overwhel m ngly rejected the approach.

Not without, |I mght add, a lawsuit filed on
behal f of U S. manufacturers, many of whomare sitting
around here.

The FTC shoul d, however, in our view, assist the
i ndustry in building an international marketplace. For

exanpl e, the FTC coul d advocate international synthesis of
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sonmeone has legitinmate control over the Net for whatever
reason, including the reason of having hinself an attachnent
that is of such value that it carries the Net with it, that
seens to nme perfectly appropriate.

M5. DeSANTI: Let ne ask you, nmaybe you can take
it a step further, yesterday we had sone panels on the
interface of antitrust and intellectual property protection
that led into a discussion of whether firns can take legally
acqui red dom nance or narket power in one narket and
| everage it into another market.

And there were sone who argued that a distinction
shoul d be made in the situation where you need an interface
avai lability to prevent the nonopolist in the first market
fromleveraging its power into the second narket.

Do you have any coments on that type of a
situation?

MR. BAXTER: Well, first of all, it's very
i nportant to be precise what we nean by | everaging into the
adj acent market. People use that expression when all they
really nean is that sone sort of advantage has been gai ned
by which the firmin the first nmarket makes additional sales
in the second market. And that is not what | have in mnd
when | say "leveraging into a second market."

The only time | recognize the existence of a

probl emis when an i ndependent base of market power is being
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established in the adjacent market that will be able to
col | ect nmonopoly rents from peopl e who have no denmand in the
first market. And that neans there nust be significant
i ndependent uses of the product that constitutes the second
mar ket .

But under those circunstances, | would be
perfectly happy to recognize a violation where an
i ndependent base of narket power was bei ng established by
mani pul ati on of market power in the first market.

CHAI RVAN PI TOFSKY: O her questions?

MS. VALENTINE: Actually, Tim Bresnahan, woul d you
comment on those questions as well?

And we may as well stay with the |ast exanple that
we had of a market power situation in one market, and let's
say it's a refusal to license, which then | eads to a narket
power situation in the second market, but it is a
conpl ement ary product.

MR. BRESNAHAN. Yes. | think that in general, it

i s possible that owners of |egal narket power in one narket

attenpt to lever it into a conplenentary market. | dislike
Aspen Ski a great deal less than Bill does.
In I T in particular, | think that the test for

whether it is an efficient |everage attenpt or inefficient
| everage attenpt, market power gaining | everage attenpt wll

often conme out for efficiencies.
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You know, why will the owner of the interface
standard -- if, say, it is enbedded in a product that is in
one of the two conplenentary nmarkets -- not wish to |license

it for open interoperability to nost people in the adjacent
mar ket for interconnect?

Typically, owners of intellectual property in IT
are very focused on scal e econom es and on the advant ages of
positive feedback by the investnent of conplenentary
technol ogi es that are conplenentary to theirs.

And in nost circunstances, if there is a benefit
to their custoners of having the connection to the other
firms product, then they will want to do it. Now, why
m ght they not?

They mi ght be attenpting to create a nore val uabl e
nmonopoly by being in two markets, for exanple, for price
di scrimnation reasons. It seens to ne that that's an
i nvestigabl e question of fact. O it mght be -- and |
think this is the one which nakes ne say that in these
particul ar industries, we shouldn't be too interventionist
on these matters -- it mght be that the apparent
t echnol ogi cal conplenment this year is next year's conpetitor
and that the notivation for the desire for the interconnect
is a horizontal conpetitive one.

So | would say that it's often true that we are

protecting conpetitors by forcing licensure of intellectual
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property rather than by protecting the conpetitive process
in such circunstances.

CHAI RMAN PI TOFSKY:  Bill?

MR. BAXTER: Yeah. [If | could add just one word.
| agree with Timthat the normal incentives here are for
licensing, and that certainly is an inportant reason why the
case that you specify so seldomy actually arises.

But there's another reason. And that is that if
these two things are strong, technical conplenents and each
has mar ket power in the individual separate narkets, you run
into a problem of double marginalization of successive -- of
each conpany marking up to reflect its market power but
starting froma margi nal costs nunber that is already
inflated by reason of the nmarket power of the other conpany.

And you get prices that are even higher than the
nmonopol y | evel and outputs that are even | ower so that
coordination is needed to bring price down and quantity up.
It sounds backwards fromall of our intuitions, but it's
really quite a common situation

CHAI RVAN PI TOFSKY: O her questions?

Can | just ask M. Wayman, M. Phel ps, or others,
in your experience in the business world, have there been
circunstances in which antitrust enforcement or the threat
of antitrust enforcenent, because the area is so uncertain,

have deterred conpanies from engaging in behavior that you
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t hought woul d have been efficient?

COW SSI ONER STEIGER  Let nme add to it, because
that was nmy question of M. Phelps, in particular, | believe
he suggested that antitrust |aws have inpeded industry
activities abroad; and | would be very interested to hear
some expansion of that, if indeed that was your view.

MR. WAYMAN:.  Chai rman, we never take any
cogni zance of the antitrust laws. W just proceed
regar dl ess.

CHAI RVAN PI TOFSKY: Were there deals that actually
were scratched or sidetracked, del ayed?

MR WAYMAN: Sure. And also deals that were
significantly restructured. M first year of practice with
t he Federal Trade Commission -- |'maware of the antitrust
laws. W pay attention to them They have an inpact on how
we do our busi ness.

Then this guy --

MR. PHELPS: | was just amazed at the question.
Because the answer to that is, of course, people are aware
of that.

God knows we've turned it into an art form |
think, at IBM It's, thankfully, becom ng |ess of an issue;
but it domi nated the conpany for 20 years.

There are trade associations in Washi ngton, you

m ght hear fromone shortly, that have existed because of

Heritage Reporting Corporation
(202) 628-4888






© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

3555
at war with thensel ves on how they would interpret sone of
those things. And so you have DG 3 or DG 13 versus DG 4.
And what happens to you overseas i s somewhat specul ative.
Now you get to Japan and, ny goodness, the Fair Trade
Commi ssion in Japan sonetimes -- | don't know if they go to
work. | don't know what they do. But |I do know that when
was living in Japan, the only tine they seened to wake up
was when Apple or IBMdid sonething. But the keiretsu
structure still exists and, ny goodness, you'd have a hel
of atime trying to inflict that kind of a structure in the
United States upon anybody.

So | think the enforcenment of it is very spotty
overseas and clearly not very consistent, at least | would
say that from a business perspective, and | woul d obviously
defer to our academ c friends on that.

CHAI RVAN PI TOFSKY:  Well, | can say that in six
nont hs' experience here that the questions of coordination,
har noni zati on, procedural cooperation, if they're not noving
as quickly as they should, it's not for failure of attention
or energy.

MR. PHELPS: Right.

CHAI RVAN PI TOFSKY: There are very difficult
probl ems when you get into the international arena.

MR PHELPS: Yes, there are. But | think the U S

has been pretty forthcom ng trying to get that kind of
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talk briefly today about a couple of over-arching thenes
that provided the context for those witten remarks.

Wiile it is true that the principal Anmerican
antitrust statutes and case | aw were devel oped in the
I ndustrial Age and notivated by concerns over the
concentration of econom c power in the hands of firns
engaged in the production and distribution of physical goods
in capital-intensive industries, | believe that the
antitrust law has as vital a role to play in the Information
Age as it ever has.

Ni nety years ago, the nonopolization of refining
capacity or snelting capacity or rail distribution were the
main threats to a conpetitive market econony. 1In the
Informati on Age, those threats are represented by
nmonopol i zati on of technical standards.

Usual Iy, a discussion of this issue revolves
around the dom nation of the personal conputer operating
system software by M crosoft and the dom nation of persona
conmput er m croprocessors by Intel, the conbination popularly
known in the industry as "Wntel." O course, that
dom nation is utterly obvious. But | want to take a
somewhat | onger historical view

It has often been observed that the
M crosoft/Intel dom nation of the personal conputer narket

was the product of IBMs decision to |license the tw nost
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critical technologies in the original IBMPC fromthose two
compani es.

What's inportant isn't that | BM chose M crosoft
over sone other outside supplier for its operating system or
Intel over sone other outside supplier for its
m croprocessor. Wat was critical was the fact that it was
I BM t hat was naking the decision. After all, Apple invented
the first nmass-produced personal conputer, and it was built
around a Motorola mcroprocessor. Today, Mtorola has a
tiny share of the personal conputer m croprocessor business.

Apple built its operating systemin-house; but
even if it had licensed that technol ogy fromthe outside,
such an outside supplier would have been no nore successful
in establishing its technol ogy as the PC standard than
Mot orol a was on the m croprocessor side.

My point isn't nerely that IBMunwittingly
transferred its market dom nation to Mcrosoft and Intel in
1980. That fact has often been observed. M/ point, which
is less often remarked upon, is that the original nonopoly
power devel oped by IBMin the early 50's runs in an unbroken
line to Mcrosoft and Intel 40 years later. This is an
amazingly static phenonmenon for an industry that is nornally
characterized as the qui ntessence of dynam sm

| think it is absolutely essential to keep this

history in m nd because there are many in and outside of our

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N N N N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

3559
i ndustry who claimthat the rapidity of technol ogical change
sonmehow renders antitrust |law and policy stultifying at
worst and irrelevant at best in the Information Age. And
yet for all that change and supposed dynam sm the contro
by I BM of a handful of key technical standards in the 50's,
60's, and 70's created such market power that its decision
to cede control of a handful of technical standards to
M crosoft and Intel in 1980 conferred the power on those
conpani es to dom nate the industry in the 80's and 90's.

Many people like to confort thenselves with the
t hought that the so-called paradigmshift represented by the
energence of the PCin the early 80's, which represented a
fundanment al technol ogi cal change fromthe conputing node
represented by mai nfranes and m ni conputers, wll
undoubtedly be repeated and that, when it happens, the
apparently unassail abl e dom nation by Mcrosoft and Intel
will be subverted, just as Intel and M crosoft subverted
I BM's nost dom nant position.

Don't be too sure.

In the first place, the concept that a technical
paradi gm shift can underm ne a dom nant player is now known.
That wasn't the case in 1980 when |IBM made its fatal
decision to |license key PC technol ogi es fromthe outside.

I ndeed, not | ong before IBMentered the PC business,

internal |IBM studies reportedly suggested that the total
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My answer is: "Not at all." There are a couple
of reasons.

First, Mcrosoft is conpletely aware of the
i nportance of the Internet and the threat it poses to
M crosoft's current dom nation of the conputer industry.

Bill Gates published a | ong nenorandumto his staff | ast
spring, which has been widely quoted in the press, naking it
quite clear that the Internet phenonmenon will not sneak up
on Mcrosoft in the way the PC phenonenon sneaked up on | BM

Second, one may be sure that today's dom nant
pl ayers will exert every effort they can to | everage their
position in order to dom nate the world of tonmorrow. And
there are enough techni cal hooks and handl es avail abl e for
themto do so.

Even though the basic technical standards and
protocols that conprise the Internet are in the public
domain, it is possible for Mcrosoft to so tightly integrate
its own web browser with its applications and operating
software -- and at the sane tinme render simlar products and
t echnol ogi es from ot her conpani es inconpatible -- that it
can assure its dom nation of the information technol ogy
busi ness for generations to come. That is clearly their
goal .

M crosoft sees the Internet as both a huge threat

and a huge opportunity, a threat if they don't ultimately
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Macl nt osh operating system The phrase "If you | ove MacOS
87, you'll love Wndows 95" isn't nerely cynical; it's true.

In traditional industries, consuners tend to be
victim zed by nonopolies through higher prices. 1In the
conmput er industry, consumers tend to be victimzed by |ack
of innovation. Apart fromthe natural tendency of a
nonopol i st to take inconme to the bottomline rather than
spend it on research and devel opnent, unless forced to do so
by conpetition, technol ogy nonopolists al so i npede
i nnovation in a whole industry by forcing others to innovate
wi thin the very narrow technol ogi cal band permtted by
nonopol y-control |l ed standards. That is why the mgjor PC
conpani es spend very little on research and devel opnent.

One of the biggest reasons there has been such an
expl osion of comercial activity and innovation around the
Internet in the past couple of years is because it is one
area in which the standards and the standard-setting process
are free of control by another conpany.

The brilliance of the Angl o-Anerican |egal system
has al ways been its adaptability to changed econom c and
soci al circunstances. Reasoning by anal ogy has been the key
to this adaptability. There is no obvious reason why, for
exanpl e, Wndows should be regarded as any | ess an
"essential facility,” in economc ternms, than the only

railroad termnal or a ski-lift in town.
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it is sinply copying it and duplicating the software.

There are also incentives to get access to

intellectual property whether you call it the intellectual
property interface specification or whether you call it a
subroutine or whether you call it any other portion of a
program

To get access to it by conpetitors on financi al
terns that are attractive. At sone |evel, the discussion
bet ween di scl osure and openness of interface specifications
and access to interface specifications is really not about
access. It's really about the cost at which you get access.

And those who woul d argue -- as M. Kohn argued
yesterday, for exanple, for conpul sory |icensing of
interface specification -- are really arguing for ways to
reduce the price at which you get access.

The tradition today, the systemthat has evol ved
in the United States, is voluntary standard setting. Those
standards are established. They can be standards which
incorporate intellectual property rights, or they can be
st andards whi ch have no intellectual property rights present
at all.

In all of these standard setting organizations,
the rule has been that if you do have an intell ectual
property right you agree to license on non-discrimnatory

commercial terms to all others who would use that. And when
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general matter, the industry is functioning pretty well with
the existing intellectual property law and with the existing
general regine of standard setting that is in place.

Departing fromthose could, frankly, produce
di sruptions in the marketpl ace. Sonme have argued, for
exanpl e, that once you attain a certain degree of market
success, your intellectual property should be diluted, that
there should be an inverse relationship between success and
bet ween the scope of protection you receive.

That makes absolutely no sense. Because then we
woul d have an intellectual property regine that would reward
only losers. You get strong protection if you don't succeed
in the marketplace. You get no protection if you do succeed
in the marketpl ace.

That's the antithesis of what the constitutional
concept is all about, which is pronoting the science and the
useful arts.

A second concept that is often advanced here is
t hat sonmehow those intellectual property rights should
beconme a public good. That once they becone w dely accepted
in the marketplace, they should no | onger be subject to
ownership or control by the person who spent a |ot of tine
devel oping it and creating its success in the nmarketpl ace.
Agai n, that, too, stands the whol e concept of how you

pronote innovation in this industry on its ear.
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Now, a little bit about the standard setting
process.

Standards are clearly necessary in the industry,
because w thout standards, we have total chaos. And, in
fact, the industry, driven principally by consuner demands,
has been going towards conpatibility, has been going towards
i nteroperability, has been going towards integration of
systens, because that's what consuners want.

That has occurred | argely w thout governnent
intervention. It is entirely unobvious to ne how a
regul ator could figure out what a right standard is in a
t echnol ogy that changes every six nonths and coul d go about
actually setting that standard and inplenenting it in a
timely fashion.

The likelihood is that what you would get is you
woul d get inpedinments set in the systemrather than get the
kind of push forward into the system

"1l give you just one exanple. W have a
regul ated standard for television screen resolution, and it
has essentially been in place since the |ate 1950's. And
you get the same 550 lines of resolution on your television
set no matter how many buttons you have.

The resolution on a PC nonitor has exploded. It
has i ncreased over the |ast decade. It has becone shar per,

better, bigger, easier because there has been no standard.

Heritage Reporting Corporation
(202) 628-4888






© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

3571
generalize this to the international marketplace, we as a
country are principally a producing country and an exporting
country.

Al'l the nmajor European countries, the Japanese,
and many others would like to get into many of the business
lines that these industries are now driving forward and
pushi ng.

They are constantly on the | ookout for ways to
alter policy in ways that would not violate their
i nternational obligations or in ways that are justified
because a precedent has been set already sonmewhere el se
maybe in the U S. W are inplenenting those policies.

And it's, | believe, a true danger that we are
someti mes our own worse enenies Sonetinmes we inplenent
t hi ngs here donestically which end up being rationalized by
foreigners in ways that do damage to our own interest.

The ETSI exanple that Marshall raises is one

exanpl e where, essentially, where -- we can tal k about it
now -- it was a Mdtorola patent that several European
conpetitors -- Ericksen, Thonpson, and others -- were really

after. And what they didn't want was Mdtorola building the
digital cellular telephone systemin Europe. They wanted to
build it. Wat did they do? They tried to nmanipulate the
standards setting process so that Mdtorola would be

conpelled to license their patents to themfree of charge.
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di fferent than many ot her industry groups whose nenbership
reflect a nore narrow niche in the nmarketpl ace.

CCl A is conprised of top executives from conpani es
whi ch represent a very broad cross-section of the industry,
smal |, nmedium and | arge conpani es representing many
segnents of the conputer and conmuni cations industry.

As a result, our Association's views and scope of
work tend to be broader, |onger range, and nore strategic in
orientation.

We have a long history of supporting public policy
whi ch encourages vi gorous conpetition in our industry.
Therefore, CCl A al so advocates a bal anced approach to
intellectual property rights in high technol ogy markets,
seeking to ensure a proper renuneration for creativity while
preserving the ability of newer innovative conpanies to
conpete in the market.

We appl aud the FTC for hol di ng hearings on the
appropriate role of antitrust enforcement and conpetition
policy in our increasingly global, innovation-driven
econony. Particularly in our industry, the pace of
i nnovation, the increasing inportance of network
externalities in the devel opnment of product |ines, and the
important role of interfaces and interoperability, make it
essential to reexam ne how antitrust |aw and antitrust

enf orcenent agenci es shoul d approach this industry in order
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property rights or assert excessive or over-broad
intellectual property rights.

To achieve this end, two steps are in order:

Antitrust principles nmust informdecisions by
Congress and the courts as to the appropriate scope of
intellectual property rights. The FTC should take an active
role in providing informed views on conpetition policy to
those that define the proper sweep of intellectual property
rights.

Antitrust authorities nust rethink the appropriate
role that antitrust |aws should play in addressing key
i ssues affecting conmpetition in our industry, including the
scope of intellectual property rights in conputer
interfaces, the cunul ative inpact of networks that derive
their value fromthird-party investnents, the problem of the
control of interfaces by one or two conpani es.

What policies work and shoul d be retained?

What policies need to be changed or fine-tuned to
address i nnovati on-based conpetition?

And what new i deas are needed to ensure that
intellectual property is rewarded and protected but does not
unnecessarily and i nappropriately stifle conpetition in our
i ndustry?

| would like to reiterate the features of our

i ndustry that nust be kept in mnd in assessing conpetition
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in our industry.

We nust recogni ze the inportant role of standards
in our industry. Software devel opers, applications
devel opers, peripheral manufacturers, network suppliers, and
many ot her of the 71,000 that Marshall nade reference to,
all recogni ze the inportance of industry-w de standards in
enhanci ng the value of all aspects of conputing.
Interoperability is a central factor to the maturation and
conti nued grow h of the conputer industry.

Second, one shoul d recogni ze that the creation of
standards occurs, for the nost part, through product
acceptance. Fornalized standards-setting plays a limted
role in our industry. Many standards are de facto
standards. De facto standards often arise through the
adoption of the standard by others -- network externalities.

As a result, the assertion of intellectual
property rights in such de facto standards as an interface
or network protocol poses troubling and conplicated issues
for antitrust authorities. Should firnms be rewarded for
actively encouragi ng the acceptance of their products as a
de facto standard and thereafter asserting intellectual
property rights on the interface to attenpt to control
conpetition against firns that have already commtted their
efforts to the standard?

Finally, as nmentioned previously, | want to remn nd
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consistently, neither is subservient to the other.

| think it is now generally accepted that
intellectual property laws and antitrust |aws share the
comon pur pose of pronoting innovation and conpetition in
t he hi gh-technol ogy markets. Prudent enforcenent policy
dictates that the FTC shoul d seek to harnoni ze these | aws, a
view | hope Commi ssion shares.

However, in fulfilling their responsibilities, the
enf orcenent agencies cannot be lax in this vitally inportant
area. The agencies nmust be effective advocates of
conpetition policy in connection with | egislation and
l[itigation in which the scope of intellectual property
rights are defined.

Current antitrust thinking on intellectual
property-antitrust issues generally involves two steps. 1In
the first step, the agencies seek to determne if the
conduct being construed is within the scope of the patent or
copyright hol der's exclusive right.

| f the conduct anmounts to no nore than the
unil ateral exercise of a patent or copyright holder's
exclusive right, then the conduct is nornmally thought to
pass nuster under the antitrust laws. Only if the conduct
is beyond the rights conferred by the intellectual property
| aws does antitrust analysis proceed to the second step of

assessi ng the reasonabl eness or | awful ness of the conduct
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agencies will be left with the nore difficult job of
returning the horse to the barn

| nnovati ve antitrust enforcenent approaches are
possi bl e, but the enforcenent agencies' forenbst m ssion
ought to be to becone effective voices for pro-conpetitive
policies in the definition of intellectual property rights.

Let nme suggest just a few exanples of areas where
the FTC and the body of antitrust |aw, generally, could be
nore active in assuring that concerns are heard in the
definition of IP rights.

Wth regard to patents, one striking exanple cones
to mnd. The Patent and Trademark O fice recently issued a

detai | ed docunment describing the basis and principles that

will apply in allow ng patents covering conputer
programrel ated i nventions. In general, the regul ations
will result in nore patents being issued on conputer

prograns. And in recent years, thousands are being issued
each year.

Were the conpetitive concerns related to these
rul es adequately considered by the PTO?

What antitrust consideration was given to those
rul es?

Whol |y apart fromthe outconme of the rul e-making,
I wonder if the conpetitive concerns related to the issuance

of patents on software-rel ated i nnovati ons were adequately
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addressed in that process.

| f they were not, has not the opportunity largely
been | ost?

While admttedly the issues involved in the
granting and the scope of patent rights are often difficult,
arcane, and intricate, the intelligent and coherent
consideration of antitrust policy clearly does have a role
in this debate.

Wth regard to copyrights, the situation is
per haps nore pressing. The courts today are grappling with
t he proper scope of protection that conputer prograns are
entitled to under the copyright laws. It is a very hard

process, one that Judge Boudin in Lotus v. Borland conpared

to trying to put a square peg in a round hol e.

One inportant issue, at the core of what we are
di scussing today, is the copyright protection available to
conputer interfaces and to software that inplenents conputer
i nterfaces.

Can aut hors secure exclusive rights to the
interoperability of their prograns with other prograns or
control conputer interfaces or networks through the
assertion of copyrights? These issues are central to the
conpetitive process in our industry. Many aspects of
conpetition are going to be affected by the answer to these

guesti ons.
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unprotectible subject nmatter in conputer prograns.

The conpetitive inplications of this |egislation
ought to be considered by the antitrust authorities before
| egi sl ative action occurs.

Li kewi se, the FTC shoul d consider intervening in
the appropriate cases where the question of the scope of an
intellectual property right poses legitinate conpetitive
i ssues, such as Atari and the Sega case. The courts would
benefit fromthe Commi ssion's views in such cases, and
har moni zati on of I P and antitrust |aw would be furthered.

Finally, | suggest that it would be appropriate
for the FTC to issue a white paper itself, or other such
docunent, setting forth its views on the conpetitive issues
that arise in various areas such as the application of the
"fair use" doctrine to conputer prograns.

Anot her point | would like to nake relates to the
way in which the FTC needs to rethink its policies in order
to ensure their relevance to the conputer industry. | would
like to applaud the steps the Commi ssion has taken to date
and encourage such creative thinking in the future.

These hearings are a very inportant statenent that
the FTC intends to remain an effective, vibrant force in
conpetition policy in innovation-based industries |ike mne.

Li kewi se, the recent consent decree in the Dell

case recogni zed the inportance of standard-setting processes
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However, dom nant firms -- arguably, all authors
-- should not be permtted, in the absence of open
di stribution practices, to inpede the exercise of this right
and stifle conpetition by inposing |license terns that
prohibit a fair use analysis for the purpose of devel oping
non-i nfringing, interoperable products. There are obvious
anti-conpetitive effects here that warrant your scrutiny.

Mor eover, we need to bear in mnd in this regard
t hat the dom nant purpose of the copyright laws is the
di ssem nation of information. Rewarding the author is a
secondary concern. Conduct that inpedes the dissem nation
of unprotectible information is contrary to the purposes of
both the antitrust |aws and the copyright |aws.

Li kewi se, the Conmmi ssion needs to consider the
guestion of the assertion of over-broad or unjustified
threats to enforce intellectual property rights on
conpetition in innovation-driven narkets.

I nvalid or over-broad threats of litigation can
have a very chilling effect in this industry. Assertion of
an invalid property right in an interface, for exanple,
could chill scores of small software devel opers fromwiting
applications for that interface and thereby entrench
established players at the expense of conpetition.

What role does antitrust have to play in the

di ssenm nation of interoperability information relating to
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networ ks, interfaces, and the |ike?

Are there circunstances where a domi nant firm can
i nproperly inpede conpetition by refusing to make interface
informati on freely avail abl e?

|s section 5 an effective renedy in such cases?

Anot her area we woul d urge you to explore rel ates
to the question of networks and other environnents where
substantial network externalities are present.

Were a large portion of the value of a network or
interface is driven by network externalities, what
limtations, if any, does that place on firnms that control
access to the network or define the interface through
software that becones a de facto standard in the industry?

For exanple, can firnms affirmatively induce the
creation of interoperable applications and, at the sane
time, seek intellectual property protection over the aspects
of the application on which the industry nust rely?

Is this type of conduct fundanmentally any
different fromthe conduct challenged in the Dell case in
the context of nore fornalized standard setting bodies?

While | suspect that even on this panel the views
are divergent, the issue is inportant and needs to be
di scussed.

Finally, you nmay wish to think about the role of

the essential facilities doctrine in the innovation-driven
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conditions in the market as it has in nmany ot her markets
over the past 100 years.

One final note on global conpetitiveness. This is
a subject where our industry is trenmendously involved and
concer ned.

The primary purpose of the antitrust laws is to
protect conpetition in the U S. However, a prudent
antitrust enforcenent policy nust take into account the need
of US. firnms to conpete globally. W believe that the best
way to ensure U.S. firns are able to conpete globally is to
have a strong, conpetitive market in our country. | believe
t hat vi gorous donmestic conpetition is the best assurance
that U S firms will have the conpetitive edge in the
forei gn markets.

We reject intellectual property protectionism

Thank you.

CHAI RVAN PI TOFSKY:  Well, thank you. You
certainly hit all the bases and the issues that led us to
hol d these hearings in the first place.

Let ne make a coment and then ask you a questi on.

The comrent is this: | think you' re absolutely
right that people who care about antitrust policy have to
pay nore attention to the scope of intellectual property
rights. And | think that's in the works, and | think you'l

find changes occurring in which that very kind of
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participation intervention will occur. And that's the
long-termstrategy and | think a useful one.

But in the short-term while intellectual property
rights are defined as they are, | thought |I heard you say at
t he begi nning of your coments that you thought either under
section 5, or under the antitrust |aws nore generally, there
is arole to ensure reasonabl e open access.

| s that your position, that the antitrust can play
t hat rol e?

MR, BLACK: Yes.

CHAI RVAN PI TOFSKY: W have, | think, today, as we
did yesterday, a difference of view on this; and probably it
reflects a difference of viewin nany circles in the
country, whether by ensuring open access we dimnish
incentives to such a great extent that it's not useful.

And what are the practical problens of ensuring
open access? Wo sets the reasonable royalty? Wo decides
compul sory licenses and so forth?

It's not an easy set of questions.

Per haps sonme of the people who spoke earlier this
nor ni ng have comments on | ater discussion.

Bill Baxter.

MR. BAXTER: Yeah, | would like to nmake two
poi nt s.

One is the fact that the i nvestnment that users
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make that is conplenentary to the Net is a real cost. |
nmean there are real social costs involved, and they can't be
i gnor ed.

I f a single conpany owned the Net and all the
applications, it would take into account, in deciding when
to go to the next technology, the fact that it was
obsol eting all of those applications; and nothing is changed
by the fact that the applications are in two hands rather
than in one.

So, first of all, the rate at which technol ogy
should turn over in these industries is slower by reason of
t hose applications investnents.

The second thing, getting back to the question you
just raised -- about equal access or confiscation, however
you like to think about it -- it is inportant, | think, to
remenber that in the real world one does not |icense patents
or copyright. One essentially licenses technology for the
nost part. And that nmeans there will be know how provi sions
and show how provisions; and we'll be sending technical
peopl e back and forth to one another's plants to teach their
people on their prem se howto do this and we'll send over
t he guy who explains that when it doesn't work right, you
ki ck this machine down near the |lower |eft-hand corner and
that usually does the trick.

There are very conpl ex arrangenents. And,
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consequently, for the courts to issue renedial orders that
will be effective involves very extensive, judicial
regul ation of the kind that we saw for these last 10 years,
for exanple, in telecomunications under the M-J.

And | would think one would want to take a deep
breath and think very carefully before stepping into that
si tuation.

CHAI RVAN PI TOFSKY: Bill, you're not telling ne
that you have second t houghts about the AT&T case and the
MFJ?

MR. BAXTER: The opportunity for re-litigation of
the MFJ was greatly changed by Judge Green after | wote ny
ver si on.

CHAI RVAN PI TOFSKY:  Other comments or questions?

MR. PHELPS: | would like to make a qui ck comrent.

CHAI RVAN PI TOFSKY:  Yes.

MR PHELPS: It seens to ne, if there is a
problem it really is a bottleneck and it really is a
problem | don't know what in the lawisn't there to go fix
it.

Now, | really worry about the point Enery Sinon
made, and you should all worry about it, too. W have a
hell of an industry in this country. And the authorities
and the conpetitors around the world watch hearings such as

this and say, ah-ha, the Anmerican Government is worried
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diluting all of the intellectual property, you' re not just
hurting the conpany that has been abusive or the conpany
that's the bottleneck. You're hurting the entire industry.

And that strikes ne as an irrational approach to
the problem If you' ve got a player who's being abusive,
you' ve got soneone who's m sbehaving, then you address that
problem You don't condem the industry as a whol e.

It strikes me that a | ot of what Ed was talking
about, which is, you know this whol e re-exam nati on of the
scope of intellectual property froma purely antitrust
perspective. | nean, the intellectual property |aw
contained all those balancing notions in it already. And it
has not evolved, you know, out of a blossomin 1995. It has
evol ved over 200 years, and those conpetition considerations
have been active throughout its history.

So to sonehow say that the law in the area of
intellectual property has gone anuck and there are no
conpetition considerations that play init is sinply
counter-intuitive and counter-factual.

You' ve got to be very careful about this stuff.

MR BLACK: If | could?

| think, again, we ought to take a | ook at sone
reality of what's going on. W view-- and | agree with
everything Marshall said. W have a trenendous industry

here. It has grown up in a certain environment. And part
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When they get set successfully -- as was the case
with the Internet -- they get set at a point in tine when
nobody cares about them \Wen everybody starts to care
about them it becones inpossible to set them

| mean Sun has been involved -- | think Sun is a
menber of virtually every industry standards body that
exi st s.

And it seens to nme that al nost every tine when we
start to discuss a standard in which people actually have an
econoni ¢ stake, the politics get really ugly.

And |I'm sure we even play them | nean, |'m not
suggesting we are innocent parties here.

On the other hand, when the energing technol ogi es
are really energi ng and nobody yet has an econom c stake or
can't figure out what their econom c stake mght ultimately
be, it's a lot easier to cone to agreenent.

This is apart fromthe fact that the distinction
between things Iike, you know, what's an interface versus
what's an inplenentation, what is interoperability versus
what is conpatibility, are not perfectly obvious. W
frequently use those ternms in this industry as though the
definitions were perfectly obvious and then you'd have to be
either an idiot or acting in bad faith and deny it.

The fact is that, you know, the definition of

terms is inportant. One of the reasons we have supported
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the recent novenent of the courts of appeal in this country
in connection with this question of what's copyrightable in
terms of intellectual property, particularly conputer code,

i s because we believe they've hit upon a met hodol ogy for
figuring out the right answer, the filtration issue and so
forth, where you separate the parts that are functional from
the parts that are expressive. That issue nowis before the

Suprene Court in the Lotus v. Borland case.

W' ve supported the -- virtually every appellate
court which has reviewed this question has said: No, there
is a distinction. And here's the way you figure out what it
iS.

There are other people in the business that are on
t he other side of that case and would like to elimnate what
we think are kind of standard garden variety distinctions of
the copyright law, or at |east make them not apply in the
way we believe they ought to, to conputer software. W
think that's wong. And we think what that ultimately wl|
do is confer or enable other people to maintain nonopoly
power on really critical pieces of technology to the
detrinent of the industry as a whol e.

We are not advocating, at Sun, changes in the |aw.
We don't think the | aw needs to be changed. W think there
are plenty of tools available to the antitrust enforcers and

under the intellectual property laws to provide a bal ance
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plug. And that's been nentioned here.

On the one hand it gives incentives for inventors
and devel opers and authors, and it keeps the industry noving
forward; but at the sanme tinme, it doesn't permt one or two
parties to get a strangle hold on a choke point and derive
nmonopoly rents out of it.

COW SSI ONER STEI GER: May | just add a question
at this point, because |I think you can answer it as well.

Looking at intellectual property as a part of an
antitrust anal ysis, would you distinguish between copyright,
patent, and trademark in an analysis? O do you consider it
all of a piece?

MR MORRIS: | distinguish it sinply because there
are different rules that apply to the different parts.

And so you have to -- | nean, as the | awer, |
have to distinguish it because the rules are different. You
can't avoid those kinds of distinctions.

One of the problens that we believe the Wite
Paper that was introduced by the PTOrecently tends to
confuse copyright and patent | aw and make the forner the
latter, which that's a m stake, because it tries to do that
wi t hout inposing sone of the limtations and tests that
copyright law inposes on -- or patent |aw inposes on patent.

They are distinctive, there is no question. They

formthe entire piece -- or the entire body of intellectual
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property law. But they are enacted -- but the statutes are
different. They were enacted for different purposes. So we
t hink you have to distinguish. You can't avoid it.

M5. VALENTINE: M. Wayman, on the standard
setting?

MR. WAYMAN: Yeah, on the standards you -- a
coupl e of comrents which hopefully will be responsive.

As | look at the debate on standards, | think
that, to sonme extent, it's really off on a wong track.
When | look, | think you had the Comm ssioner -- an attorney
that works for ANSI talk, and |I read her remnarks.

You know, | don't think we should be worried about
exam ning the standard setting process in any great deal.
It is subject to abuse. The situation that you have with
Dell is such an abuse. But | don't think that that's a very
| eadi ng- edge kind of an issue to be worried about in these
hearings. It seens to ne that the | aws are reasonably well
settled there and that the Dell case was a reasonably
predi ctable outcome. And that's not what we ought to be
focusing on in these hearings.

| think the real issue is the standards that don't
get set. The question of, you know, yes, sonetimnmes ANSI
comes up with good standards and, to agree with M. Morris,
sonetinmes they're too late and it's too political.

The thing we need to focus on is: Wat are the

Heritage Reporting Corporation
(202) 628-4888









© 00 N oo 0o b~ w N P

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

3606

COW SSI ONER STEI GER: Thank you for that. |
think it is interesting, just on an anecdotal level, that if
you are consi dering val ue of assets, even though the val ue
may be anorphous, the trade nanme frequently is nentioned as
substanti al assets.

MR. BAXTER: Yeah, one of the nore interesting
fights actually in the tel ecommuni cation context was who got
the nane "Bell." It was obviously regarded as having
enor nous val ue by the parties.

CHAI RVAN PI TOFSKY: O her questions?

MR SIMON: | just want to make a very short
comment about the point that M. Morris brought up, which is
the definition of terns, which is really critical, because |
t hink every conpany and industry licenses interfaces or what
sonmebody el se would call a critical interface.

And the question is: Wlat's the critical
interface? The one that | own, which of course is not
critical because then | can license it. O is it the one
that he owns, which | want for free; so, therefore, it
shoul d be critical.

Everybody |icenses technol ogy, everybody |icenses
interface specifications, everybody shows others where to
attach their product.

Because, frankly, all these conpanies and all the

conpani es are driven to work together and one of the ways
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they do that is by licensing each other.

The key here, or the debate is: How do you pick
t he ones which you shouldn't be able to license? And that's
not an intellectual property issue. That's a conpetition
issue. And to phrase it as an intellectual property issue,
frankly, confuses it beyond necessity. It doesn't work in
t hat real m

One very small point, too, about patents and
trademar ks and copyri ghts.

Yest erday, you talked quite a bit about conpul sory
licensing. Under international law, as | understand the
compul sory licensing of copyrights is not permtted. You
can, under limted circunstances, conpulsory license the
patents still under the international agreenents under the
Wrld Trade Organi zati on.

But conpul sory |icensing of copyrights is not
permtted. That's fromyour perspective as you | ook at that
-- or have |l ooked at that as one of the ways that you renedy
situations, that's not an option to you in the copyright
area without violating international |aw.

CHAI RVAN PI TOFSKY:  Thank you.

MR. ANTALICS: | did have a question for Professor
Baxt er .

| was just wondering if you saw any limts on the

types of agreenents that a dom nant operating system hol der
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agreed with himthat there was a | ot of nonopoly power at
Mcrosoft. | agreed with that instantly.

But | asked himsort of the dog and fire truck
guestion, which is | think what Bill is after, which is:
What are you going to do with it when you catch it exactly?

COW SSI ONER STEI GER: Thank you. There's got to
be one like that in every crowd.

Yes, Susan.

M5. DeSANTI: We have been talking a | ot about the
proper role for antitrust enforcenent.

| m wonderi ng whet her any of you have thoughts on
a possible role for the Federal Governnent as a | arge
pur chaser of conputer products in terns of nmoving -- or
i nfluenci ng the devel opnment and i npl enmentation of standards
that mght facilitate entry and conpetition.

MR. PHELPS: Yeah, | actually nentioned that when
| talked. |If you -- the governnent is a huge purchaser.
And one of the ways you can inflict -- any |arge purchaser
can inflict their view of interoperability on the industry
pretty easily is through that kind of a nechanism it seens
to me. And you can drive the industry towards
interoperability faster than it m ght otherw se get there
because it's in a common interest to do so.

And | woul d absol utely encourage the governnent to

do that kind of thing, all governnments. | nmean, that's on
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the purchasing side. But there is absolutely no rule that
says you can't also participate in the standards process
itself as a large custoner; and you should do that as well.

So | would encourage it.

M5. DeSANTI: Bill?

MR. BAXTER: | was just thinking, we now have two
agencies enforcing the antitrust laws. [I'mnot sure | want
athird, fourth, and fifth. |If we are going to contenplate
| egi slation of that kind, I would have these activities
conducted only at the instruction of one of the existing
agenci es.

" mrem nded, not very nmany years ago, work at
universities that was financed by the governnent coul d not
be licensed -- or if it was |licensed, the proceeds had to be
turned over to the Federal Governnent.

Essentially, no licensing occurred during those
years; and we had a terrible battle getting that |aw changed
so that the universities could have |icensing prograns and
gi ve exclusive licenses, which, of course, turned out to be
essential as a foundation for investnent.

Wien we finally got that done, the success of
universities, generally, in executing |licensing prograns
changed quite fantastically.

So | don't know that having the governnent be the

de facto owner of the Net would be a very good thing. |If
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you are going do it, maybe what you should do is maybe sel
of f, as soon as you get your standard system established,
get the governnent out of that picture. Because | expect it
woul d have sort of the sanme effect it did back in the 70's
when we were trying to get licensing started in the
uni versities.

MR BLACK: If | could na 0198 36.
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to be open?

And | was al so struck by M. Waynman's comment t hat
you need not equate access to interface with dimnishing the
val ue of the systemitself.

And ny question on that is, rather than thinking
about sort of the application versus interface distinction,
ought we to be thinking about a process distinction?

And is access what we're tal king about?

And if so, what sort of access is enough?

COW SSI ONER STEI GER: Who wants to respond to
one, two, or three of that question? Al of themare
extrenely inportant to us.

MR. BRESNAHAN. Let ne buy us sone tine by going
back to the last topic for a second, while we chew on those
very difficult ones.

| think there is a large thing mssing fromthe IT
i ndustry now which is a vendor neutral forumfor buyers to
i nfluence the direction of technical change by their voice
as well as by their buying behavior.

And the old vendor-specific ones, the share and
gui de committees that were aligned with I BM a generation ago
were very useful in doing it.

And now vendors are trying to start up
vendor-specific -- Mcrosoft and IBMstill has them-- are

trying to start vendor-specific conmttees to get feedback.
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The governnent could play a very useful role as a
buyer by instituting the formation of a vendor-neutral
conmittee.

On the other hand, you know, it seens to nme --
I've read the Departnent of Defense's definition of "open
systens.” It took me a little over two hours.

The DoD procurenent is just not designed in its
i ntent of producing conpetition in purchasing to produce
actual conpetition in purchasing in an industry that changes
as rapidly as IT. It seens having the governnents per se do
it is a bad horse to ride. Having the governnent facilitate
it is a great idea.

COW SSI ONER STEI GER:  Stanford is fortunate to
have a speed reader on its distinguished faculty.

Who el se wants to respond here to Becky's
guestions?

MR. WAYMAN: |If that question had an easy answer,
I'"d give it to you, | guess, is one answer to tell you.
nmean that is a trenendous problem you know. But | do feel
strongly that we are not tal king about an appreciable part
-- we should not, in order to be tal king properly about
interfaces, we should not be tal ki ng about an appreciabl e
part of the intellectual property investnment of the first
nover being captured by the person who has access to the

i nterface.
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| mean, if that is, in fact, the case let me use
the essential facility cases which, if you claimthat a
football stadiumis an essential facility and you need to
get use of it, you're claimng rights to a huge investnent
t hat sonmebody el se nade.

But if you claimthat one guy installed a set of
rail road tracks and they have a certain gauge or wi dth and
you want to build your own network of railroad tracks and
you want to copy the same gauge, you know, the whol e
econoni ¢ equation is conpletely different.

And 1'd be interested in Professor Baxter's -- he
commented to Chai rman Pitofsky's question about: |If the
first nover has a nonopoly in a certain area, is it
appropriate for himto extend that nonopoly -- as |
understood it -- or to charge a rent on use of that facility
in the next area?

Wuld it be your answer if the first guy built a
set of railroad tracks that if he could protect the gauge of
that track -- that he was entitled to extract a rent on that
gauge equal to the value of the second set of railroad
tracks?

MR. BAXTER: Yes. And, of course, that's one
reason why a gauge woul d not be protectible unless it had
some extraordi nary unpredictable characteristics. It would

be not protectible.
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But | would see a substantial difference between
the situation where | want to attach ny gadget to your Net
and you say, well, yeah, at a price. And | find the price
unsati sfactory, at which point | becone a true believer in
open access.

Sonmeone said that war is nerely an extension of
di pl omacy. And open access is nerely an extension of
bar gai ni ng over the price of access.

Now, if | take the analogy to your second railroad
and | don't want access to your systemat all, all | want to
do is use sone of the features of your system and build an
i ndependent circunstance, that, of course, is a conpletely
di fferent case.

What's the nature of your intellectual property
t hat woul d enable you to keep ne from doing that?

MR. WAYMAN: Ckay. Let ne give you an exanpl e.
How about the QAERTY keyboar d?

That probably, under current copyright |aw would
be protectible for the guy that invented it.

MR. BAXTER: The QWERTY keyboard?

MR WAYMAN:  Yes, sir

MR. BAXTER: | don't expect that -- oh, you nean
so that current people would still be payi ng?
MR. WAYMAN: | devel op the keyboard and | build a

bunch of typewriters, and now anot her guy wants to build
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sone typewiters and he wants to use the sane keyboard. And
| say, fine, give ne the profits you're going to nmake on
your typewiters.

MR BAXTER: Well, for the Iife of the
intellectual property that is involved, | guess | have no
problemw th that.

MR. WAYMAN. Ckay. | really do.

MR BLACK: | think what the Professor raises,

t hough, again gets to the issue that's so inportant is to
focus on the scope of protection. | nean, should it be
all owed to cover the gauge in this nmetaphor? And | think
we're saying that is not a critical elenent that should be
protectible.

In the copyright world, we have a unique situation
with an el ectronic copying process that creates a copy that
subj ects certain processes to intellectual property lawin a
way that a railroad gauge has never been subjected. And
that isn't captured. Conputer software is.

COW SSI ONER STEI GER: W have one nore respondent
to this line of questions, and then we will --

MR. PHELPS: | really think the exanples are so
sinplistic as to not even be useful. And | don't think it's
even possible to set rules here that you could even apply
general ly without a disaster.

It all depends from whose perspective you are
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interject a question?

MR. TOM Yeah, | have two rel ated questions. One
is a followup to Professor Baxter's answer on the railroad
gauge.

That is: Do you see a distinction between a
patent regine in which the railroad gauge, unless sonmehow
tremendously inventive, novel, and non-obvi ous, would not be
protected and a copyright reginme in which conceivably it
coul d be protected without showi ng that degree of novelty
and non- obvi ousness?

And ny second question really relates to sonething
that Enery Sinon said, which is that these are conpetition
guestions which ought to be handled in an antitrust regine
and that we shouldn't nmeddle with respect to the scope of
intellectual property protection.

And ny question is: Can you be nore specific as
to how that kind of problemcan be dealt wi th under
antitrust doctrines as opposed to taking close | ooks at what
really is protectible and what is not?

MR. BAXTER: Well, 1'Il try to answer the first
hal f of that and not the second because | really didn't
under stand t he second poi nt.

But as for the first part, yes, | think we have
gotten ourselves in a rather bad situation, because the

copyright laws really are not appropriate in their
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fundamental characteristics to do the job we expect themto
do in the intellectual property area.

| nmean, essentially we want protection of
functionality. And the copyright |aws were not designed to
provi de protection of functionality. So they've sort of
been forced and bent out of shape in order to do a job they
were never intended to do.

And | think that sooner or later, before we really
get good answers in this area, sensible answers, we're going
to have to have a |l egislative amendnent that brings into
exi stence a formof intellectual property that is
appropriate to the task that we are trying to inpose on it.

Now, having said that, | don't understand the
point that Emery made; so I'mgoing to let himdeal with
t hat .

MR SIMON: | guess it's sort of the answer | was
going to give to Becky's question as well, which is, if you
focus on definitions of what's an interface or what is an
APl and whether or not that is protectible, ultimately I
think that that's an uninteresting question because those
things are protectible. W know that nmany aspects of those
things are protectible. And whether Professor Baxter is
right or wwong about the copyright [ aw not doing the job
that it's supposed to be doing, it's a |law that we have

t oday.
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The issue is not whether that thing within the
paranmeters of the copyright |law neets its criteria. The
guestion is whether the right holder is exercising that
property right in a way that violates the antitrust |aws.
And | think that's the issue that you need to focus on.
It's not whether the subject matter is protectible. You're
not trying to invalidate protection froman antitrust
perspective. You may ultimately view that as your sol ution;
that is, you may -- yesterday there was a | ot about
conmpul sory licenses or confiscation.

As a solution, you nmay want to confiscate that
property right. But the issue that you should be | ooking at

is not whether a property right exists but whether it's
bei ng m sused, whether it's being, you know, whether the guy
is doing bad things with it.

So | think that's the concept that | was trying to
get at, which is different than whether or not, as a matter
of copyright law, it is a good thing or a bad thing or an

indifferent thing for the copyright |law to protect user

interfaces or to protect -- whatever.
MR TOM | get a little nervous when | hear the
word "misuse.” Probably because | don't really understand

t he nuances of that doctri ne.
But to take the specific exanple we were worKking

with, that is the railroad gauge, it has been the general
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approach of antitrust law to take the property rights as
given and to accept the fact that a person can legitimately
gain a nonopoly. And intellectual property rights are
usually treated as legitimtely acquired nonopolies, in
cases where they even anobunt to a nonopoly.

And so it's not clear in nmy mnd how we woul d
treat a situation in which the |aw has awarded to the first
rail road devel oper an intellectual property right over the
gauge of the railroad track.

There doesn't seemto be anything in antitrust |aw
that would clearly deal with the natural consequences that
woul d flow fromawardi ng that intellectual property right.

| mean, to call it a "msuse" is sort of to define
t he probl em away, | woul d think.

MR. VAYMAN. What about the facilities --

MR TOM Well, | would be interested in hearing
Prof essor Baxter's --

COW SSI ONER STEI GER:  Excuse ne. | don't think
the reporter got the question.

MR. WAYMAN. He said there doesn't seemto be
anything in antitrust |aw that woul d hel p us sol ve that
i ssue, and | asked about the essential facilities doctrine.

And wi t hout nentioning the Aspen case, Professor
Baxter is going to tell us what he thinks.

MR. BAXTER: Wt hout nentioning the Aspen case?
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MR. WAYMAN:. | was just Kkidding.
MR. BAXTER: Well, if you go back through the
essential facilities cases, you have a hard time finding one
where there was an essential facility.

In Associ ated Press, there were several other

press services. |In the railroad case, contrary to popul ar
fashion, it was not a gauge problemor the only bridge over
the Mssissippi River. It was switching facilities on the
St. Louis side of the river. And the Suprene Court,
essentially, handed that problemover to the Interstate
Commerce Conmm ssion to solve as a regulatory matter. So it
never got resolved in the courts at all.

You sort of joked about the Redskin's use of the
stadium | think the JFK Stadiumis probably the best
exanpl e of an indispensable facilities case that there is.

And there the problemwas pretty clear that you
did not have a profit maxim zing entity who was doing the
bar gai ni ng on the other side, so you were running into a
political block rather than an econom c probl em

So | just say that the essential facilities

doctrine, so called, doesn't nake any sense to ne in the

abstract; and until | see a case that actually invol ves the
problem |I'mgoing to take the position there is no such
t hi ng.

MR. BRESNAHAN: This di scussion, to ne, has the
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flavor of trying to find a technical definition which wll
solve a rule of reason problem

And the inherent conplexity and nalleability of
software -- and nost hardware and software -- nmeans that any
technical definition of what's an interface can be quickly
evaded by designers of interfaces, designers of software
products that have anti-conpetitive goals. Add npdest costs
to devel opnent to whatever the technical definition of a
thing that should be open and that shoul dn't be protectible,
there just won't be any of those any nore.

And | nean, it seens like there's going to be an
i npossi bl e probl em here of defining sonething where the
respondent -- | think of the attenpts, for exanple, to
define an open airline reservation system Think of that
where the degrees of freedomto the designers of the system
are vastly nore conplex than the degrees of freedomto
American on how to order flights were, and you get sone sort
of idea of the regulatory problemthat comes by trying to
define the thing that should be open.

| nmean, ultimately what happened in the airlines
case was an outcones test, which we don't have access to
here either.

COW SSI ONER STEIGER | saw a | ot of heads
noddi ng at the statenent that we were trying to create a

hard and fast rule for a rule of reason problem | think we
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changes in the scope of intellectual property coverage is,
that the fundanental notivation for it is, we think, largely
conpetitive and anti-conpetitive. And that's why we urge
you to be very active in the policy.

COW SSI ONER STEIGER W th that, our thanks to
all of you on behalf of the Comm ssion for a nost
stinmulating and, for our purposes, a useful norning.

W will resume at 1:30. And we hope those of you
who can stay will chinme in.

(Pause in proceedings.)

Al right. W have now decided to give you 15
nore mnutes to eat a hotdog. W are going to resune at
1: 45.

(Wher eupon, at 12:33 p.m, the hearing was
recessed, to reconvene at 1:45 p.m, this sane day.)
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a conplete range of wireless services, manufacturing the
t el ephone equi pnent that you m ght buy for your honmes and
your offices, and manufacturing the tel ecomunicati ons gear
that tel ephone carriers across the world buy to put in their
net wor ks and nmake the networks function, tying all of that
t oget her, of course, with the research and devel opnent arm
Bel | Laboratories.

And that integration was seen to be a source of
great advantage for AT&T in terns of the research, in terns
of the econom es of scope and scale, and just in ternms of
being able to offer to the marketpl ace what anounts to
one-stop shopping for all the tel econmunicati ons needs.

| think our decision in 1995, to go ahead with
this restructuring maybe reflects a judgnent either that
this advantage that we thought we had either wasn't
attainable or, if it was, is no |onger sustainable.

And so what we plan to do is split ourselves up
yet again, this time into three stand-al one, conpletely
separately owned and operated corporations.

The one that will retain the name "AT&T" is what
i s now our services business. And the new AT&T wi |l combi ne
t he | ong-di stance and the wirel ess services and any ot her
t el ecomruni cati ons service business that we get into,
donmestically and internationally. It will also include the

credit card and financial services Universal card.
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| guess the termthat cones to ny mnd to describe
our rationale finally for doing this in 1995 is "di s-econony
of scope." The econom es of scope that we thought that we
were going to derive fromthis integration wthin our
various tel ecomuni cation businesses turns out, at least in
1995, now to be negative. And it actually costs us
efficiency to try to have this very broadly integrated
corporation operating under a common ownership. It is not
cl ear whether it was ever possible to do it otherw se, but
this reflects our judgnments now that it's not.

| will tell you that within AT&T, al nost annually,
since the md 1980's, the question has conme up: Can we
continue to sustain? Can we continue to benefit fromthe
i ntegration of the equipnent and the services business?

And just as regularly the answer, after
del i beration, has cone back: Yes, we nust. It nust be
right.

And, candidly, it was just this year that the
answer canme back: Nope, let's throwin the towel. And the
reason for it is the increasing business conflict that we
think is inherent between our equi prment business, on the one
hand, and our services business on the other.

It turns out that it costs a |lot of noney to run
an equi pnment business. There are very few niche narkets on

t he network equi pnent side that are easy to penetrate with
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little capital investnment. A very large custoner base is an
essential conponent for success. And it follows fromthat
and our experience, that AT&T, to be successful as a
suppl i er of network equi pnent, absolutely nust be able to
conpete for the business of at |east the major |ocal
exchange tel ephone conpanies in this country and, indeed,
many maj or foreign tel ecomruni cations carriers in the rest
of the gl obe.

And we have been finding increasingly that no
matter the price, quality, value, and innovation of our
products, the major custoners for those products see
t hensel ves as being actual or potential conpetitors of AT&T
on the services side in the very near future. They have
been increasingly reluctant to conmt their network
infrastructure purchases to a firmthat they see as a
network conpetitor of theirs.

Qur equi pnment entity, for its part, has been
extrenely concerned about AT&T' s services business not
maki ng mar ket noves or taking even public policy positions
that would irritate their prospective custoners. And
i ncreasi ngly the anount of managenent tine and attention
that has been required to hold these conflicting parts of
AT&T' s busi ness together has begun to outwei gh even our
wi | dest dreans of potential benefits.

And in a nutshell, | can tell you that is the
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rational e for having nmade the decision to separate the
equi pnent and the servi ces busi nesses.

| think the rest of the transaction was just sort
of, if we're going to do this, we my as well do it right
and create three new corporations with very different
mar kets and very different potential market focus needs so
t hat each new conpany can be relatively free to focus its
managenent tinme and focus its business and invest nent
deci sions on the part of the business that it operates in
wi t hout having to worry so nmuch about either the conflicting
strategies of other parts of the entity or even the
conflicting capital needs or financial positions of other
i nes of business unrelated to their own.

And so that's why we have these three new
corporate entities com ng out of the old new AT&T.

Trying hard to find some antitrust significance to
this, | confess, | really can find none, again, unlike in
1984 when the structural renmedy of separating the Bel
systeminto its conpetitive and non-conpetitive parts was
the damages, if you will, sought by the United States
antitrust case. And the perception, at least in the Bel
system at the tinme was that if we did not do sonething as
dramatic as divestiture, we would continue to face certainly
antitrust litigation and |ikely antitrust exposure.

There are no such aspects to the current
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restructuring by AT&T.

| don't think for a nonent there is any basis to
t hi nk that AT&T would be nore or |less vulnerable to
antitrust exposure with or without this kind of a
transaction. And | know that's not any part of our
consideration in this regard.

Nor, frankly, do I think it suggests any generic
nodel rul e of econom cs or business judgnent for industry
generally. | think that it is not necessarily true that
smaller is better than bigger. It is not necessarily true
t hat econoni es of scope turn negative after a certain point.
I think it nerely reflects in AT&T's case -- and maybe the
t el ecomruni cation industry -- it's a blurring of the lines
bet ween custoners and conpetitors and a blurring of |ines
bet ween products and services and just a strategic and
managerial difficulty that connotes for trying to hold
together a very broadly integrated conpany.

And so |'msort of enbarrassed to report, you
know, that the news is none for purposes of the FTC s, |
t hink, quite |audabl e objective here. | wish | could be
nore upbeat or nore didactic for you. But to tell you the
truth, we haven't even figured out for sure how we're going
to do this although, we are pretty sure about why we have
chosen to do it.

So at least until we have gotten through it and
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the Antitrust Division, one of which |I approved of then, one
of which I thought was very silly. |[|'ve changed ny m nd
about the second deci sion.

My observation is that he concluded that if you
| eft the conputer industry alone -- i.e., if you don't do
anyt hi ng about |BM -- whatever power they nay have had in
that time frame would eventually sort of work itself out in
the free market pl ace.

Apparently it has, and | congratul ate Professor
Baxter for a very smart decision which | didn't agree with
at that point in tine.

Hi s second decision was that in the tel ephone
busi ness, sonme sort of structural solution was necessary in
order to open up the network and create a | ot nore
conpetition. And, obviously, he pursued the AT&T case very
hard and brought about the divestiture on January 1, 1984.

A recent New Yorker article observed that the

shar ehol ders of |BM perhaps shoul d have w shed t hat
Prof essor Baxter had pursued that |lawsuit. But IBMis back
fairly strong now, so maybe the sharehol ders are perfectly
happy.

Cenerally, we in the |ocal tel ephone conpanies
have reached a few conclusions, | believe, about how
net wor ks shoul d be structured and what the hints are for the

conputer industry. And perhaps beyond that, as |I'm sure you
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all know, U S. West is very interested in, let's call it the
i nformati on hi ghway, cable, tel ephony, the Full Service
Net wor k, whatever you want to call it, which we are
devel oping in conjunction with Time Warner in many areas.

First of all, we strongly believe that open
net wor ks are good and that exchange of traffic and
i nterconnection, well defined interfaces, whatever you want
to call it, stinulate conpetition. And the telephone
industry is a perfect exanple of how that can work.

We have concluded, as a child of the Bell system
that -- and without being pejorative at all -- the old Bel
system way of providing everything fromsoup to nuts in a
cl osed structure, perhaps, is not as effective as the new
nmet hod where there are at |east, you know, 15 different
conpani es that can provi de sone degree of the tel ephone
servi ce.

Qobvi ously, creating seven RBOCs provided |ots of
new sources of innovation and solutions to old problens.

The changes in the CPE business since the Carterphone

decision, which I think was in the late 1960's, are just

dramatic as to what you can buy in a tel ephone today

conpared to what was avail able then when the Bell systens

said you couldn't hook anything onto the tel ephone network.
| think that's a very inportant |esson to be

| earned about open architecture and interconnection of
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really are: How far do you go in interconnection and what
you pay for it?

| understand there was a | ong di scussi on of
essential facilities this nmorning, and I'mnot trying to
stinulate it again. U 'S. West's position is, number one,
the things that should be resol ved shoul d be services and
not pieces of equipnent.

One of the current fights, wthout nam ng nanes,
certain people would like us to basically cone in and say:

I want that elenent in your switch in that LATA;, and | want
to buy it.

And our position is: No. W would prefer to sel
you a service. Wat do you want? Do you want to buy Caller
ID for your custoners fromus? W'Ill sell you that. W
don't want to sell you the actual swtch

The other issue in there is defining where you
interconnect. | know that was a big issue in the conputer
i ndustry. One of IBMs fanmpus conments always is, well, so
and so copied us so badly, they stole the SNI GLET' s, which
are BOCs, and the best places to interconnect in their
conmput er programs. And there were always fights about
whet her or not you could actually interconnect wherever you
wanted to in soneone el se's conputer system or conputer
net wor k.

And, did you have to take what they are offering?
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whol esal e di scount bel ow the al ready bel owcost rate. This
is probably a transitional issue that's going to go away in
a nunber of years, but it's a very inportant issue for us.

The next inportant question | think is: How do
you resol ve these di sagreenents?

We are not naive to think that we can sit down
wi th AT&T or any other interconnecting carrier and al ways
sol ve everything consensually. So the question becones:
Who's going to resolve the dispute?

| guess our recommendation is that we start with
private discussion. | noticed that one of the other
speakers here is going to talk about ONA. One of our
observations about ONA is while we do agree that it was a
good i dea nmaki ng the tel ephone network into smaller and nore
sort of granul ar pieces that people could buy, particularly
t he enhanced service providers, naybe we started backward.

U S. West is already providing interconnection to
a nunber of conpeting |ocal telephone carriers, particularly
in lowa, Washington, and Oregon. The way we have dealt with
themso far is basically ask them Wat do you want? And
then we tal k about the best way of providing the services
whi ch they want and what are the right interfacing. And,
obvi ously, we have to have price negotiation, and those are
per haps tougher than anything else. But we at |east know

what that carrier wants.
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di fferences between NCR before and after AT&T took it over
was we all sat in cubes prior to AT&T taking over. So you
| earned how to talk very softly in a cube for fear of
di st ur bi ng your nei ghborhood. And | guess | don't -- |
shoul d think of you all as ny children, and then | would
rai se my voice high enough and it would be taken care of.

So that's an inportant issue there, as to howto
resol ve technical differences.

Then the next question is what's the next step to
solve that, and our recommendati on would be if the consensus
process cannot come to a conclusion -- and you shoul d hang
with it for along tine. And by the way, there is an
argunment going on in the industry now with M about when
shoul d arbitration be called on in a standard setting
environnent. W think that eventually that's probably the

right step, but we really would like to try very hard for

consensus.
And that is sinply because usually if you -- it's

kind of like -- and having been a resident of Dayton, | can

observe this -- when you nake the Bosnians go stay in a

pl ace |i ke Dayton as opposed to Paris, perhaps, for a nonth,
they'Il cone up with an agreenment in the end. And that's
the best way to set standards.

However, arbitration is probably a reasonabl e

resol ution of sone of these standards issues after a very
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now to deal with an obvious issue of how do we transition
froma nonopoly to conpetition in interconnecting, you
shoul d recogni ze the transitional rules are, indeed,

transitional. W expect there will be a day when U S. West

wi Il have what we think are no nore essential facilities and
there will be enough conpetition that we don't need a | ot of
rul es, and unbundling and the marketplace will solve these
probl ens.

W woul d observe that AT&T was treated as a
dom nant carrier by the FCC a lot, |ot |onger than was
probably appropriate and congratul ate the FCC for the recent
decision to treat them as non-dom nant, basically |et them
be controlled by the marketplace. And we encourage that
what ever nmechanismis put into place to facilitate this
t el ephone transition al so have sone kind of sunset at the
end.

Thank you.

CHAI RVAN PI TOFSKY: Say a little nore about
arbitration. That's a thought that's new to these
di scussi ons.

What do you -- you don't have binding arbitration
in mnd, do you?

MR. CUTLER: Well, with the preface that for seven
years | did nothing but try conputer arbitrations for NCR

and | have a great deal of faith in the process and |'m
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and on the editorial board of |Information Econom cs and

Policy.

Dr. Besen also is a nmenber of the Ofice of
Technol ogy Assessnent Advi sory Panel, and he has taught at
Ri ce University, Colunbia University and was a col | eague of
m ne when we were both at Georgetown University.

M. Stan Besen.

MR. BESEN. Thank you, M. Chairman.

The topic of today's session is: Wat can we
learn fromthe tel ecormunications industry about possible
ways to assess pro- and anti-conpetitive behavior in other
net wor ks i ndustries?

| thought 1 should start with ny concl usi ons since
| don't know if | can actually get through ny whol e talk.
And if | have time, |I'Il give you the conclusions tw ce.
But 1'Il just sort of state this basically in the form of
what m ght even be considered four aphorisns.

First, access to technical specifications my be
as inmportant for conpetition in network -- excuse ne.
Access to technical specifications is inportant for
conpetition in network industries, but it's not everything.

Second, conpetition in network industries nay be
af fected as nuch by the nunber of different networks as by
t he openness of any particul ar network.

Third, which interfaces are avail able nay count as
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much as know edge about their technical specifications.

And, finally, the price of access to key
interfaces can be as inportant as the availability of
techni cal information about them

Now, the organizing sort of principle for ny talk
here today is based on the FCC s Conputer |1l decision, in
particular the portion of it referred to as open network
architecture.

" mnot going to provide a conplete eval uati on of
ONA, and I'Il not even be particularly concerned about
determ ni ng whether or not the problemto which the ONA
policy was designed to deal was an inportant one or whether
ONA was an appropriate response.

| have a nore nodest objective, that is to
hi ghl i ght the major issues with which the policy sought to
deal in order to draw sone | essons for the treatnent of
simlar issues in other industries.

| think all of you are probably famliar in a
general way with ONA. It was one of a series of efforts
engaged in by the FCC over nany years in which the
Commi ssi on sought to permt conpetition and supply
t el ecommuni cati on services in the face of what it perceived
to be nonopoly control by the |ocal exchange carriers, or
LECs, of certain key inputs.

The policy concern was the LECs woul d di scrimnate
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in favor of their own downstream affiliates in provision of
these inputs unless certain restrictions were placed on
their behavior. Initially, the FCC permtted the LECs to
of fer conpetitive services through fully separated
subsi di ari es.

Later, under the MFJ, there were |ine of business
restrictions placed on the LECs. The ONA policy basically
resulted in a conclusion on the part of the FCC that the
separate subsidiary requirenent was i nappropriate. The
Conmmi ssi on began its own ONA proceedi ngs.

The policy was a retreat fromthe previous
policies and was based on a belief that these policies
prevented or limted efficient entry in the supply of
enhanced services by the LEGCs.

The FCC continued to accept the view that certain
el enments of the conmunicati on system woul d necessarily
conti nue under the control of the LECs, but it tried to nmake
it possible for others to conpete in the provision of
services that required connection to those elenents while at
the sane tinme permtting the LECs to exploit whatever
econoni es of scope exi sted between basic and enhanced
servi ces.

In the Conmm ssion's words: ... nhon-structural
saf eguards coul d protect conpeting enhanced services

provi ders fromanti-conpetitive activity by the BOCs while
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Second, the policy has the effect of reducing the
returns to innovation by the LECs, because the |ead over
their rivals is reduced by early disclosure. |If we believe
t hat nost changes in specifications were intended solely to
di sadvantage rivals, then we wouldn't nuch care about this.
However, if changes in specifications typically involved
significant technical advances and if the LECs could be
expected to be sources of innovation, presumably one would
be willing to shorten the lead tine in order to pronote
i nnovat i on.

This, of course, is a famliar sort of trade-off
to students of antitrust policy where one is concerned about
the trade-of f between w despread access on the one hand and
the pronotion of innovation on the other. Quite famliar in
standard sort of problens.

CGeographic uniformty, the second topic | want to
deal wth.

The issue of information disclosure focuses on the
relati onship between a single LEC and its rivals.

However, conpetition may al so be affected by
whet her different LECs adopt different specifications to key
i nterfaces.

To draw an analogy in a different setting, even if
| BM and Appl e both have open systens so that rival hardware

and application software providers could supply either
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different firnms offer different open systens. As a result,
i n assessi ng whet her behavior is conpetitive, it is not
enough to focus sinply on the openness of any particul ar
system

This has been a point, by the way, of considerable
controversy in the case of tel ecommunication. One set of
commentators has noted that: "there was considerable
variation in the services available and the terns of
of ferings anong the seven regional BOCs' ONA pl ans.

[ Enhanced Service Providers] decried the | ack of national
uniformty, finding that just 27 of the 102 requested
services would be avail able under ONA in all areas of the
country."

The next topic concerns the question of sort of
how early or how granular the network has to be. The topic
| have here is called: Wat is an interface?

| have been somewhat vague to this point about the
definition of an interface, treating it as well-defined;
but, of course, that's not necessarily the case.

| ndeed, perhaps the nost controversial aspect of
the FCC s ONA policy and the one that is often regarded as
the | east successful is the way in which it requires -- and,
again, 1'll quote the Cormission -- it requires: "...BOCs
to unbundl e el enents of the networks and all ow [ Enhanced

Service Providers] to purchase specific services that are
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useful for their enhanced services."

Under the policy, the LECs are required to nake
avai |l abl e what the Conmmission calls Basic Service Elenents,
or BSEs. These are essentially building blocks of a
t el ecommuni cati on network. The significance of these
el enents is, of course, they define the interfaces at which
rivals can connect their services to those of the LEC

From the point of the would-be rival, it makes no
di fference whether it cannot connect to the network of an
LEC because it does not know the technical specifications of
the interfaces or because the interface is sonehow inside
the service elenent that is being offered by the LEC

Put sonmewhat differently, the ability of rivals to
conpet e depends both on the accessibility of interfaces and
know edge about their specifications.

Initially the FCC proposed what it referred to as
fundament al unbundling, which would have required the LEC to
of fer any Basic Service Elenents that were requested by
i ndependent Enhanced Service Providers. Under such a
policy, the ESPs will be free to purchase as nuch or as
little of the LEC network as they wish in order to provide
their own services.

Over tinme, this requirenent has becone |ess
stringent. And the Conmm ssion has noved to a policy which

it describes as an "evol utionary" approach to unbundling the
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at which the service elenents that rivals do not want to
pur chase t hensel ves are avail abl e.

| "' m an Enhanced Service Provider and | want to buy
A and B, but | want to buy C fromthe tel ephone conpany.

All | care about is the price of C

An ESP can have all the necessary infornmation
about the specification of the interfaces. It nmay have
access to many such interfaces, but entry may still be
i npossible or at least difficult if the cost of access to
those interfaces that are nost desired by ESPs is especially
hi gh.

The FCC has adopted a conpanion -- or has listed a
conmpani on proceeding -- instituted a compani on proceedi ng
called a Joint Cost Proceedi ng specifying procedures by
which the LECs were required to separate their costs between
regul ated and unregul ated service. Any regul ated services
used to provide unregul ated services, such as basic services
provi ded under CEl or the ONA rules, had to be transferred
at tariff rates. The Conmm ssion has also hoped to limt
cost shifting by applying price cap regul ations of these
servi ces.

| won't go into nmuch detail. Cbviously everyone
here knows t he whol e question of exactly how these Basic
Service Elenents are priced is a big, big problem one

unlikely to go away very soon.
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Again, let ne just get to the summary again. |
just sort of rem nded you that | told you what | was goi ng
to say; |'ve tried to say it; and I will tell you what |
think | said.

First, access to technical specifications is an
i nportant issue. You' ve got to know how to connect at the
interfaces. But it's certainly not the total solution.

Second, the nunber of different networks nmakes a
di fference. You can have a nunber of open networks, but
that will produce a | ess conpetitive environnment or at |east
to sonme dinensions than one in which there is sone
uniformty in the various networks.

Third, which interfaces are avail able nay count as
much as the know edge about the technical specifications.

And, finally, of course, price is inportant.

Let ne stop here.

CHAI RVAN PI TOFSKY:  Thank you. | nust say when
you put it that | way, access seens |like a rather form dable
chal I enge for a regulatory group.

Debra Valentine remnds ne that the first three
speakers have concentrated on tel econmunications and then we
will be noving on to enphasize financial nmarkets. So maybe
this is a good point to stop and have a little bit of a
di scussi on.

And | can't resist inviting Professor Baxter, if
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he wants to, to comment on what we have heard so far.
MR. BAXTER: | really don't have anything. |
agree -- no disagreenent | can perceive anong the speakers,
and | basically agree with everything they have sai d.

MR. BESEN: It's a different Bill Baxter than

know.

CHAI RVAN PI TOFSKY:  Any ot her questions?

MR. ANTALICS: | just had a question for Professor
Baxter. |If you see providing the interface technology in

this industry as pro-conpetitive, why do you see required --
what's the difference between this industry and ot her
i ndustries?

MR. BAXTER: This was a regulated industry. If it
had been free to profit nmaxim ze, | think the arrangenent
woul d have been as good as any other. But because it was a
regul ated industry, it was driven to naxim ze in perverse
ways. And it was only the sub-optimalization savings driven
by regul ations that nade nme think divestiture was an
i mprovenent .

M5. VALENTINE: | just had a sonewhat rel ated
guestion, which is: Were do you see this all going? At
what point will this industry, if ever, or when will a
network industry that was regul ated, operate on a market
basi s?

And when will pricing and access be done anobng the
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parties?

And if we start conpulsory licensing in other
i nstances, are we going to get into problens with getting
back to a market-based systenf?

MR CUTLER well, | would coment, as | did
earlier, about AT&T. | think we have sone decent rules that
the FCC cane up with initially on: Wen is a carrier
dom nant and when isn't a carrier dom nant.

And I'mnot an expert in that field, but | think
that the Commi ssion has dealt fairly well with AT&T. Again,
our observation is they waited a little too |l ong there but
that if simlar principles are applied -- and the current
bills do have even a direction to keep reexam ning where the
| ocal networks are and when you should stop doing so nuch
regulation -- then | think the principles are there.

Exactly when? | think it depends on -- | think
there is a test that AT&T phrased about contestibility in
t he recent proceedi ng about what happens to AT&T pricing if
one of the other conpetitors does sonething -- and | would
ask, nmaybe Mark could explain that one -- but sone
percentage di fference or sonething |ike that.

But that's the basic principle.

MR ROSENBLUM Well, | think I'll address the
guestion in a slightly different way.

| think the -- surprisingly, | also found nothing
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conpl ements to what they're offering.

In general, we expect nost firns |like to have
peopl e who supply conplenents to them be able to do so
because they can sell nore of the thing that it's a
conpl emrent to.

And the danger is -- or the concern is that
sonehow we have created a set of skewed incentives which, in
fact, induce people, contrary to what nost econom cs woul d
teach us, to in fact want to di sadvantage peopl e who supply
conpl ement s.

But figuring out when to let go, | think, is --
and exactly howto do it -- is not a straightforward nmatter.
And there are dangers in either letting go too soon or too
late. And | don't think there's a sinple answer to that
guesti on.

MR. BAXTER: Well, of course one would like to
give the answer that the tine to let go is when the industry
can now function conpetitively.

And that inplies that sonehow or other we have
overcome the local |oop problem which is, in some ways, the
heart of the problem

But it's going to be a very, very long tinme, in ny
estimation, before anybody over builds the |ocal | oop.

One can imagine -- although, | don't believe it

nmyself -- that there will really turn out to be a demand for
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500 channels of television and then the circunstances, it
may be that having nore than one |ocal |oop in place was
reasonably cost effective. But that doesn't really seemto
be in the cards for a very long tinme to cone.

One can imagi ne sone sort of a radio signal or a
| aser light system where you have a little gadget on your
roof and it is capable of sending a signal to a receiver of
AT&T, M, and Sprint and if you get nad at one of them al
you have to do is press the button on the wall down bel ow
and you refocus your radar transmtter.

Well, that brings the margi nal cost of sw tching
suppliers down to a reasonable | evel but not the total cost.
It would still be necessary that ny radar gadget cost |ess
than a thousand dollars, let's say, to install because
that's about the cost of putting in a |ocal | oop.

So | don't see any tine soon when the tel ephone
business is going to be conpetitive; and, therefore, | don't
see any tinme soon when there's a distinctive answer to the
guestion: Wen should we |let go?

CHAI RVAN PI TOFSKY:  Any comment on that?

| just might nention that we saw quite a
presentation here a couple of weeks ago. | agree that
rebuilding the local loop is unlikely. But the presentation
had to do with the convergence of over-the-air TV, cable TV,

conput er technol ogy, and the tel ephone.
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And the prediction was -- with no firmdate, of
course. The prediction was that this convergence is really
gaining steamright now and that we are likely to see
t el ephones facing conpetition through interactive cable TV
and vice versa.

Any of you care to conment on when you think
that's in the works?

MR. CUTLER: Well, | would observe that U S. West
is currently building a full conpetitive |ocal telephone
service in Atlanta, Georgia. The switch will go into
operation in the second or third quarter of 1996. And any
citizen passed by our cable systemthere, which is pretty
coextensive with the netropolitan area, will be able to be
switched to the service fromU. S. West.

Qoviously, it has to interconnect with the Bel
Sout h system because nost of the custoners are going to be
on Bell South. But |I do think it's a little closer than
Prof essor Baxter thinks, at |least in Atlanta.

| would point out that, obviously, there are other
pl aces where things aren't going quite as quickly. But we
expect the same thing to happen in our own area. And we are
facing increasing conpetition every day of the week in our
maj or cities.

And a third cooment | think is really on resale.

And that's why it is inportant. There are plans currently
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reduci ng the existing copper wire that goes to nost people's
home t oday.

And | don't know to what extent, Norton, you feel
free to conmment on this, but I know you fol ks have started
this project in Atlanta, the one you referred to.

s this sonething that you believe is econonmically
viable as a | ocal exchange alternative in the short ternf

MR. CUTLER. Wth the caveat that |I'ma poor
| awyer and not an engi neer, yes, our belief is we can
conpete effectively in that marketplace. And I'Il toot our
own horn here, if we get the right to sell a package of
servi ces which needs to include exchange traffic which we
have a current wai ver pending, and one of the bills would
allow us to do that anyway.

But, yes, we think we can do it.

MR. BAXTER: Well, of course, one interesting
guestion, Norton, is: How nuch are you going to pay the
exi sting Bell conpany for interconnection at the edges of
your systenf

The answer, of course is: Wll, of course, that's
a regulated nunber. But it also nmeans that your conpetitive
service -- | don't want to say is essentially meaningless in
conpetitive ternms, but it is totally dependent upon the
ability of the incunbent, conplete systemto pull all the

consuner surplus fromunder your demand curve, which, of
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course, is the role of the re-sellers historically.

CHAI RMAN PI TOFSKY:  Stan?

MR. BESEN:. Yeah. Just one other observation.
The point about the ability of the two separate networks to
connect, the exanple is, in fact the noral or econonic

equi val ent of the geographic uniformty point.

And part of the question -- one of the issues in
determi ning how easy it will be for the rivals to grow at
t he expense of the RBOCs will, in part, depend on the very

i ssue of the extent to which people on one network can
interact with the fol ks on the other.

And for obvious reasons, one party may have
greater interest in achieving conpatibility -- if you want
to use that term-- than the other

MR, CUTLER: | really don't think that that's a
new problem It has previously been an end to end probl em
in, geez, for 100 years, the Bell systeminterconnected with
-- despite what people think, the Bell system had probably,
| think, maybe even less than half the tel ephones in the
United States in 1984. But certainly there were a | ot of
phones that were not in the Bell system and they were
i nterconnected on an end to end basis.

MR. BESEN:. My point is a different one. Do you
have an incentive to interconnect with sonmebody in an

adj acent service you're offering conplenents to?
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w Il resunme these di scussions.

COW SSI ONER STEI GER: Wl |, again, we are
fortunate to have a very able wap-up crew for the last part
of our afternoon session.

W will begin with Joe Qpper. He is the Assistant
Attorney Ceneral in the Antitrust Bureau of the New York
State, Departnment of Law where he has been since 1985. He
has been Deputy Bureau Chief since 1990.

In addition, he serves as the Chair of the Paynent
Systens Wirking Group of the National Association of
Attorneys General Antitrust Task Force, a group that this
Commi ssion and the Justice Departnment are pleased to work
very closely wth.

The Paynment Systens Wrking G oup was forned

following "Entree" litigation, that is, the State of New

York, et al, v. VISA USA, Inc., to nonitor conpetitive

devel opnents in the paynent systens industry.
And we are nost anxious to hear fromthe NAAG on
this.
MR. OPPER. Thank you very nuch, Conm ssioner.
|"mvery pleased to be here today to discuss the
topic: How should antitrust enforcers assess foreclosure,
access, and efficiency issues related to networks and
st andar ds?

| believe the short answer to that question is:
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Very careful ly.

| nmust also take care to preface ny comments with
a public servant's caveat that the opinions | express are ny
own and do not necessarily reflect the views of the Attorney
CGeneral of the State of New York nor any other state
attorney general.

Among the topics |isted for today's discussion are
several that state attorneys general have confronted as
antitrust enforcers:

How do networks and the financial service
i ndustries affect conpetition?

Under what circunstances can two or nore networks
conpet e?

What can we |learn fromthe financial service
i ndustry that may be relevant to conpetitive issues and
ot her networ ks?

In 1989, these first two questions were directly
addressed by 14 states, including New York, when they filed
an antitrust action in the Southern District of New York
agai nst VI SA and MasterCard. That conplaint asserted clains
under section 1 and 2 of the Sherman Act and section 7 of
the Cayton Act and alleged that the two credit card
associ ations had conspired to nonopolize and control the
devel opnent of the energi ng point-of-sale debit card narket

through a joint venture known as "Entree."
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A point-of-sale debit card is really nothing nore
than an ATM card that is accepted by retailers at the
point-of-sale. Unlike a credit card, however, a debit card
draws on the bank and accesses a cardhol der's checking or
demand- deposit account. And it does not require an
extension of credit by the issuing bank.

Entree was to be the super del uxe nodel of
poi nt - of -sal e debit cards because it was "on-1line
real -tinme." Each transaction would require the cardhol der
to use their PIN nunber and, therefore, would be
i nst ant aneously authorized and fully guaranteed. Any risk
in the systemwould be virtually elim nated.

The critical inquiry fromthe states' perspective
was whether the joint venturers were collaborating to offer
a product or service that neither could offer separately.
Entree was, in fact, a joint venture network of conpeting
joint venture networks, MasterCard and VISA. The
conpetitive rel ationship between the two bankcard networks
was al ready somewhat conprom sed by the existence of
duality, that is, virtually every bank that was a nmenber of
Mast er Card was al so a nmenber of VI SA

As the states' investigations progressed, it
becane clear that the answer to our inquiry was, no. In
fact, to the contrary, we |earned that both VI SA and

Mast er Card had planned to enter the point-of-sale debit card
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mar ket i ndependently, that each had previously rejected a
conmbi ned effort involving the other, and that both were
commtted to offering conpeting debit card products outside
of the United States where duality is prohibited.

In fact, during the fornmation of Entree, when it
appeared that VI SA and MasterCard m ght not be able to reach
a final agreenent, VISA had prepared secret contingency
plans to launch its own debit card programto conpete with
t he del ayed but real and anticipated entrant from
Mast er Car d.

Wl |, then, under circunstances where the two
net works explicitly recogni zed and acknow edged t hat they
coul d conpete, why would they choose not to do so?

The states believed that the reasons were
anti-conpetitive. The conplaint alleged that a prinmary
pur pose of the conbined Entree venture was to retard and
control the devel opment of the energing point-of-sale debit
card nmarket so as to mnimze any |losses to credit card
profits.

The concern was not merely that point-of-sale
debit mght replace certain credit card transactions but
that the | ower interchange fee and pricing structure of
poi nt - of -sal e debit woul d cause nerchants and ot her
participants to question the high fee structure for credit

card transacti ons.
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The bankcard associ ati ons, of course, asserted a
different rationale for justifying Entree. They clained
that unl ess there was a single, conbined product,
poi nt - of -sal e debit would never find a receptive narket.

In 1990, the lawsuit was resolved by a settl enent
agreenent that required VISA and MasterCard to term nate the
Entree program

MasterCard and VI SA were also required to notify
the states prior to entering into any simlar venture or
comenci ng separate point-of-sale debit card prograns in
whi ch duality was not explicitly prohibited.

Foll owi ng the Entree settlenent agreenent, both
bankcard associ ati ons | aunched their own i ndependent
poi nt - of -sal e debit card prograns.

In 1991, VISA formally acquired 100 percent
ownership and control of Interlink, a regional point-of-sale
net wor k, and announced its plan to take Interlink national.

Then MasterCard | aunched the Maestro program
which was affiliated with several regional ATM and
poi nt - of - sal e net wor ks.

The states viewed the |aunch of these two highly
conpetitive independent point-of-sale debit card prograns as
extrenely pro-conpetitive and as an affirmation of the
states' decision to challenge Entree.

The benefits of aggressive intersystem conpetition
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Maestro intended to amend its nenbership rules to permt
issuing duality. In other words, MasterCard would all ow
banks that issued Maestro cards to also issue Interlink
cards, Maestro's direct conpetitor

After reviewi ng how i ntersystem conpetition
bet ween VI SA and MasterCard products had fl ourished
followi ng the dem se of Entree, the states were unable to
assure MasterCard that the elimnation of its prohibition
agai nst issuing duality would not lead to an enforcenent
action.

The states were particularly concerned that debit
card services, unlike credit card service necessarily
require access to the consuner's denmand deposit accounts.
Therefore, it is unlikely that any viable, non-bank
conpetitor, such as an American Express or a Di scover card,
could enter the debit card narket and provi de additional
i ntersystem conpetition to the bankcard associ ati ons.

Wil e antitrust enforcers assess foreclosure and
access issues and the circunstances under which two or nore
net wor ks can conpete, they nust not overl ook joint action
reflected in network standards and operating rules that may
inhibit conpetition in the nane of efficiency or
conveni ence. This task may be difficult when a network is
just getting started, as it nmay be hard to discern or

anticipate the likely effect of a particular rule or
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practice.

The interchange fee enshrined by the bankcard
associations in their credit card systens and introduced
into ATM and poi nt-of -sale debit card networks may be such a
conpetition inhibiting rule.

In virtually every credit card transaction, the
card-issuing bank gets a conm ssion. The bankcard
associations' rules require the retailer's bank or the
mer chant bank to pay the card-issuing bank or cardhol der's
bank a percentage of each retail transaction.

This percentage fee, the interchange fee, is fixed
by the nenber banks of each bankcard association. The
ostensible justification for the interchange fee is to
rei nburse the card-issuing bank for actual costs incurred in
extending credit to its cardhol ders, such as | osses from bad
credit risks or to cover the float or grace period for
conveni ence users.

By making the other parties involved in the credit
card transaction pay these discreet issuer/cardhol der
transacti on costs, however, the pricing structure of the
entire systemis pre-determ ned and di storted.

The merchant bank di scount fee, the fee the
nmer chant bank is paid by the retailer, nust exceed the
i nterchange fee paid by the nmerchant bank; or the nerchant

bank will operate at a | oss.
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The retailer, in turn, nmust factor in the discount
fee it pays the merchant bank in determ ning the retai
price.

To the extent the interchange fee accurately
reflects actual costs to the issuing bank, the retailer
beconmes, in essence, the issuing bank's collection agent,
and non-credit card users are taxed part of the cost. To
the extent the predeterm ned interchange fee is a revenue
generator for the issuing banks, the issuing banks are
engaged in horizontal price-fixing.

In 1984, a District Court in Florida rejected a
price-fixing challenge to the interchange fee in an action
brought by a third-party processor in the NaBanco case. In
NaBanco, the District Court found, first, that the product
mar ket in which credit cards conpeted consisted of al
paynent services, that is, all general purpose and
proprietary credit and travel and entertai nnment cards,
mer chant's open book accounts, travel ers checks, ATM cards,
check guarantee cards, checks, and cash.

In such a broad market definition, it is hard to
t hi nk of any conbi nation of card products or networks that
woul d raise antitrust concerns. The District Court found
further that the interchange fee was necessary for the
exi stence of the credit card product and, therefore,
pro-conpetitive.
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The decision was affirmed by the Eleventh Circuit.

|f the case were to be brought today, it is not at
all certain that the result would be the same. |In the first
pl ace, even VI SA has conceded, as it did in the VISA Dean
Wtter-Discover litigation, that general purpose credit
cards constitute a distinct product narket.

Secondly, challenges to the interchange fee
structure in ATM networ ks suggest that the interchange fee

is no longer considered sacrosanct. 1In the First Texas

arbitration, presided over by Professor Thomas Kauper, a
bank chal | enged the Plus ATM network's interchange fee and
rul e prohibiting surcharging.

Pr of essor Kauper determ ned that the interchange
fee was not essential to the existence of the ATM network,
and that a "free market" approach in which each ATM owner
i ndependently determ nes the fee to charge the ATM user was
preferable, but that the ATM owner's ability to surcharge
and/or offer a rebate was an effective neans to aneliorate
any pricing restraints inposed by the interchange fee.

Simlarly, in the Valley Bank case, the N nth

Circuit held that the Plus ATM network's interchange fee
structure and its prohibition agai nst surchargi ng were not
so critical to the network's operation to invalidate, on
commer ce cl ause grounds, a statute prohibiting prohibitions
agai nst surchar gi ng.
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| also note recently that VISA has elimnated its
rul e prohibiting nmenber banks from surchargi ng.

The need for an interchange fee in point-of-sale
debit card networks is even | ess conpelling.

The Entree programitself included only a very
smal | interchange fee denom nated the "funds guarantee fee."
Significantly Interlink, as well as several established
regi onal point-of-sale debit networks that existed before
Entree, did not have an interchange fee.

The perverseness of the interchange fee becones
apparent when the bankcard association's off-1ine and
on-line point-of-sale debit card products are conpar ed.

VI SA and MasterCard off-1line debit products, which
do not require a PIN, rely on a check-1like cl earance process
and are technologically inferior to their on-1line products.
They cannot provide i nmedi ate aut horization or ful
guar antees for each transaction.

Yet, the bankcard associations are pushing their
of f-1ine programs which carry higher interchange fees than
the on-line prograns, as the superior debit product because
of the greater interchange fee revenue. Indeed, it is only
recently that the bankcard associ ati ons adopted an
i nterchange fee for their debit off-line products that was
| ower than the credit card fee.

For years, nerchants and, ultinmately, consuners
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retail side of Citicorp. He has considerable expertise in
i ssues such as consuner protection, antitrust, data
protection, and interactions of markets within regul atory
f ramewor ks.

He has published nmany articles on the |egal

prof ession, legal witing, banking |law, and is the author of
| egi sl ati on on, anong ot her things, consumer banking | aw

Thank you very nmuch. Wuld you give us your

w sdonf
MR. MacDONALD: |'m over here, by the way.
COW SSI ONER STEIGER Well, with one set of
glasses | could tell you that. This one, | can't see that
far.

MR. MacDONALD: That was nmy old resune. | want to
take the antitrust part off in light of what |'mabout to
say.

But, like Joe, what | say will be ny comments; and
you'll see why as | get going.

| represent a bank. And | noticed that the FTC
put down that | worked for Cticorp. And | assume that was
to assert jurisdiction over ne.

But |'m not paranoid.

What 1'd like to do is start off with a maxi mand
then get into sonme, what 1'Il call, "learning points."

And the maxi mis anchored sonewhat in history.

Heritage Reporting Corporation
(202) 628-4888






© 00 N oo 0o b~ w N Bk

N NN N NN R R R R R R R R R R
ga A W N P O © 0o N o 0o M W N+, O

3688
certainly many al so: MasterCard, VISA and several ATM
networ ks to nane sone.

But et me start off with the point that when all
is said and done, they're very fragile. Joint venture
networks are very fragile. They take a long tine to
succeed. They require continued investnent and trenendous
i nvestor patience.

It's best if they limt their interference with
their nmenber's conpetitive practices. They should not
conpete with them They have a hi gher chance of succeeding,
which is to say to survive, if they're pulled together, in
nmy opi ni on, because of necessity, as opposed to opportunity.

Necessity, | will describe proudly as saying, in
effect, they come together because there may be restrictions
agai nst themin the nmarketplace, legal restrictions
prohi bitive costs, specialized industry chall enges which
t hey cannot deal with perhaps because of their |egal status,
et cetera, et cetera and nost of all, overwhel mi ng consuner
demand.

It's best, based on our experience that the
nmenbers of the joint venture be alike, banks, for exanple,
as opposed to having in the joint venture banks and farmners.

Anot her point is that governnent will be
suspi ci ous of these kind of joint ventures. And we start

off with the prem se any tine conpetitors get together,
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Gover nment, bei ng somewhat paternalistic, |ooks at
it and says, well, why not, you know. The people want it.

When, in fact, the governnment could say: Move
away fromthe stream Pay for insurance. Take care of it
yourself. Self-reliance. Read Walt Wiitman -- |'msorry.
Not Walt Whitman. Enerson.

What happens? They build a dam and 20 years

| at er an ecol ogy novenent takes place and the

environnental i sts cone along and say: You're killing the
salnon. You're killing the birds. You're killing the
trees. You're killing the bears, et cetera, et cetera. You

got to dismantle the dam

And then all of a sudden, the governnent is
standi ng there scratching their heads saying: Wat do we do
this time? And it's not all that easy.

The question, or the tenptation is: Do we stick
our hands in again and perhaps neddle again; and will we
replace this problemwith a true solution; or will we just
replace it with another problenf

This is sonething that governnment has to deal with
all the tine. And it's one of the reasons why | suggest
that there ought to be caution in dealing with this thing
called "joint venture networks."

Wth respect to joint venture networks, we should

recogni ze that because of the antitrust | aws and perhaps
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even because of our common |aw, players will use the
antitrust laws either to pronote the joint venture and, in
many cases, to erode it fromthe outside because maybe
sonmeone who cane along | ater and woul d be viewed by soneone
as a free rider or to erode it in the inside because their
affection for the joint venture no | onger exists and they
feel they have devel oped, perhaps, a better nouse trap and
they don't want to play by the rules of the association.

Well, there's always a process that's going on, in
any event, inside of a joint venture that calibrates its
lifecycle. And there are always opportunists who | ook at
this and al so the nenbership fol ks who deci de they want to
graduate out of it but may be stuck within the joint venture
because there's a contractual basis; and they | ook to the
antitrust laws to help them out.

Al so, another point is a learning -- a point on
this thing here is that if there is an essential facilities
doctrine, it's somewhat nebul ous and in a confused state.
It's sonething that nenbers of joint ventures and |ike
conpanies that are in themoften raise their hands and say:
Don't |et soneone conme in because this is not an essenti al
facility and when all is said and done, ny suspicion is that
t he understandi ng of the econom ¢ dynam cs of these things
is just as bad as the status of the essential facilities

doctrine. Not many people really know that nuch about it.
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poi nt s.

One, as | inplied before, governnent should be
pati ent about these animals and on a probability basis
per haps assunme, not that the bad is that conpetitors get
t oget her but that the odds are in favor that the joint
venture won't survive. So presune |ess.

Secondly, don't over-read or over-apply the
antitrust standards because of the, what I'Il call, the
upstream dam problem You may just replace one problemwth
anot her.

The governnent shoul d al | ow nmenbership
restrictions to pronote stability, safe investing,
invention, no free riding. 1In effect, to allowthe
entrepreneurs or the owners to use their property as they
see fit. That is as fundamental in our constitution as
perhaps the opposite in our thinking is in the Sherman Act.

They shoul d al so all ow experinentation within the
joint venture over time, experinentation with rules,
mar kets, pricing, nenbership changes, et cetera, et cetera.

Fromthe literature and things | have seen and
heard over the years, fromtine to tine, you get the
i npression that sone people would feel confortable that the
initial joint venture stays that way forever and no dynam c
conmpany woul d ever be held to that standard and neit her

shoul d a joint venture.
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security of, like, a refrigerator. And today that product
has gone away. And it's the result of conpetition that has
ushered in, by the creation of these wonderful joint
ventures, which now provide a nuch better product, a nuch
nore efficient and gl obal product at half the price and no
security.

It's a phenonenon and sonet hing that should be

appl auded.

And | ast but not |east on that point, one thing to

| ook at about joint ventures that succeed and especially
these in particular is that they are an Aneri can phenonenon
and sonet hing that we ought to be proud of and sonet hing
that we ought to nurture. But, once again, if they are
fragile, we ought to be as nuch supporters as we are
tinkerers.

In | ooking at the benefits of a joint venture
network, there are a few other points that | would like to
bring up.

| f you |l ook at the history of the devel opnent of
t he bankcard industry as a joint venture, you'll see that,
one, they have had a trenmendous effect on pricing, product
di stribution, product devel opnent, et cetera, et cetera.
Look back on them and see what exi sted X nunber of years
ago. | gave you one exanple. But the |earning experience

will tell you that they cane frontally against the T&E
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cards, the retail cards, the oil cards, the travel cards,
travel ers checks, and on and on and on. And they have
shaped the face of the planet and have given consuners a
better product. They spurred devel opnent of the alternate
systens and i nprovenent of existing systens.

They have had a trenendous effect on debit cards
so that when Joe tal ks about debit cards and the way they're
goi ng, just renenber debit cards are a devel opnent, or
child, of the growmh of the bankcard industry. It's a plus.
And it's working well.

They have redefined "currency,” not just
donmestically but globally. Wen | see Hel nut Kohl or
Jacques Chirac tal king about creating a common currency for
Europe, | sit back and | say to nyself: W have al ready
done it. An Anerican joint venture network has gone gl obal
and has affected the attitude toward currency for perhaps 20
or 30 percent of all paynment transactions in the world
today. And if it's not that high, it's going to get that
high. That's a trenmendous result of governnent's debate
over it and private industry creating it.

They have spurred technol ogi cal devel opnent,
conmput er software devel opnent. They have pronoted nobility
for consumers. They have given consuners freedom of choice.
They have pronoted conmerce in a thousand little ways.

When you think of nmobility and freedom of choi ce,
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anot her exanple is if you |l ook at the -- just one exanple,
the departnent store industry and the shake up that it's
gone through in the last 10 or 15 years. | know wth ny
parents, going back in tinme, they all had these private
| abel cards and they were captives of departnent stores, in
nmy case, downtown Brooklyn, and so on.

Al ong cane the bankcard industries with the
retailers standing up in the early days and saying: Keep
themout; they're trouble, et cetera, et cetera. And
i nstead of dealing with them through innovation and perhaps
creating joint ventures thenselves, they just said: Stay
awnay.

And little by little, these joint ventures
devel oped a critical mass and a strong brand so that, in
time, doors had to cone down, doors had to open, and
consuners had the ability to buy in a nunber of places. And
that resulted in a shake up

For those of you who are old enough to renenber
t he Kerner Comm ssion report on crinme in the 60's, one of
the things they pointed out was that people in the
inner-city ghettos are captive of a credit systemthat
cheats them The private creation of these joint ventures,
in fact, the market, in fact, elimnated that problem You
couldn't have a Kerner Conm ssion report today and tal k

about the sane issues.
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with respect to whether or not to pronote themin the
nati onal interest or whether interference in themwll, in
fact, harmthe national interests. And we know of exanples
of that.

Wi ch | eads ne to one concl usion, of which there
coul d be thousands, and that is that perhaps when all is
said and done, the old fashioned enforcenment, which is now
bei ng harned by budget considerations in the governnent
agencies, is going to have to shift, at least with respect
to global nmatters, to nore of setting transparency standards
and education standards and, in effect, some of the points
t hat were brought out before, not just private standards but
col | aborati on on standards between busi ness communities and
t he gl obal pl ayers.

| don't know how many mnutes | took, but I'1]|
leave it at that. Uncontroversial.

COW SSI ONER STEI GER:  Ni cel y done.

| think we ought to ask our other participants of
t he afternoon whether they would like to nake a comrent on
our two | ast speakers.

At | east one direct question was posed for
Pr of essor Baxter.

| don't know if you would want to respond to it.

MR. BAXTER: \What question was that? | don't

remenber now.
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COW SSI ONER STEI GER:  The essential facilities

matter, | believe, was brought up one nore tine.
MR. MacDONALD: | think | said it was in a
confused state. But | inplied that we worship at its altar.

MR. BAXTER: Well, not all of us.

COW SSI ONER STEIGER: | think you gave us a
resoundi ng answer on your view that you have yet to see an
essential facilities case where there is an essenti al
facility. But did you want to expand on that as it applies
to the financial networks?

Are they any different? 1Is there a possibility
that a financial network, due to declining costs with scope
and scale, are a natural kind of nonopoly?

MR. BAXTER: No. But | think the I ocal loops in
t el ephone systens are natural nonopolies. |[It's not that
nat ural nonopolies don't exist. But here was an exanple
where VI SA and MasterCard, for exanple, could have gone
their owm way, did go their own way, the net of the other
was not an essential facility for either.

But | certainly agree with Duncan that the credit
cards, in general, in their history, have been really quite
remar kabl e.

| started representing VISAin the early 70's,
guess, only 20 years ago; and they have really changed the

world in many senses, changed all of our behavior, changed
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COW SSI ONER STEI GER: Al ways provocative. | |ove
that per se that we should keep under the desk.

What of our other panelists fromearlier in the
day have a comment to make on our |ast two speakers?

MR. CUTLER: | would just |ike to observe that |
think one of the truisnms stated by Duncan is that joint
ventures probably should be | ooked at very differently from
other things in the antitrust |aws.

But certainly joint ventures which face
conpetition should be | ooked at very differently in the
banki ng i ndustry, where nost of the ATM networks face
significant conpetition, and so do the credit cards. |
think we're going to see sonme joint ventures in the
t el ecommuni cati ons industry quite soon because all of the
pl ayers are going to be allowed to invade each other's turf.

And t he Comm ssion should | ook very carefully at
t he amobunt of conpetition that each one of these ventures is
facing when trying to figure out whether or not even the
l[imted rules applied to joint ventures should apply when a
joint venture is facing quite a bit of conpetition.

COW SSI ONER STEI GER Ot her conment s?

M5. VALENTINE: Well, actually, Stan Besen, you
had a corment earlier -- bye-bye, Professor Baxter. W al
t hank you very nuch

MR. BAXTER: | have got to make the pl ane.
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M5. VALENTINE: | hope you nmake your plane, right.

You had an earlier conmment about -- it was phrased
in ternms of geographic uniformty; but it was about network
uniformty and how, in the context, where you have
conpl ementary products, it often may be good to have really
one network or one entirely uniformsystem so that people
coul d reach econom es of sale in providing conponents to
t hat networKk.

And | think what |I'm hearing nowis that often
it's good when networks conpete.

| think Duncan MacDonal d's nmessage was duality was
sonmet hing that the governnent inposed on us, and we woul d
have been far better off as two conpeting networks.

MR. MacDONALD: | didn't say that. Sonetines
we're grateful to the governnent.

And | didn't nmean that either.

M5. VALENTI NE: Ckay.

Well, are there tinmes when we want to be | ooking
for situations where networks conpete? Are there tines when
we want a single network to optim ze our efficiencies and
econom es of scal e?

MR. BESEN. In the first place, just to be clear,
it's not a single network.

M5. VALENTINE: Right. That are all uniform

MR BESEN: Uniform or at |east where there's
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proposes the risk and the cardhol der who gets the benefit of
t he 30-day grace period and the card-issuing bank, which
extends the service.

There is no need to institutionalize that
transaction cost in the entire system

COW SSI ONER STEI GER: | know you probably have
anot her point to make, but I would like to interject a
guestion here.

As a matter of analysis, why shouldn't we see fees
as an ancillary restraint -- fees and their allocations --
as a necessary ancillary restraint to allow the joint
venture to bring forward a new product and, therefore, not
be unduly concerned about it?

MR OPPER. Well, if they are truly ancillary and
necessary for the existence of the product, then | think it
shoul d be al | owed.

| think the key question with the interchange fee
and the bankcard networks is whether truly this is an
ancillary fee or whether it's a revenue-ensurer or
revenue- generator, you know, for the issuing banks. And
rat her than negotiated i ndependently with the cardhol ders,
it's certainly much nore convenient for there to be a
uniformfee that is institutionalized in the transaction.

COW SSI ONER STEI GER: Thank you very nuch

Does that pose a response?
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MR. MacDONALD: Yeah. Let me start off with the
broad maxim and that is to get back to what | would say one
of the things that would ensure success of a network joint
venture woul d be that there should be discipline, there
shoul d be policing, there should be uniformty.

And you could focus in too much on sonething |ike
i nt erchange. You know, but pricing is a golden word in the
antitrust laws. But there are a gazillion other things, for
the joint venture to work, the nmenbers have to devel op
uni form behavi or. And, arguably, any one of those nmaybe
woul d cause sone shivering in the night.

But when you |l ook at a thing |ike interchange,
again, it's like the damup the river. And this, by the
way, is a fairly big issue that's energing in Europe. And
anong the things that have been proposed as a government
solution is, one, to require one-to-one negotiation of the
so-called interchange fee within the system which, on its
face, is virtually inpossible when you have tens of
t housands of players and hundreds of thousands of nmerchants
and gazillions of transactions and so on, naybe that could
wor k; or maybe that would just kill it. But if it were to
work, it would raise the price to everybody. And | don't
see how governnent, conming in with that kind of solution, is
going to do anybody a favor if the price gets higher.

The other solution is to elimnate the fee because
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it smells. It's price-fixing, you know, in the classic
sense per haps.

But if you elimnate the fee, it doesn't nean that
the revenue stream by the entrepreneur is going to be
eradicated. And it doesn't nmean that the thing is going to
go away.

If the net is that sone retailers, perhaps through
the system are paying part of the fee just as you may pay a
la carte in a restaurant instead of a price-fixed kind of
nmeal or pay for tinted glass when buy your car instead of a
rounded up price, if you elimnate the fee, the cost is
going to be passed on to consuners. And when they wake up
in the norning and i nstead of paying X price, they're going
to pay 250 basis points nore, sone people will scratch their
head and say, did governnent do ne a favor, because of a
specialized principle that's tied to some words that were,
you know, inportant in the rule of law and go back a century
ago. But at the end of the day we know we have to be
fl exible.

| nterchange is awkward. But at the end of the
day, it's entrepreneurs getting together and creating
sonmet hing that does work. And in the noral schene of
things, | don't think a case could be nade that it's harm ng
people or the systemin a way that justifies governnent

i nterference.
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and saw things in a different way and decided to seek
| egislation -- | saw the eyebrows go up -- to seek
| egislation to all ow the surcharge.

| would guess -- and | nay be dead wong on this
-- but that, at least initially, the net of that is that the
consuner is going to end up paying nore so that the role of
t he governnent played is that nore costs got hit on
consuners. | think, over tinme, conpetition will take care
of that, and there will be a self-correction in there.

But, perhaps, to get back to what | suspect your
point was, is, in fact, that one way or the other, there are
benefits that cone fromthe interchange and that it's sinply
wong -- that interchange ought to be viewed as a revenue
stream And | would argue that, as long as it's not an
i mmoral revenue stream it doesn't matter if it's illogical.
As long as it's not an immoral revenue stream then to
affect it or totry to nmake it go away is not to save
anybody any noney, because entrepreneurs will find a way to
change their pricing to achieve the sane revenue objecti ve.

And | suspect that Bill Baxter would agree with
that. But he probably knew | was going to say it, so that's
why he left.

COW SSI ONER STEI GER: Yes, Becky.

M5. BURR | would Iike to see if we can bring

this back a little bit to the topic that we started out with
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ef ficient solution, because they know nore about their own
technol ogi es than the regul ator ever wll.

The other point | think is that particularly with
networks -- and the sane thing, frankly, applies even in
yel | ow pages, which are a very sort of crude formof an
information network -- is that there doesn't seemto have
been nmuch of a problem once we got over the copyright issue
t hat everybody woul d exchange information and put each
other's listing in the phone books, because if your phone
book isn't conplete, no one will use it.

It's the same way with sort of a network sol ution
in that, soon enough, the incunbents will realize that they
nmust interconnect with the new peopl e because they' re not
going to have all the custoners any nore.

And | guess the question is that at some point you
have to deci de when the narketpl ace can take over that,

because if they reach a solution, each one of themis sort

of left like being -- and this is probably -- I'"'mglad the
conput er people aren't here -- they're both left |ike being
DEC and Apple: They have a small, isolated part of the

uni verse and can't get any bigger.

So | think that the answer is, yes, in the
begi nni ng the regul ator m ght have to supervise in the end.
But after a while the networks are big enough, they have

enough power countervailing each other. | think maybe ATMs
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is a good exanple. There are very big ATM networ ks who have
figured out howto interchange information with one another.

MR 10SSO | have a simlar-type of follow up or
| ooking froma different direction. And I'll ask this to
Dr. Besen.

You tal ked about how, in a nore regul ated-type of
setting, there are a lot of pitfalls to try to get to the
open interface and ways to work around it.

If we were to | ook at an unregul ated type of
center with sone type of bottleneck, how do you see
antitrust -- the effectiveness of antitrust opening it up?

How could it avoid these pitfalls?

Do these pitfalls call into question in sonme way
t he whol e exerci se?

MR. BESEN. Let nme start by saying that the
standards, interoperability or conpatibility questions we
are tal king about here, | think are anong the nost
fundamental ly difficult public policy questions that are
ar ound.

| once had an occasion at a conference to remark
t hat econoni sts who study standards aren't even very good at
predicting the past, by which |I nmean, when an out cone
occurs, it's not always the case that we can actually tel
with any great confidence why what happened actually

happened. This is a lot of the -- you peopl e have been
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readi ng about path dependence or sort of related concepts
her e.

This is an extraordinarily difficult industry or
set of problens in which to nmake policies.

| guess | were -- | wish I were as confident as
sonme of the people around the table here about the ability
of the various institutions that exist that try to deal with
t hese problens that, in fact, they will work.

The theorens the econom sts have generated in this
area, have generally been of the sort that, in fact, there
is certainly no confidence that, in fact, private
non- cooperative activities, the sort that occur in ordinary
mar ket pl aces, are guaranteed -- or even likely -- to produce
the right outcones.

We get back to this business of the small network
and the large network. If I'"'ma large installed base and |
have a choice of letting you in and having the two of us
conpete like hell on price or keeping you out and having a
slightly smaller network, | mght well choose a slightly
smal l er network. And, in fact, sonetines that's the right
answer .

There is a remarkable set of institutions that are
around to deal with these problenms. There are a variety of
i ndustries. W're talking here basically about the private

mar ket s non-cooperative, behaviorally and the way those
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processes worked and we tal ked about regul ation.

There's a whole set of private voluntary standards
bodies that try to deal with this. These are al
extraordinarily inperfect mechanisns for dealing with the
probl ens that we're tal ki ng about here.

| don't have really great confidence that any of
themis going to produce anything approaching the optinmm
But | guess | can't really -- | guess the short answer is,
given the kind of difficulties | have identified before, is
that we are going to nuddle through. | nean, these are al
very fact-specific. There are no sort of general principles
that gui de these. The answer mght be different in banking
networks than it is in telecom So | don't think there's
kind of the sort of general principles that this systemwl|
wor k everywhere and al ways.

But | think there will always be extraordinarily
difficult problens to try to solve, because there are really
not very sinple answers.

| know that's not a satisfactory answer, but |
think it's a truthful one.

MR. CUTLER: Can | nmke one nore market pl ace
observation that | think sort of underscores ny faith that,
particularly with networks -- it doesn't work so well with
conmput er systens and sone ot her things because

interoperability is probably not vital in that situation.
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behavi or of these bodies that people tend to think of as
primarily dealing with technical standards is they worry
about price a good deal. That shouldn't be surprising to
econom sts, and | think it does serve as a useful function.

Is it a perfect mechanisn? O course not. But |
think it's useful, and it's useful to renenber that, in
fact, this is one way in which private parties, dealing
t hrough, again, non-market, non-governnental institutions,
in fact, try to deal with the kind of problens we have
identified here, which is not being held up by the party
that's got the bottleneck, try to anticipate who it's going
to be and try as best you can to get themto guarantee a | ow
pri ce.

COW SSI ONER STEI GER:  Are there any nore
guestions for our very distinguished group or any nore
comments fromthem before we wap up this afternoon?

Well, then, it is, indeed, a great pleasure for us
to have had the opportunity to meet with all of you. And on
behal f of the Comm ssion, our thanks for your contribution
to the record and this exploration of antitrust in the
gl obal worl d.

Thank you.

(Wher eupon, at 4:12 p.m, the hearing was
recessed.)
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