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MR. ROSSTON: Good morning. 1°m Greg Rosston.

I*m Deputy Director of the Stanford Institute for Economic

Policy Research, otherwise known as SIEPR. And we"re happy

to have you all here.

is a research institute at Stanford that

looks at all aspects of economic policy research, from

development to the California budget and the U.S. budget,

but also competition policy issues.

And so we"re real happy to have the DOJ and FTC
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long, but 1 will be here with you.
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We don"t intend to do that, but there is a
Commentary around those cases that can be quite useful in
indicating things that are done at the Agencies that are not
so clear from the Guidelines themselves. So that"s
something we"ll look for the panelists today to perhaps
touch on, where elements of the Commentary can be useful in
the respective areas of the different panels.

Okay. So let me just turn it over to Joe. Thank
all of you in advance who are going to be participating or
for coming. Additionally, thanks Commissioner Rosch for
coming. He"s going to be moderating the first panel, and
it"s really wonderful that he"s here to do that. We have
been very pleased to have a couple of the other
Commissioners, Pamela Jones Harbour and Bill Kovacic,
moderate other panels at other workshops; as well as the
likes of us, Joe and me and our i1lk. So, Joe.

MR. FARRELL: Thanks, Carl. And thanks again to
Stanford and SIEPR for having us. Carl said most of what 1

had to say. So let me just say a little bit more along one
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that people basically agree, 1 don"t think there is much
doubt, that the fundamental issue in Horizontal Merger
review is will the merger harm consumers. And the process
is all about, well, what"s the best way to investigate, find
out, and prove the answer to that.

So it"s kind of an open-ended iInquiry that is both
about economics and about process at the same time. In my
way of thinking, that®s what we"re here to discuss and try
to figure out, what"s the best way to summarize or to
describe what is the best, and most useful, and also the
most used ways of analyzing that question. Thanks very
much .

So with that, we*d like to welcome the first
panel. As Carl mentioned, the first panel will be moderated
by Commissioner Tom Rosch. Thank you.

COMMISSIONER ROSCH: Let me introduce, first of
all, Mandy Reeves, who is my attorney advisor, and is a
wonderful helpmate on all of these projects, in particular
this one. And then the panelists, a very distinguished
group of folks, and 1 think we"re all honored to have them
here.

On my far left is Jeremy Bulow, who"s the Richards
Stepp Professor of Economics here at the Stanford Graduate
School of Business. Among his many accomplishments,

Professor Bulow served as Director of the FTC"s Bureau of






1 them.

2 The first is that 1 am deeply engaged in this

3 project and, indeed, our office is. Right alongside Carl

4 and Joe, who were the sort of people who came up with this
5 idea of revising the Merger Guidelines, ever since that time
6 I have been very deeply interested in what we"re all about.
7 And 1 think, number two, we can learn a lot from
8 what has happened with respect to prior panels on this

9 subject. And let me make about five major points based on
10 the testimony that we have heard to date from those prior
11 panels.

12 The first is that this panel arguably is misnamed.
13 It"s a misnomer to call it a "direct effects” panel. Really
14 what we"re talking about here is everything except the

15 structural case, which is currently upfront in the Merger
16 Guidelines, 1.0, if you are into numbers, that focuses on
17 market definition and concentration in the market.

18 What we"re going to be discussing iIs everything

19 except that. But we will probably be discussing structural
20 to a certain extent, as well, because market definition and
21 concentration as has been noted in prior panels,
22 particularly by Professor Whinston; that is another way,

basically, of putting together a demtheheaEgTeaiat we3Fpanel. Reallsc

salient factors to be taken into account, not only inaiat we3Fpanel. 5
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unilateral effects analysis but, as he pointed out in a
prior panel, in coordinated effects analysis, as well. And
so for that reason, it is Important that we retain to some
extent the demand-curve function in the Merger Guidelines,
because that"s one of the things that people focus on.

Now another reason for retaining that in some form
or another at some point in the Merger Guidelines is that
the outside bar -- and this is very much inside baseball, by
the way. Merger law has its place in the West Coast, but
not nearly as much as it does in Washington, D.C.

That is what antitrust law is in Washington. It"s

about mt(1)rDrre6gby cTj2nior , by
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11
cases look to the Merger Guidelines as kind of an indication
of what the law is. And so if and to the extent that our
list of considerations starts and stops with market
concentration and market definition, we are being unfair to
the staffs of the agencies, as well, that have to try these
cases.

So it"s a balancing act on the one hand between
predictability and certainty on the one hand, and on the
other hand factors that go beyond simply market definition
and market concentration. 1 will personally look forward to
what the panelists have to say about how to strike that
balance. 1t will be very interesting to me.

Third, the third lesson we learned is that we can
waste a lot of time talking about -- consummated mergers in
this panel, and we shouldn®t. We shouldn"t because, using
economics lingo, that"s the ultimate in natural experiments.
You don"t have to predict very much. You can take a look at
what has happened to prices, what has happened to other
factors as a result of the transaction. And so | kind of
wonder whether and to what extent we ought to treat
consummated mergers differently than unconsummated mergers,
even in the Merger Guidelines. There is less reason,

really, to spend a lot of time defining the relevant market



1

but we really have to make some kind of a prediction with

12
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choice. And so I°1l1 look forward to that, as well.

Now the format that we plan to follow is as
follows. We"re going to have remarks by each of the
panelists. Then we are going to have questions by each of
the panelists of the other panelists, and finally we will
turn to you. And that®"s not to say that you are the final,
that we"re giving you short shrift, because we certainly
don"t mean to do that.

And, to the contrary, | think you kind of put a
capstone on our discussion today. But, in any event, that"s
what we plan to do. 1 don"t plan to screen the questions.
So please try and not ask questions that read particularly
on your area of interest or on your clients® area of
interest, and try and broaden it out a little bit to discuss
some of these very salient matters that 1 have mentioned,
and others, as well.

I did mention Carl and Joe, to begin with. And
they certainly were the authors of this effort. But Greg
has been a good friend over the years, as well. He"s been a
good friend particularly of my son, who"s down in Silicon
Valley working here. And 1 have had the pleasure of coming
out to Stanford to talk to his classes from time to time.
So thank you very much, Greg.

And with that, I"m going to turn it on over. Why

don®"t we just start here? Lawrence, do you want to kick it
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off?

PROFESSOR SHAPIRO: Before we do that, let"s just
-— | don"t think anyone®s actually going to forget, but
there 1s a name tag here.

COMMISSIONER ROSCH: Okay.

(Pause in the proceedings at 9:32 a.m.)

MR. WU: Well, thank you for inviting me to speak
today. I wholeheartedly support the FTC and DOJ"s efforts
to protect competition and consumers, and the Agencies”
efforts to develop an antitrust policy that reflects and
appreciates economic principles and analysis.

Now three things 1 want to say today. And that"s
it, just three things. But three things that go straight to
organizing principles and three things that go to what it
takes to evaluate and develop compelling and credible direct
evidence of competitive effects In merger cases.

So here"s the first thing, which 1 will put in the
form of a question. When we think about evaluating evidence
on competitive effects, what should we focus on?

My answer here is that our unified principle ought
to be based on increasing consumer surplus or preventing a
loss of consumer surplus. And that means looking at price
effects, but it also means looking at output effects and
innovation. It"s natural to look at price effects as a

proxy for consumer surplus. Consumer surplus falls when
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prices rise, all else equal. Plus price is a natural way of
integrating the efficiencies analysis.

So a merger of two close competitors could lead to
higher prices, but with efficiencies prices could fall.

What tends to get short shrift, though, are output effects
and innovation. But if our unifying principle is consumer
surplus we can avoid that problem.

So, iIn general, an iIncrease in total market output
will correspond to an increase iIn consumer welfare.
Innovation is just as important. As my colleague, Greg
Leonard, and 1 pointed out in our comment to the Agencies,
these output enhancing efficiencies should not be ignored,
especially in light of the substantial and increasing
importance of innovation in the U.S. economy.

By focusing on consumer surplus as our guiding
principle, we can capture all of these key elements.

So here®s topic number two, again, in the form of
a question. When we think about quantifying the competitive
effects of a merger, what Is an appropriate organizing
principle?

Well, my answer here is that we need a framework
that asks whether consumers are better off with a
transaction or whether they are better off without a
transaction. And that means we need to think hard about

counterfactuals, and we need to get evidence that describes
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how the market would look with the transaction and how the
market would look without the transaction.

Now this is already part of the Guidelines. In
considering efficiencies one question is whether
efficiencies could be achieved without the merger. And that
means we think hard about what would happen if the
transaction did not take place. And in evaluating the
possibility that the firm to be acquired may be failing,
will you do the same thing. We ask and think about whether
the firm would be viable without the transaction. But why
not extend the concept of the counterfactual to encompass
how we think about competitive effects generally instead of
thinking about competitive effects, entry, and efficiencies
as separate and distinct steps? Why don®"t we think about it
as an integrated whole?

And if we formalize the analysis this way, 1 think
we have a better shot at performing the integrated approach
to merger review that is described in the Agencies®™ 2006
Commentary on the Horizontal Merger Guidelines.

Now the need to describe the postmerger world also
affects the kinds of analysis we do. As an example, suppose
we want to estimate the effect of a merger by comparing
prices In two types of markets: Markets in which the
merging Firms have stores and markets in which only one firm

IS present.
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IT there i1s a price difference, is this the merger
effect? Well, i1t might be because the price differential is
an estimate of the price change that would occur if the
stores to be acquired were no longer present as competitors.
For the premerger markets in which only one firm®s stores
were present may or may not be the right counterfactual;
that is, what the market would look like postmerger.

Suppose the merging firms were to close the stores of firms
that they acquired? Well, if that"s the counterfactual,
then the analysis that 1 just described might fit. However,
ifT the acquired firm"s stores are going to remain open, then
the analysis may or may not be as relevant.

Again, 1t goes to: What is the right description
of the postmerger world. The need to think about the right
counterfactual also sheds light on why we need to do a
relevant market analysis. Now I don®"t mean a relevant
market analysis that®s done for the purpose of computing
shares and concentration.

But 1 am referring to a relevant market analysis
that identifies the supply and demand portions that
determine price. So let me just give you a couple examples.
So suppose we want to test empirically the hypothesis that
an increase in concentration is likely to lead to higher
prices.

To do that we might look at a cross-section or a
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panel of markets over time. This is a conventional price
concentration study. But let"s not take things for granted.
To do this analysis properly, we do need to think about what
it Is we are studying.

Should we think about prices over a cross-section
of metropolitan statistical areas? Should we look at how
prices vary across counties? What products or prices are we
actually going to look at?

Well, a price concentration analysis is an
analysis of markets, which means that before we can even do
the analysis we need to go through the analytical steps that
are similar to what we do in market definition.

The need for a good counterfactual also comes iInto
play when assessing the prices effects of a consummated
merger. So, for example, you may have data on the price
change that occurred postmerger, but what"s the benchmark?
Identifying the firms, the products, and prices that you
would use to determine whether the merged firms raised its
prices above competitive levels is part of a relevant market
analysis.

So if we have, as one as our principles, the need
to fully describe both the premerger world and the
postmerger world, then we have a coherent and integrated way
to think about not only efficiencies in failing firms, but a

disciplined framework that we can use to evaluate how and in
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what way a transaction will change the process of
competition to the benefit or detriment of consumers. And
the framework would also help us interpret the economic
evidence more appropriately.

Okay. Here®s my third topic, again, expressed in
the form of a question. What makes for a compelling and
credible analysis of competitive effects? This is the key
to making the right decisions in the merger review process
and the key to developing a compelling argument in court.

The virtue of direct empirical evidence i1s based
upon data that are likely to be specific to the market,
markets at issue. So what types of analyses might we
consider doing? Well, the list is a familiar one. So 1
won"t spend much time going through the list.

There are bidding studies. There are natural
experiments. For example, the question here might be: Was
there a price reaction following the entry of a competitor?
There are also studies that we can do to evaluate key
propositions, like the relationship between price and
concentration.

Well, these variables tell us that we need certain
things to do these types of analyses properly. We need
relevant and reliable data, and we also need a circumstance
that make these studies possible, like numerous local

markets with different types of concentrations and shares,
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previous mergers, bidding situations, new additions of
capacity, and the like.

And why are these analyses compelling? They"re
compelling because for the most part these are analyses that
do not require some difficult-to-prove assumption about the
demand curve or some underlying model of competition, and
they don"t depend on some untested proposition about pricing
and concentration.

The second reason is that most of these analyses
can be subject to scientific scrutiny, which means they can
be replicated and tested. But why might an empirical
analysis of this sort 1 just described not be compelling or
credible? Well, one problem is that not all natural
experiments are analogous to a merger.

So if we observe, for example, that prices in a
market did not rise after the exit of a competitor, should
we infer that a merger of two competitors iIn that same
market also would not lead to higher prices? Maybe, but
maybe not. It depends on whether the firm that left the
market is similar at all to the firm being acquired. And
that"s a fact that could affect the credibility of the
analysis.

Second, the credibility of an empirical analysis
may be called into question if it is inconsistent with other

evidence. So, for example, what do you do if you have
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direct evidence of effects, but customers are not
complaining? Well, first, you have got to make sure you did
the analysis right.

And if the analysis is done right, it"s time to
think about the customers who are not complaining and why
they might not be complaining. What are their incentives?
Are they credible? Could it be that the testimony is from
large customers who are able to protect themselves, but not
from small customers who cannot?

It"s important to understand what factors affect
the credibility of analysis on direct evidence because, if
we"re going to rely on direct evidence, we need to make sure
that the analyses are relevant and done right. But on top
of that, if there is contradictory or conflicting evidence,
we"re going to have to make decisions about what pieces of
evidence we are going to rely on and which pieces of
evidence that we might give less weight to.

So, for example, again, if we have customers who
are not complaining, but we have direct evidence of effects,
what are we going to do? Well, decision theory would say
that we should give more weight to the pieces of evidence
that are more precise or reliable. And this is likely to
vary from case to case. So I"m not sure we would say one
piece of evidence is always better than another.

Second, there is the practical issue of going to
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court. And 1711 leave it to others in this room whether or
not the Agencies can go to court and win with direct
evidence, but no complaining testimony of witnhesses.

So here are my conclusions. 1 think the Merger
Guidelines should reflect Agency practice for being
forwardlooking. Let"s first define what Agency practice
ought to be and provide the Guidelines accordingly so that
the Guidelines will be in sync with Agency practice.

And what are some of these desired Agency
practices? Well, first, | would focus the competitive
effects analysis around the concept of consumer surplus,
which means that we look at output and innovation, as well
as price.

Second, I would have as one of our organizing
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describe that encourages a gathering and testing of all
types of direct evidence is a step in the right direction.

COMMISSIONER ROSCH: Let"s hold the questions
until or the comments about each speakers® presentation
until the end.

Mark, you want to go ahead?

PROFESSOR LEMLEY: 1 have got somebody®"s watch
here.

MR. WU: 1 got it.

COMMISSIONER ROSCH: Okay. Well, then you are way
ahead of the game.

(Laughter.)

COMMISSIONER ROSCH: Yes. Okay. Got it.

PROFESSOR LEMLEY: All right. Good morning.

What I want to suggest today is that our market
definition is broken, not in the sense that we"re not doing
it right, but that the entire enterprise is not likely to be
helpful iIn the modern economy.

Market definition is a binary yes/no question in
an analog world. It is something that works conceptually in
a world in which markets are static, they don"t change over
time, In which products are homogeneous and in which
consumers are homogeneous. |If anybody actually encounters a
market which doesn®t change over time, all the consumers are

homogeneous and all the products are homogeneous, well,
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then, 1 think you can reasonably apply the market definition
test there.

Now in the real world, of course, none of those
things turns out to be true iIn a wide variety of
circumstances, and more particularly, 1 think, In the set of
circumstances in which we"re actually likely to see mergers
that are of potential antitrust significance.

All right. Certainly, in the kinds of things we
see i1n Silicon Valley, but even across a wider range of
industry we have got to worry about a variety of more
complex circumstances.

Now one thing you can do, one thing the current
Guidelines do to try to get at this homogeneity problem is
to try to make a lot of it irrelevant using the SSNIP test.

So maybe even if we have a variety of different
consumers with different viewpoints, even a variety of
different producers with different cost structures, if we"re
confident that x percentage of them will not be able to
respond to a change in price, will be forced to pay the
higher price, or will not enter iIn response to a change iIn
price, maybe we could say, right, we are therefore
comfortable that this merger has at least some problems and
sSo we can ignore the heterogeneity in the rest.

The problem, though, is that even applying that

SSNIP test in the context of a traditional market definition
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IS going to miss the point in a large range of cases, unless
we do a bunch of modifications to it.

First off, of course, it runs right into the
Cellophane fallacy.

You can define a market, right, and if a company
is, in fact, operating as a monopolist and pricing
effectively, are market definitions going to lead us, as it
did the Court in the Cellophane case, to wrongly understand
the competitive pressures that company faces?

Second, It assumes static pricing. It assumes
that prices either stay the same in a normal, nonperturbed
setting or increase slightly in accordance with inflation.
IT you are in a market in which prices normally drop
significantly over time, if you sell semiconductor chips,
for example, right, the question of whether someone could,
in fact, engage in a small but significant, nontransitory
increase In price as a result of a merger is unlikely to be
helpful.

A real question might be: Would they be able to
drop the price less over time than they otherwise would in
response to technological innovation? But that®"s a much
harder question to ask. It ignores nonprice competition,
something Lawrence Wu"s already talked about, but which
again in a large chunk of markets is, if anything, more

important than price competition.



26
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manufacturing precisely the same drug but selling It at a
substantially lower price?

Now none of these problems are unsolvable, right?
What I want to suggest, though, is that iIf we are solving
these problems we are doing it by essentially abandoning the
market definition inquiry.

IT we can accurately define a market subject to
the constraints 1 have just talked about, we don"t need to
define the market, because what we have done is actually get
more directly at the question of consumer demand and
producer supply, get more directly at the question of market
power and of likely competitive effects.

It"s then kind of bizarre to say, well, we are
going to take all of this rich data that we have had to
collect to make sure that we get it right and then put it
into a static structural analysis that gives us an HHI
number, and take that HHI number and then feed it back into
a model of whether or not people would, in fact, behave in a
particular way, right.

You are likely to lose relevant information; you
are likely to increase your number of false positives if,
instead of taking the information that you have to collect
to accurately assess competitive effects, and just asking
the question: Are there competitive effects, you take that

information, feed it into market definition and feed it
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back.

So all of this leads me to believe that we ought
to be paying more attention than we do to evidence of direct
effects and less attention than we do to evidence of the
kind of traditional structural analysis that has informed
the market guidelines.

Where can we get that evidence? Well, this is a
hard problem. 1t"s an easier problem In some sense in
monopolization cases than it is In merger cases, because of
what Commissioner Rosch suggested, which is don"t tell us
about what to do about consummated mergers; those are in
some sense the easy ones or tell us what to do about mergers
that haven™t happened yet, right.

And in mergers that haven®t happened yet the
problem, of course, is we don"t yet have direct effects of
many of the kinds of evidence that we are interested in,
because we haven"t actually seen the change. Nonetheless, 1
think you can actually gather a variety of types of evidence
that may be of significance.

First off, it seems to me that companies actually,
in most circumstances, have a pretty good idea who their
competitors are. So one of the things you want to know 1is
not just what does a market definition analysis tell you
about whether company A or company B compete, but how does

the behavior of those two companies help us to answer the
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question of whether or not they compete, right.

Do they talk about each other internally as
competitors? Do they engage in advertising against each
other? Do they engage in intellectual property litigation
against each other? Do they make their own pricing
decisions with respect to each other? Do they make entry
decisions with respect to each other?

Similarly, 1 think you can draw inferences about
likely market entry from a company®s behavior. The company
has a sense of whether or not if they engage in a particular
type of conduct it will draw entry. And companies who
engage in things that sacrifice profits in order to achieve
long-run change in the competitive dynamic likely are doing
so because they have made an assessment, either explicit or
implicit, about the likelihood of entry that is going to
undermine that tactic.

And then, of course, we can look, as Lawrence
suggested, in some circumstances, at natural tests, at other
analogous markets, at the effect of past analogous mergers
on competition.

All of this is imperfect evidence. But what 1
want to suggest here is that all advantages are comparative,
and that the right weight is not the imperfections of direct
evidence against the perfections of an i1dealized structural

model .
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The right weighting is the imperfections of direct
evidence against not only the messy world of real market
definition, but a world in which, if we are to get market
definition right, it"s going to be in part by looking at
those very direct effects. |If we are looking at them we may
as well think about them directly.

Now we then come to what I think is the hardest
problem, which is the certainty problem. There are a lot of
mergers out there and there are a lot of mergers out there
that probably don"t deserve antitrust challenge.

An antitrust scrutiny that involves inquiring into
all of these effects is a fairly robust antitrust scrutiny.
It"s something that I think certainly ought to play a
greater role in actual merger challenges.

Once the Commission or the Justice Department has
made a decision to challenge a merger, to devote substantial
resources to the case, it seems to me quite logical to think
that we ought to be paying more attention in the analysis of
the merger itself to the direct effects and not to the
structure and HHI concentration.

But what do you do about the big swath of cases in
which the question is: Should I bother to even go to second
request? All right. How can we devote our resources
efficiently to figuring out which mergers to challenge and

which ones not to?
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And 1 guess, you know, 1 don®"t have a great answer
to this question, except to suggest that we don*"t fully
appreciate right now the extent to which we are stumbling
across the same problem, even iIn the current Hart-Scott-
Rodino environment.

IT we are doing an HHI analysis in any
Hart-Scott-Rodino review case, we are either doing this
inquiry implicitly anyway, or we are engaging in this very
stylized, static model of what it is that the market
consists of that is likely to get i1t wrong.

So the question 1 think becomes the extent to
which we are willing to trade off effort and some analytic
uncertainty to try to get a better result, but I think that
question has to be considered bearing in mind that the
certainty that HHIs offer us is an illusion.

Plaintiffs and defendants in any merger case can
and do come up with market definitions that give us totally
different HHIs. So the argument that the antitrust bar
makes that says, well, we have got to have our HHI safe
harbors, because otherwise we won®"t know what to do, I think
just misses the point.

You don"t have an HHI safe harbor. What you have
is an ability to argue that the market is defined in such a
way that your HHI i1s sufficiently low that the government

should not challenge the merger. But if all you“ve got is
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the ability to argue that, that shouldn"t give you any more
certainty than the ability to argue that the direct effects

of the merger are not likely to be anticompetitive.
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To me it seems that what it really requires is a
market-power analysis, but that market-power analysis
doesn®"t have to be linked to a structurally-defined market:
Here are the boundaries of the market; you are either in it
or you are outside 1iIt.
But if it did, if a court ultimately said, gosh,

we have been doing that since Philadelphia National Bank and
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it anticompetitive, or is it competitively benign?
And, frankly, the reason 1 felt that way was for
precisely the reasons that Mark has described, as well.
I considered the market definition and structure
analysis that was in Section 1.0 to be -- i1t was kind of an

artificial certitude, but I leave that to you guys to hash

out.

Go ahead, then, Kathy.

MS. FOOTE: Thank you. 1It"s great to be an
academic. As a government employee, however, | have to

begin with the disclaimers. Although what | say certainly
comes out of my many years working in the antitrust section
of the California Attorney General®s Office, I am not
speaking for the California Attorney General, nor am I
speaking for the Antitrust Task Force at NAAG, the National
Association of Attorneys General, with whom I frequently
find myself doing merger examinations, either just the
states together or iIn conjunction with Federal Trade
Commission or US DOJ.

Having said that, that is really the starting
point for my comments, because state AG merger review, as
well as selection of mergers to review, is very much colored
by first state and local agencies®™ experiences as purchasers
and/or regulators.

Second, the policy slant and the informational
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network basically arise from the AG"s other, more
traditional role as a consumer protection enforcer and
consumer protection advocate.

And, finally, our historic division of labor with
our federal colleagues, when we do work on these mergers in
which our primary focus is on local markets.

Our experience is more limited than the federal
agencies. California, for example, only looks at maybe five
to eight mergers per year. | know that is hard to imagine
for the fed. But certainly out of that comes very
consistent views, views that are consistent with the
observations of others here today that reliance on market
definitions and concentration formulas so as to determine
market power, whille obviously understandable, given the need
to make a decision with major economic consequences under
time pressure, very frequently misses quite important
countervailing evidence and issues that should often be
determinative. So I very much applaud the decision here to
examine the need for and use of direct evidence to get at
the truth.

Local markets, let me just postulate that local
markets, in all their quirkiness and color, are the least
likely to conform to statistical norms or models. Reliable
data probably doesn"t exist at the local level. Personal

relationships and local conditions are involved. Regulatory
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restraints and even politics may affect it.

A competitive-effects analysis that recognizes
these things may not be easy, but it is more likely to be
correct. Let me draw on some examples. And, of course,
since we have Californians here, these are going to be
somewhat more familiar to you than they might be in a
different hearing.

First, from our personal file drawer, in 1999 the
Summit Medical Center merged with the Sutter Healthcare
System in Oakland, and we went to trial on that.

The Elzinga-Hogarty approach to defining
geographic market based on patient discharges by ZIP Codes
swept hospitals in San Francisco and as far down the
peninsula as, | believe under one version, even Stanford,
into the East Bay hospital market, if you can believe that,
and found that competition would therefore survive.

But the health insurers were all saying that their
East Bay patients wouldn®"t accept being sent to a hospital
on the other side of San Francisco Bay, that people were not
going to cross the Bay Bridge to San Francisco. They were
not going to cross the Hayward-San Mateo Bridge to get down
the peninsula.

Unfortunately, really, it was the
market-definition approach that prevailed in the end. Yet,

as we have since learned, the result of that merger was a
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dramatic increase in prices, even though at least one health
insurer actually tried for some period, unsuccessfully, to
steer i1ts customers to the wider, so-called competitive
market.

Another example In a somewhat broader market, but
still local in our view -- another illustration, basically,
that the assumptions that are made are by necessity
incomplete, and frequently the missing information is
critical, and you can"t get that without a really close look
at direct evidence.

There are lots of examples of this, 1"m sure we
can all think of them, but one of the bitterest ones for us
in California -- and this is a self-criticism, although
there were others involved -- had to do with oil company
mergers that were assumed to be benign, because nobody
really factored in the practical effects of California®s
unique refining formulas on out-of-state sources of supply.

The importance of that information wasn"t
recognized until way too late in the game. A number of
mergers had been consummated before anyone really woke up to
it. Interestingly, the first inklings about it, at least
for our office, came when we talked to truckers.

Another example that 1 want to mention, and one of
my colleagues who worked on a case like this is actually

here today, assumptions about market entry are certainly
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rife with possibilities for missing important information.

In a local market, for example, what may be missed
is not just the effect of zoning restraints on new entry,
but even beyond that in a place like San Francisco -- and
our case had to do with movie theater multiplexes -- the
realities of land use permitting process go well beyond the
zoning.

The joint merger reviews that we do, and we do
usually quite smoothly with our federal colleagues, take
place under the federal/state protocols. Although we are
doing that, the state is actually going to be applying the
NAAG Horizontal Merger Guidelines.

Analytically, those are very much the same as the
federal Guidelines, except for a just a few points that 1
think I would like to commend to your attention today.

The First is greater latitude to define narrow
markets based on recognizing that certain consumers are
vulnerable to price discrimination.

Now certainly the federal Guidelines also
recognize price discrimination. Both approaches really
treat price discrimination as a market definition issue, and
I think probably wrongly. The practical reality is that it
should serve to illustrate competitive effects.

A couple of examples 1711 just cite to that. One

is there are theoretical competitive choices, let"s say, as
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to dialysis clinics. This is something that is a very
local-market-oriented issue that we have worked on with the
feds at times in the past. But whether i1t"s dialysis
clinics or supermarkets, those choices may not exist for
people who rely on public transit.

Yet to try to define that as a separate market is
an exercise that you could spend a lot of time on and you
would end up with basically having learned not very much and
not being able to do anything with the market that you have
defined, if you have actually been able to define it.

Another example, rather different, there are quite
varying state laws on textbook content. And even in an area
where multiple competitors exist in theory, the long time it
takes to develop and the fact that there are these
differences, create pockets of opportunity for monopoly

pricing that can very enyt,ned,ne6o5m 12polnrcptc
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which are particularly reluctant to make bold decisions on
matters that are fraught with uncertainty, are also very
eager to drink that particular Kool-Aid. In that area,
looking at what"s happened in similar mergers in the past
can be incredibly useful.

The NAAG approach actually treats historical
trends towards concentration and the details of the history
as a criterion that may legitimately bear on legality. What
we lack very often, though, is a lot of good information
about that historical pattern.

It should at least justify closer scrutiny. That,
presumably, is at least one of the purposes of the FTC"s
retrospective studies. And the use of that information 1
would like to see given an explicit place In the Guidelines.

We all know a great many stories, anecdotal only,
of unintended, very expensive and certainly
efficiency-neutralizing consequences of mergers, melding two
different corporate cultures. For example, commercial banks
merging with savings and loans, teaching hospitals merging
with regular ones.

I don"t want to address a sore point here at
Stanford. And the need to hire back many physicians that
were supposed to be cut, as well, of course, as the
temptations to exercise newly found market power or perhaps

it doesn"t rise necessarily to the definitional dignity of
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market power, but let"s call it market edge. It may well
overcome whatever disincentives to exercise that edge that
may have been identified in the review process.

One of the best outcomes of paying greater
attention to the results of analogous mergers would be the
tacit encouragement of economics departments in business
schools to generate more studies of them.

That would help all of us, certainly my office,
who are constantly in need of additional information,
economic information; build In more sophisticated
understanding of the realities.

In conclusion, I1°1l1 just mention one other
difference, just so as not to disappoint any of you who
expect radical talk from state antitrust enforcers.

I will mention that the NAAG Guidelines go beyon
the federal Guidelines in talking about wealth transfers
from consumers to producers by declaring that that is
actually the central purpose of Section 7 enforcement.

Since my colleague here has already been speakin
about consumer surplus, 1 think looking at that is perhaps
an alternate way of approaching wealth transfer. Maybe it
not so radical after all when you think about it. Thank
you.

COMMISSIONER ROSCH: Thank you, Kathy.

Jeremy.
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PROFESSOR BULOW: Thank you.

Regarding market definition, 1"m reminded of a
visit that Bill Gates made to Stanford during the Microsoft
antitrust case. He said that Microsoft had four percent of
the software market and software was a highly competitive
industry with declining prices and increasing quality.

And then about ten minutes later he just couldn®t
quite help himself, and he described how Office and Windows
were two of the five best businesses in the world, with 90
percent plus-profit margins and tremendous networking
advantages.

Before getting into the Merger Guidelines, 1-°d
like to take a step back and focus on the more general issue
of how noise iIn the decisionmaking process can be reduced.
I*m going to speak as someone who has spent time at the FTC,
not the DOJ.

The single best way to reduce noise regarding the
economic as opposed to the legal or political decisions
would be for the Commissioners to spend more time talking to
economists. | happened to take four courses at Yale Law
School .

So 1 have had more graduate law courses than most
Commissioners have had graduate economics courses.
Nevertheless, were I an FTC Commissioner 1*d probably have

at least two, maybe as many as three of the four advisors in
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my office be lawyers, recognizing that my law knowledge is
minimal relative to a professional attorney.

Similarly, 1 think each Commissioner should have
at least one and maybe two economists among their advisors.
Right now among the 20 advisors for five Commissioners, 19
are lawyers and one is a JD Ph.D. All the Commissioners,
even the new appointments, are lawyers.

Even though I"m sure that the Commissioners will
get great advice from Joe Farrell and Rich Feinstein, this
iIs a recipe for noisy decisionmaking.

When I was at the FTC only one Commissioner,
Commissioner Swindle, had an economist on his Staff. As a
result, even though there were two other Commissioners who
were much stronger academically than Commissioner Swindle,
his office tended to produce the best, most thoughtful
economic analysis of any of the Commissioners.

Second, I would note that in addition to the
Merger Guidelines the FTC publishes two other Kkinds of
information.

First is an estimate of how much money the
Agency”"s actions have saved consumers. This requirement 1is
not taken seriously. For example, except In exceptional
cases, the FTC estimates savings to consumers from any
action in any merger enforcement is equal to one percent of

sales In the market for two years.
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Were the FTC to take this requirement more
seriously and provide analyses backing up its calculations
for consumer benefits, 1 think the eventual impact would be
more thoughtful and analytical decisionmaking with more
understanding of the need for economic analysis.

Third, after each action the FTC puts out
statements explaining the rationale behind its actions. |IFf
these statements were written in a meaningful way there
might be little need for the Merger Guidelines. And, again,
I think the eventual impact would be better decisionmaking.

For example, even though I was heavily involved in
the Exxon Mobil case, there were certain things about the
divestiture order that 1 did not understand. 1 went to read
the justification afterwards and found it provided no
insight. My understanding is that, while Commissioner Muris
wanted to increase transparency, things are little changed
in