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I. Introduction to Antitrust Law

The first question to ask is always whether the offense is collusive or exclusionary?
United States v. Andreas (7th Cir. 2000)
· ADM was a new entrant to a lysein cartel including a handful of other manufacturers worldwide, including Ajinomoto.  They artificially inflated the price of lysein significantly by restricting output.  The cartel policed the agreement through secret meetings in the guise of trade association meetings with fake agendas (and were only caught to do a whistle-blower—see the movie, “The Informant”).  

· Since there were few alternatives for lysein (a food additive for animal feed), animal feed manufactures had an inelastic (downward-sloping) demand curve.  An inelastic (downward-sloping) demand curve is direct evidence of market power.
· ADM’s counterarguments included:

· The price-increase was not an exercise of market power, but rather a reaction to increased cost of inputs and a labor strike.

· ADM needed to finance its investment in the lysein plant (which had high initial costs) by charging more than the marginal cost (competitive price) of lysein.

· Cooperation between the members of the cartel allowed lower costs, such as reduced costs of shipping – an efficiency argument.

· Social benefits, such as reduced pollution and conservation of natural resources also justified the cartel’s actions.

Market division is the same as price-fixing.
JTC Petroleum (7th Cir. 1999)

JTC was an asphalt applicator rejected by a supplier because a cartel of asphalt applicators (who rigged bids in local government contracts) paid supra-competitive prices  to the supplier in order to discipline JTC.  This does not necessarily even require the producer to collude, merely demand the same price that other applicators are offering to pay.  

· Since JTC is a rival and a cartel raising prices would be generally benefit JTC as well, JTC must tell a story of both harm to competition and harm to JTC.  

· Posner suggests that JTC is a maverick and a threat to the cartel, because it can undercut the cartels bid-rigging strategy.  However, the cartel can prevent JTC by denying it access to asphalt producers.

· Technically this is a market division case, because that is the rule Posner invokes and the cartel rigs bids by dividing the areas into exclusive zones and competitive zones.  

 

Brunswick Corp. v. Pueblo Bowl-O-Mat, Inc.  (1977)

A bowling manufacturer bought up a series of bowling alleys that were about to go bankrupt and a competing bowling alley chain sued, alleging that acquired centers caused damage by keeping prices down.  The court found that this actually increased competition, since the acquired centers would have dropped out of the market, removing a competitor and increasing the market power of Pueblo.

· A suit brought under the antitrust statutes requires antitrust injury. The injury must result from the kind of actions that the statues contemplate, such as reducing competition.  You cannot bring an antitrust suit to protect extra profits gained from market power.

· Watershed case that requires a clear theory of anticompetitive harm.

· Forces courts to think about antitrust through economics, not merely doctrinal pigeonholes
· People with potential standing to sue included:

Enforcement agencies (FTC and DOJ)
State attorney generals

Consumers, i.e. bowlers, likely through a class action

 

Antitrust injury - injury that flows from the action that makes the Δ's actions unlawful; injury of the type that the antitrust law was designed to prevent.

A. Evaluating Antitrust Rules

Questions to Ask:
· Does is distinguish between harmful and beneficial conduct?

· How difficult is it to apply/predict outcomes?

· How many errors does it create? (prohibiting beneficial agreements or allowing harmful ones)
 
II. Agreements Among Rivals

Sherman Act § 1 – Agreements in restrain of trade illegal
“Every contract, combination in the form of trust or otherwise, or conspiracy, in restraint of trade or commerce among the several States, or with foreign nations is declared to be illegal…”
· The extremely general wording of this statute gives the courts broad discretion to make rules in antitrust; the jurisprudence is similar in that respect to constitutional analysis.

· Advantages of outlawing every such agreement:

· Clarity/guidance to firms and judges

· Clear textual meaning

· Lower transaction costs (litigation, compliance, etc…)

· Disadvantages of outlawing every such agreement

· Prohibition of beneficial conduct

· This would essentially halt commerce (would theoretically include all contracts, etc…)
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1. Introducing Reasonableness

Since including every potential agreement would completely destroy commerce, the courts narrowed Sherman § 1 by essentially inserting “unreasonably” before “restraint of trade.”

· See U.S. v. Addyston Pipe & Steel Co. (6th Cir. 1898) creating a narrow reasonable exception, but keeping restraints that had no purpose save restricting trade per se illegal.  Avoids “set[ting] sail on a sea of doubt”
· In Standard Oil Co. v. U.S. (1911), Chief Justice White abandoned the plain meaning approach to the Sherman Act § 1.

· Modern view has Standard oil becoming dominant through a combination of increased efficiencies (e.g. working out minimum number of drops of glue needed to seal an oil barrel) and exclusionary policies (e.g. deals with railroads that disadvantaged rival oil barons).

· Disassembled Standard Oil into over 30 parts

· Clayton Act and Federal Trade Commission Act were enacted in response, in 1914.

· Today, the court is still in this “sea of doubt.”

· Courts have created some bright-line rules to channel inquiries.
Potential methods for ADM to demonstrate reasonableness of the lysein cartel:

· Talk about reasonable prices 
· No ability to raise prices (no market power) because there were no barriers to entry and elastic demand.
· No anti-competitive intent

· Agreement is justified through lowered costs or efficiencies  
· Agreement causes a better product
· Consumers do not need to haggle

· Consumers do not have to comparison shop
· Industry should be exempt from antitrust law

· Necessity for defense

· Natural monopoly

· Foreign policy

· Doesn't fit the pigeonhole of price-fixing

· Targets output, not price

· Actual price depends upon credit terms, delivery, etc…doesn't fix the entire price

· Necessary part of cost-minimization

 
2. Price Fixing

United States v. Trenton Potteries Co. (1927)

The defendants, manufacturers of bathroom fixtures, admitted to fixing prices through the trade association for 82% of the entire industry, but attempted to defend their agreement on grounds that the prices were reasonable.  Nonetheless, the Court excluded evidence that the price was reasonable, because price-fixing agreements are unreasonable even if the prices themselves were reasonable.   Courts forced to determine that reasonable prices would have to act like “utility commissions,” which is beyond their institutional competency.

· The Court endorsed a per se rule against price-fixing.
· But see Appalachian Coals, Inc. v. U.S. (1933), where the Court ruled a joint-selling agreement among Appalachian coal producers reasonable, despite the necessary price-fixing features, partly due to lack of controlling market share and influenced by terrible circumstances in the industry.
United States v. Socony-Vacuum Oil (1940)

Several major oil producers enacted agreements to buy excess oil from independent distributors in order to reduce supply and stabilize and increase prices of oil/gasoline at retail in the West (by eliminating the unstable spot market).  The Court ruled that the continued presence of competition in the market did not render the agreement acceptable; a complete destruction of competition was not necessary.

· In the famous footnote 59, the Court stated that an agreement concerning price is the sole relevant factor and the ability to actually achieve that goal is irrelevant.  Market power, market share, intent, and potential efficiencies are irrelevant to the illegality of the price-fixing agreement.

Price-fixing requires:

1) An agreement among rivals

2) Concerning price.

There are no defenses to price-fixing!
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B. Traditional Per Se

Per se rules are brightline rules that truncate any analysis because courts refuse to consider (exclude) certain facts that the Δs would proffer regarding efficiencies, etc..
· Any non-per se allegation undergoes a rule of reason analysis
 

Traditional per se categories:

· Horizontal price fixing

· Market Division

· Group boycotts  (traditional only by courtesy)

3. Horizontal Price Fixing

 

Basic elements of horizontal price fixing:

· Agreement among rivals

· Concerning price

· Agreements that reduce product quality

· Agreements that concern merely a component of price (e.g. Catalano Inc. v. Target Sales, Inc. (1980) at 115 – beer wholesaler case)

 

No defenses:

· Prices are reasonable

· Competition would be harmful

· No anti-competitive effect

· Justified agreement

 
Broadcast Music, Inc. v. Columbia Broadcasting System, Inc.  (1979) at 107
BMI and ASCAP are non-profit organizations that hold non-exclusive rights to license works of their members (songwriters and composers) holding approximately 25% and 75% of the market respectively.  CBS alleged that the blanket license offered by each (giving the unlimited right of broadcasters to perform any and all music owned by the members) was an illegal agreement to fix prices (although did not allege any agreement between BMI and ASCAP).  The Court found that the per se rule was not applicable because the blanket license was not a naked restraint of trade, but was actually a new product in a different market.

Distinguishing Facts

· The DOJ had actually investigated ASCAP and allowed it through a restrictive consent decree as of 1950.  This indicates that the practice may have competitive virtue.

· Integrating the sales and creating a license that allows “unplanned, rapid, and indemnified access to any and all” of the compositions with minimal transaction costs and concentrated enforcement mechanisms is vitally necessary.

· “ASCAP is not really a joint sales agency…but is a separate seller offering its blanket license, of which the individual compositions are raw material.  [It] made a market in which individual composers are inherently unable to compete fully effectively.”

· Remanded and found pro-competitive under the rule of reason.
Legal Considerations

· “Per se price fixing” is a legal category and “it is only after considerable experience with certain business relationships that courts classify them as per se violations;” 
· Footnote 27: Not a “naked restraint of trade.”
· Footnote 33: Per se rule not employed until considerable experience.
· The practice must be one that always or almost always tends to restrict competition and decrease output to fall under a per se rule.
Analysis
· This blanket license is probably a de-facto exclusive license, since the individuals have no reason to take less than the joint ventures would pay them as royalties (making getting individual licenses more costly).  There is also no particular incentive for individual composers to engage in the transaction costs of dealing with CBS.  Consequently, this may be more anti-competitive in practice than in theory.

· This makes coordination easy that would be otherwise 
· Baker suggests that the Court is in effect adding a third element to the test for price fixing—requiring that there be no plausible efficiency justification for the practice—although this is not doctrine, just Baker’s analysis.
4. Market Division

Traditional Rule (established by Topco (1972) at 129):

· Agreement among rivals

· Divide markets

 

Palmer v. BRG of Georgia (1990) (per curiam) at 136
BRG, a bar preparation corporation in Georgia, was in direct and fierce competition with HBJ (“Bar/Bri”) until 1980, when they entered into a non-competition agreement leaving Georgia to BRG (with the ability to market HBJ’s material) and the rest of the US to HBJ.  Immediately after the agreement, the price of BRG’s course jumped from $150 to over $400.  The Court stated that prior competition in a market or division of the market competed over is not necessary for market division to be per se unlawful.  

· No lowered transaction costs

· No new product

· No potential efficiencies 

· Clear harm to consumers
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In the wake of Broadcast Music, Inc., circuit courts have found that there is an efficiency consideration in market division cases and treated Topco as being effectively overruled:

· Rothery Storage & Van Co. v. Atlas Van Lines, Inc. (D.C. Cir. 1986) (Bork, J.) at 135.

· Polk Bros., Inc. v. Forest City Enters. Inc. (7th Cir. 1985) (Easterbrook, J.) at 135.

· General Leaseways, Inc. v. National Truck Leasing Ass’n (7th Cir. 1984) (Posner, J.) at 136.
5. Collusive Group Boycotts



Traditional rule:

· Agreement among rivals

· Not to do business with _________

· Established a per se rule, not to do business with customer/buyer who refuse to pay the requested price

 

Federal Trade Commission v. Superior Court Trial Lawyers Ass'n (1990) at 144
The SCTLA criminal defense lawyers organized a boycott of indigent defense work in D.C. in order to get their hourly fees increased (and were successful).  Disregarding First Amendment concerns, the Court noted that most economic boycotts have an expressive component and a First Amendment exception would swallow the rule.  Even if the boycott was beneficial, it would still be per se illegal, just as stunt flying in congested areas is illegal though often harmless.

· The Court also distinguishes this from Noerr, where railroads were permitted to campaign for a legislative restraint on trade in the trucking industry, because here the restraint on trade (the boycott) was the means, not the ends.  

· The Court distinguishes this from NAACP v. Claiborne Hardware Co., where it permitted a boycott of white merchants in Mississippi, because the campaign was seeking constitutionally entitled rights, not to destroy legitimate competition.

· Administrative convenience is sufficiently strong to justify the per se rules.

· Although it was not mentioned by the Court, there was no efficiency justification offered that might allow it to be considered in the wake of Broadcast Music, Inc.
· FTC was actually fairly sympathetic to the defendants.  They only brought the action as a civil claim and only requested an injunction against future behavior.
For all practical purposes, collusive group boycotts are the same as price fixing.

Firms may collectively petition the government.
 
C. Traditional Rule of Reason

 

Board of Trade of City of Chicago v. United States (1918) at 154
The Board of Trade of Chicago, a commercial center through which most of Chicago’s grain trade occurred, passed a “call rule,” requiring that all trades of grain “to arrive” after hours be at the “call price” (the last bid at the close of the market).  The Court ruled that the true test of a restraint is whether it regulates and promotes competition or suppresses and destroys competition.  The “call rule” was a reasonable regulation of business consistent.

· Baker suggests that the Court saw this as the government attempting to remove the “reasonable” from Sherman § 1 after Standard Oil.

· Prior to the enactment of the call rule, sales of grain “to arrive” were dominated by a four or five warehouse owners.

· Grain “to arrive” was a very small percentage of all business.
Legal Considerations
· The Court required consideration of three categories of factors: nature, scope, & effects.
· Factors laid out:
· Facts particular to the business
· Conditions of business before and after restraint imposed
· Nature of the Restraint
· Effect, actual or probable
· History and purpose of the restraint
· Evil believed to exist
· Reason for adopting particular remedy
· Purpose or end sought to be attained
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U.S. v. Brown University (3d Cir. 1993) at 170 and the Competitor Collaboration Guidelines suggests that the existence of less restrictive alternatives creates an inference that the purpose is illegitimate.

· It merely has to be the least restrictive alternative practicable (not possible).
· Plaintiff bears the burden of proving less restrictive alternatives exist.

Two ways to do the rule of reason:

· Unreasonable if harm to competition outweighs the benefit

· Unreasonable if some harm to competition AND less restrictive alternative exists
National Society of Professional Engineers v. United States (1978) at 159
The Society’s canon of ethics prohibited competitive bidding by its members in order to minimize the risk that engineers would produce inferior work and endanger public safety in order to win bids.  The Court ruled that, even under the rule of reason, arguments that suggest competition is unsuited to a particular industry or area of trade are prohibited as a defense of violation of the Sherman Act and are better addressed to Congress.  The purpose of the rule of reason is to form a judgment about the competitive significance of the restraint.  

· The Court noted that an attempt to show that competition forms a threat to public safety is “nothing less than a frontal assault on the basic policy of the Sherman Act.”

Context
· This was decided one year before Broadcast Music, when antitrust analysis was still controlled by the traditional bi-polar rule: either strict per se or traditional rule of reason.

Analysis

· This decision suggests that per se rules are really interpretative rules within the broader rule of reason; Standard Oil indicates that there is always a reasonableness analysis going on.

· This decision also appears to be a “quick look” into the effect on competition, since the court doesn’t trouble itself to define a market and examine competitive effects, merely shows that this has no positive effects on competition (and the NSPE did not appear to effectively deny the allegation).
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NCAA v. Board of Regents of the University of Oklahoma (1984) at 175
The NCAA created contracts with ABC and CBS in order to regulate the showing of football games of NCAA members, allegedly to avoid conflicts with live football games, which strongly restricted the number of games that any one team could televise.  In response the College Football Association (including the University of Oklahoma) enacted a contract with NBC that allowed a more liberal number of appearances and would have greatly increased revenues of the CFA members.  The NCAA threatened disciplinary action and the CFA sued for an injunction.  The Court rejected the application of a per se rule because the NCAA’s very purpose was to regulate horizontal competition and was necessary to maintain the character of college football, rendering it ultimately precompetitive, following Broadcast Music’s acceptance of a competitive joint-selling arrangement.  Nonetheless, the Court found that the NCAA’s television plan constituted a restrain upon the operation of the free market that raised prices and reduced output under the rule of reason without sufficient procompetitive justifications.

· The Court found that the underlying justification for the policy was a fear that tickets for live football games could not actually compete against televised football games—protecting a product that cannot compete in a free market is a justification incompatible with the basic policy of the Sherman Act.

· The District Court found no precompetitive efficiencies arising out of the television plan, thus suggesting that the agreement was unnecessary to market the product, distinguishing Broadcast Music.

· NCAA clearly had market power.  It controlled intercollegiate football broadcasts, which had a unique audience that advertisers would pay a premium price per viewer to reach.  It was not merely part of the entertainment television market.
Analysis
· Although this was an agreement concerning price (and thus fell into the traditional per se category), after Broadcast Music, there were sufficient justifications—it was necessary to bring the product to market—to reject the per se rule and invoke the rule of reason.

· Under the rule of reason analysis, there was an actual negative effect upon competition in that the price was higher, output was lower, and consumer preference was ignored.

· The buyers in this case were really advertisers, who motivate the broadcasters’ selections of content, based upon the target audience content draws and advertisers are willing to pay for.

· NCAA is one type of a quick look analysis.  Since there are actual harms to competition, there is no need to analyze market power.
Legal Consequences
· There is no need to prove market power when actual harm (higher prices and lower output) is proved.
6. Evaluating Competition
 

Test for market power:
1) Define the market

· Do substitutes exist?

2) Determine market share

 

 
Traditional method of analysis:

· Market share -> market power

· Market power -> negative effect upon competition

D. Structured Rule of Reason

7. Single Entity Cases:

 

Copperweld Corp. v. Independence Tube Corp. (1984) at 230

Copperweld and its subsidiary Regal were alleged to have conspired in an illegal restrain of trade, but the Court narrowly held that a parent and its wholly owned subsidiary cannot satisfy the concerted action requirement of Sherman § 1.  They are not “separate economic actors pursuing separate economic interests.”

· Acknowledges the possibility of a gap that the Sherman Act does not cover (unilateral restraints of trade by firms that are not monopolies).

· Copperweld was later extended to treat as a single entity two subsidiaries owned by a single parent.
 

Texaco Inc. v. Dagher (2006) at 173

Texaco and Shell created a joint-venture, Equilon, in order to sell gasoline to service stations in the western states and sold the two brands of gasoline at the same prices.  The Court ruled that otherwise competitors pooling capital in a joint venture should be regarded as a single firm.

· The Court cited to both Arizona v. Maricopa County Medical Soc. (1982) at 116 and to Broadcast Music in showing that joint ventures are excluded from the per se rule for horizontal price fixing agreements.

· Declares the ancillary restraint doctrine inapplicable, because setting prices of the joint venture relates to the core activity of the business association.

Analysis
· If this is a Broadcast Music decision, not a Copperweld decision, then there is no surprise that it ends once the per se rule is kicked out, but it’s not clear why it should it fall under Broadcast Music as opposed to Copperweld.

· It is possible to affirm this decision as simply affirming NCAA, where the Court performs a 3 step analysis and decides there are sufficient plausible efficiency justifications to push it to the rule of reason.
Traditional Ancillary Restraint Test (from Addyston Pipe):

The traditional ancillary restrain test exempted a restraint from per se analysis and subjected it to the rule of reason, if it was:
1) Ancillary to a main legitimate activity

2) Necessary to achieve the legitimate purpose of the main activity

3) No more restrictive than necessary to achieve that purpose

Dagher Ancillary Restraint Test:

The Dagher test seems to only require that the policy be ancillary to the main legitimate activity, without the narrow tailoring of the second two steps.

American Needle

NFL teams are owned separately, but as a group, they decide the rules of the game and share revenues.  Although they individually own their intellectual property, they have pooled the rights as a joint venture that is licensed and marketed in common.  In the 1990s, several vendors (including American Needle) were licensed to sell hats, but in 2000, the joint venture awarded Reebok an exclusive 10 year license and American Needle brought an antitrust suit.
Analysis
· The Supreme Court will likely want to preserve Dagher, but will try to cabin Dagher and Copperweld, so that it does not give any joint venture a free pass to use restraints of trade (at least under Sherman § 1).  

· The DOJ fears that Court might write a broad decision and challenge other cases the government is trying, such as challenges to exclusions of online only realtors from real estate listing databases and Visa and Mastercard’s collusion with banks to exclude Discover and AmEx.

· DOJ proposes that the court require that the competitors have effectively merged the relevant aspect of the operation and that the agreement does not significantly affect competition outside the merged operations.
· Baker interpreted the oral argument to suggest that the Court’s expansive view of single-entity cases is simply a substitution for a per se rule and is an attempt to quickly exonerate Δs and avoid significant discovery costs.
8. Polygram and Structure

There has a been a broad trend where courts have begun to use pigeonholes less and less, but judges do not enjoy the balancing that comes with the traditional rule of reason, so they have attempted to develop an analytical framework to apply to the rule of reason.  This is also any attempt to avoid the enormous discovery necessary to apply the rule of reason.

· This encourages Πs, who otherwise only find it worthwhile to pursue per se claims.

· It also works to quickly exculpate Δs with obviously pro-competitive conduct.
 

Polygram Holding, Inc. v. Federal Trade Commission (D.C. Cir. 2005) at 215

Polygram and Warner agreed to jointly distribute a recording of “The Three Tenors” 1998 concert outside the U.S., sharing the worldwide profit or loss and the costs for all marketing and promotional activities jointly.  Each had previously distributed (and held the rights for) a previous recording by the tenors.  In order to prevent competition to sell the previous albums, they agreed to and, with some trouble, carried out an “advertising moratorium” with regard to the previous two recordings around the release of the 1998 album.  C.J. Ginsburg noted the increasing use of a “quick look” rule of reason approach by the Supreme Court that does not focus on categorizing particular restraints, but makes whether the challenged restrain harms or enhances competition the primary inquiry.  The Court approved the FTC’s legal framework and condemned the advertising moratorium.

· Ginsburg is actually a serious antitrust expert, who has worked for the DOJ’s Antitrust Bureau and has a great deal of experience.

· The Polygram-Warner agreement to restrict advertising and refrain from price cutting looks “suspiciously like a naked price fixing agreement between competitors.”

· Ginsburg compares the new recording to simply producing a new SUV; it may create some additional demand for old SUVs, but if the market does not want the new SUV without price restraints on old SUVs, the new SUV should fail.  Although it may be beneficial for a product not to have competition, that is not a cognizable benefit under the antitrust laws.

Legal Considerations
· Emphasizes that the per se rules, quick look rules, and the full-blown rule of reason are all part of the same analysis—an inquiry into whether the challenged restrain harms or enhances competition.
· The FTC’s quick look to condemn:
1) Π must bring evidence to show that it is obvious from the nature of the challenged restraint that it is “inherently suspect”—the rebuttable presumption of illegality arises from a close resemblance to a per se violation or other restraint already shown to be harmful to competition.
2) Δ may refute the presumption with plausible and legally cognizable competitive justifications, including explanations why generally condemnable practices are not harmful in the specific industry or will likely benefit consumers.
3) Π may attempt to persuade, without evidence, that restraint very likely harmed consumers.
OR

Π may produce sufficient evidence to show that anticompetitive effects are in fact likely.

4) Δ must produce evidence to show the restraint does not in fact harm consumers or has “precompetitive virtues” that outweigh its burden upon consumers.
Analysis

· Polygram never fulfills its Step 2 requirements to rebut the initial presumption, consequently if fails under the quick look to condemn analysis of the FTC.

· This case is responsive to the Court’s opinion in California Dental Ass’n v. FTC (1999) at 187 (acknowledging the existence of an intermediate quick look analysis, but requiring more from the lower court’s analysis of relative anticompetitive tendencies in the instant case prior to condemnation).

1) Baker suggests that an alternative interpretation of Polygram has a more simplified test:

2) Π has burden of production on harm.

3) Δ has burden of production on benefits.

4) Π may show less restrictive alternative

OR

Π may show that harm exceeds the benefits (to competition).

Competitor Collaboration Guidelines are essentially an informal restatement of the law.

The rules that the Court has enacted are effected through burden shifting, although Baker thinks of them as simply excluding evidence, though there is a conceptual difference, the effect is quite similar.
	
	Per Se Rule
	Quick Look to Condemn 1
	Quick Look to Condemn 2
	Quick Look to Exculpate
	Comprehensive Rule of Reason

	Anticompetitive Effects

Π’s Burden (if met, shifts burden of production to Δ)
	Naked restraint
Obviously anticompetitive

Anticompetitive effects presumed

E.g. ADM, Socony, BRG, SCTLA
	Facial analysis
Inherently suspect, because anticompetitive effect is intuitively obvious based on economic analysis.

E.g. Polygram
	Actual anticompetitive effects
Plaintiff need not prove market power.

E.g. NCAA, Indiana Fed’n, CDA (theory endorsed, but rejected on the facts).
	No anticompetitive effects
Infer absence of anticompetitive effects from absence of market power when Δs collectively have a low market share.
	Market power analysis
Anticompetitive effects shown by direct evidence or inferred from proof of market power.

	Efficiencies
Δ’s Burden (if met, shifts burden of production back to Π)
	No plausible efficiencies
Presumption of anticompetitive effects irrebutable; justification evidence is inadmissible.

If plausible efficiencies or restraints are necessary, the per se rule is inapplicable (e.g. BMI, NCAA).
	Plausible efficiencies
Justification evidence admissible.

If efficiencies are plausible, evaluate evidence; may still be condemned if efficiency evidence is unsupported or insufficient.

Hard to rebut, but not as hard as with evidence of actual effects (QL #2).
	Plausible efficiencies
Justification evidence admissible.

With actual anticompetitive effects having been demonstrated by Π, difficult for Δ to rebut.
	Efficiencies presumed
With no shift of a burden of production to Δs, no need for Δs to introduce evidence of efficiencies.

Possible Example: Competitor Competition Guidelines Example 8.
	Plausible efficiencies
Justification evidence admissible.

Rebut presumption of anticompetitive effects by showing (a) cognizable efficiency or (b) restrain is reasonable necessary to achieve a legitimate objective.

Possible Example: Competitor Competition Guidelines Example 10

	Ultimate Disposition
	Condemn


	Likely condemn
If not condemned, analyze under the comprehensive rule of reason.
	Very likely condemn

If not condemned, analyze under the comprehensive rule of reason.
	Do not condemn

If not exculpated under this rule, analyze under the comprehensive rule of reason.
	Π has burden of persuasion
Condemn only if efficiency shown is insufficient to offset anticompetitive effects or restraint was greater than necessary


III. Tacit Collusion

E. Cartel Problems

Three Major Collective Action Problems:

· Reach Consensus on Terms of Coordination

· Detect & Deter Cheating

· Prevent New Competition (create barriers to entry)

 

9. Game Theory
 

	 
	Rocky cooperates
	Rocky competes

	Biff cooperates
	B: $10

R: $10
	B: -$5  

R: $20

	Biff competes
	B: $20  

R: -$5
	B: $0  

R: $0


 

How would we get cooperation or at least stabilize it if it starts at cooperation?

· Increase the speed at which cheating is detected

· Increase the punishment for cheating

 

If the detection speed/punishment rate is significant enough it reduces the reward for defecting:

 

	 
	R cooperates
	R competes

	B cooperates
	B: $10 

R: $10
	B: -$5 

R: $8

	B competes
	B: $8 

R: -$5
	B: $0 

R: $0


 

Now, if they can reach the upper left box (if they start cooperating), they will stay there.

If one starts competing, then both will compete (the lower right box is still an equilibrium).

 

10. Reaching Consensus
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Conditions making collusion easier:

· Few firms

· Product homogeneity 

· Simple (fungible) products
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Using a focal rule allows simple adjustments to facilitate coordinating complex pricing. 
11. Deterring Cheating

Factors Deterring cheating

· Limited excess capacity in the individual firm limits potential gains from cheating, because the firm can’t take advantage of the increased demand at lower prices.
· Open transactions make it much easier to identify cheaters and consequently to punish them.
· Predictable demand makes it much easier to determine when someone is cheating, since the demand will rapidly change and customers will shift away from the non-cheating firms.
· Small transactions limit what a firm can gain from any one cheating transaction and make it difficult to tie up the market quickly.
· Small buyers limit the ability to capitalize on the cheating and make it easier to squeeze out the cheating firms.
· No vertical integration limits the ability to expand.
 

Factors Allowing Harsh Punishment of Cheaters:

· Excess capacity in hands of rivals allows the cartel to engage in predatory pricing to punish the cheater.
· Inelastic market demand

· Low marginal cost relative to price

 

12. Case Studies

ADM
Producers agreed to buy each other’s unsold allocation of lysine because it reduces individual incentives to cheat and may punish firms that produced excessively (by selling excess amounts, they stole lysine sales from their competitors, resulting in the unsold allocation).   It also allowed them to help distribute profits, thus increasing consensus.
ADM itself used the enormous amount of excess capacity its new plant gave them to force an agreement, by threatening to produce as much as it can.  If the other firms had not agreed, it would have created a universally non-beneficial practice, but only ADM has the resources to sustain production at those prices.

The cartel also clarified the exact price by specifying all elements, including the amount per truck, the inclusion of shipping costs, etc…

 
13. Information Sharing
 

	American Column & Lumber (1921) at 283
	Maple Flooring (1925) at 283

	· Discussed current prices

· Suggested future prices & output

· Data identified specific firms

· Individual transactions

· Daily & monthly summaries

· Data open only to association members

· 33% of the market
	· Discussed past prices

· Data was aggregated

· Data was open to the public…

· 70% of the market (members aggregated share)

· Freight book: showing rates of shipping from 


 
Does an express agreement to share information provide a basis for inferring an illicit agreement to fix prices (violating Sherman § 1) or does an express agreement among rivals to exchange information itself constitute a Sherman § 1 violation?
 
Williamson Oil Co. v. Philip Morris USA (11th Cir. 2003) at 288

Cigarette wholesalers alleged that the major tobacco brands had engaged in an agreement to raise prices that was demonstrable through increased prices (after a major price war) and eleven additional “plus factors” that created an inference of an agreement as opposed to conscious parallelism.  The District Court found that none of the alleged “plus factors” actually tended to exclude the possibility that there was more than mere conscious parallelism.  The 11th Circuit noted, in particular, that exchange of sales information through a third party, Management Science Associates, did not tend to exclude the possibility of independent action or to establish anticompetitive collusion, although leaves open the question of exchange of price information.
U.S. v. Container Corp. (1969) at 297

Firms in the corrugated container industry were engaging in periodic price verification on demand, with the expectation that their rivals would reciprocate.  The Court ruled that while exchanging price information in some markets may have no effect upon a truly competitive price, in the oligopoly of the corrugated container industry with inelastic demand and a fungible product there is an irresistible inference of an anticompetitive effect (citing American Lumber).  The fact that prices were merely stabilized instead of increased did not have much of an effect upon the analysis of the Court.

· Justice Fortas concurred and concluded that the tacit agreement to exchange information about current prices to specific customers substantially limited price competition but there was no need to consider it a per se violation
· During periods when they ceased exchanging prices there were sharp and vigorous price reductions.
U.S. v. United States Gypsum Co. (1978) at 299

The Court stated that exchanging price information (and other information) is not invariably anticompetitive and is not a per se violation, but can violate the Sherman Act if the structure of the industry and the nature of the information suggests anticompetitive effects.

Contemporary Rules (from Todd v. Exxon Corp. (2d Cir. 2001) at 300):

· An agreement to merely share information (even price information) is not illegal per se and would be judged under the rule of reason.

· Agreements to share price information in oligopolies have “consistently been held to violated the Sherman Act.”  See U.S. v. Gypsum.
· Courts are more likely to approve information sharing arrangements if:

· Participants hold a modest share of sales in the relevant market
· The information concerns past, not current or future, transactions
· Avoid information regarding prices or costs of key inputs
· Aggregate activities rather than transaction/firm-specific data

F. Inferring Agreement

Conscious parallelism is not a crime under the Sherman Act.

The courts require conscious parallelism plus:
Plus Factors (see Blomkest)
· No plausible business justification

· Communication, even if the Π does not know and cannot prove the subject of the communication.
· Behavior that is difficult to explain absent agreement

· Nature of the industry and whether the industry could successfully solve cartel problems. 
American Tobacco v. United States (1946) at 264

American Tobacco, R. J. Reynolds, and Ligget were convicted by a jury of conspiring to monopolize the American Tobacco industry.  Despite the lowest price of tobacco in 25 years, the three companies had raised prices during the depression and garnered enormous profits, even with falling sales.  The Court found that allegations that Reynolds had raised prices, followed by American and Ligget, on the same day, sufficed to create a meeting of the minds in an unlawful arrangement.
Analysis
· Although it was technically brought as a conspiracy to monopolize under Sherman § 2, it is generally considered a § 1 case.

· Baker suggests that the initial increase in price can be viewed as an offer in this situation and the following increases are viewed as acceptances by the court.
Posner-Turner Debate at 269
In the 1960s and 70s, commentators debated as to whether oligopoly markets inevitably resulted in supracompetitive prices merely because the oligopolists took rivals’ actions into consideration (the Turner thesis) or whether oligopolists required additional voluntary behavior in order to facilitate tacit collusion (the Posner theory).  The Turner thesis suggested that there was no particular behavior that could be enjoined, whereas the Posner thesis suggested the exact opposite.  Today, the Turner thesis has been largely accepted, with the exception of Posner in the 7th Circuit (e.g. In re High Fructose Corn Syrup Antitrust Litigation (7th Cir. 2002)).  Consequently, courts generally require conscious parallelism and additionally plus factors in order to find an agreement in violation of Sherman § 1.
United States v. Foley (4th Cir. 1979) at 304

During a dinner party hosted by Foley, he stood up and announced that his firm was raising its commission rate across the board, from six percent to seven percent, regardless of what the other firms did.  Within the following months, several other firms with representatives at the dinner party also raised their commission rate to seven percent.  



Notable Facts
· There was evidence of efforts to force other firms to raise their rates from some of the defendants, including specific calls demanding quick increases of commissions.

· There had been several prior failed attempts to raise the commission by individual firms.

· The depression due to the oil-shocks had created a market where all the realtors were doing quite poorly.

· There was sufficient evidence for the jury to find that several other corporate defendants had also stated that they were raising their commission at the dinner.

· Foley was head of the trade association.
Analysis
· It was extremely easy for the realtors to increase consensus; they simply created a focal rule that moved from six percent to seven percent commission.
· Since every real estate transaction involved firms for both the buyer and the seller, it would have been extremely difficult to keep cheating secret; even giving secret rebates to customers require subsidizing the other firms’ “rebate” making it doubly expensive.

· Entry into the field is quite difficult and exclusion is simple, since real estate firms can refuse to deal with new realtors and real estate depends quite heavily upon reputation.

· Evaluating the economic sense of a potential agreement has made economic principles part of the plus factors.
Baker suggests that if a client is ever in the situation, tell them to leave the damn room!
Establishing communication is generally key to proving an agreement (not mere conscious parallelism), but communication is focused on because of First Amendment concerns.

14. Invitations to Collude

  

Leader-Follower Behavior
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Modern cases differ from Foley, by considering communication much less and placing more weight on economic plus factors.

Blomkest Fertilizer, Inc. v. Postash Corp. of Saskatchewan, Inc. (8th Cir. 2000) at 311
A Canadian potash (used in creating fertilizer) mining firm was privatized and raised its prices significantly after entering into a Suspension Agreement with the U.S. Department of Commerce regarding alleged dumping of potash into the U.S. market.  The Court found that parallel pricing plus evidence of price verification after sales was insufficient to show an anticompetitive agreement.

Notable Facts
· A memorandum issued by Canpotex, a lawful Canadian potash cartel, which included a price list, was disregarded because there was limited evidence to how widely it was dispersed (or where it was intended to go) and that evidence that companies were aware of their competitors prices before they raised their own prices was merely parallel pricing.

· The court found that they were not acting against their own self-interest, a potential plus factor.

· Dissent suggests that the only problem was deterring cheating, not reaching consensus; consequently the fact that price verification calls were only made after the sales were complete makes complete sense.
· Legal Considerations

· A prima facie case requires that Πs present evidence that tends to exclude the possibility of independent action (citing Monsanto)

· If the evidence is equally likely to support a hypothesis of independent action as it is to support a hypothesis of an anticompetitive agreement, the evidence is insufficient (citing Matsushita)

· The court disregarded expert testimony because it relied excessively on facts that were not probative as a matter of law and because it failed to account for the privatization of PCS.

Analysis
· Baker suggests that the dissent synthesizes the plus factors into a story about collusion, whereas the majority merely treats them as a checklist.  The dissents’ story is much more complex and relies more heavily upon an economic analysis than that of the majority: a common issue post-Matsushita.
· The best evidence of the majority is the alternative explanation for the rise in prices i.e. the privatization of PCS and the agreement with the U.S. Department of Commerce.
	Plus Factor:
	Evidence For
	Evidence Against

	Communication:
	· Periodic price verification calls - (high level executive calls beginning 1987)

· Solicitations
	· Calls were subsequent to the price increase

· Calls infrequent, sporadic

	No legit justification:
	· Price was not the projected price expected based upon the Suspension Agreement

· No justification for the price verification calls
	· Alternative explanation based upon the Suspension Agreement

· Privatization of PCS explains change in behavior

	Irrational w/o Agreement:
	· "market correction" program that lowers prices to deter "cheating"
	 

	Market Structure:
	· Oligopoly

· Fungible product (potash)

· Inelastic demand? Was there evidence of this?

· Barriers to entry (again, was there evidence?)

· Industry excess capacity
	· Cartel is not inevitable in oligopoly

· Industry excess capacity 


 

U.S. v. American Airlines (5th Cir. 1984) at 338
American Airlines and Braniff Airlines were competing for passengers flying through Dallas-Fort Worth (as its two major hubs) and the CEO of AA requested that the CEO of Braniff raise fares by twenty percent.  Braniff declined and presented the DOJ with a tape recording of the conversation.  The Court considered that the high market share and high barriers to entry alleged a situation where Crandall (AA CEO) made a proposal that had a dangerous probability of success and it was the act most proximate to the commission of the completed offense that Crandall alone could take.  The Court ruled that an agreement is not an absolute prerequisite for attempted joint monopolization.
Analysis
· The Court is really simply straining to make § 2 fit conduct of which it does not approve.  There appears to be absolutely no danger of achieving a monopoly when Braniff declined to participate.

· In other similar situations, the DOJ has alleged mail fraud and wire fraud; the FTC has the most leeway in prohibiting this conduct, since F.T.C.A. § 5 is broader than the Sherman Act.

· In re Stone Container Corp. (FTC 1998) at 342.  The FTC used a consent decree to prohibit Stone Container from suspending production at its linerboard mills and buying excess inventory from rivals, alleging that there were signals to rival firms to join in a coordinated price increase.  The expensive suspension and purchase of excess inventory ($26M) was necessary because Stone had previously attempted and failed to raise prices in the face of rivals with excess capacity.

The more complicated and arbitrary seeming price movements are, the more you wonder if it’s a negotiation, not merely a simple leader-follower behavior.

· Examine cost increases (or alleged cost increases).

· Enjoin announcements of future price increases, which inhibits the firms’ ability to negotiate, although it may be problematic when combined with disclosure obligations and attempts to use the capital markets.
 

Airline Tariff Processing Company:

The Airline Tariff Processing Co. was a joint venture between airlines in the mid 1990s, to which all the airlines sent their fares, which would combine them and send them to computer reservation centers.  This allowed consumers and travel agents to more easily see fares, since any given flight could have a dozen different fares, not even taking into account the enormous amount of routes and flights.  However, ATP would send reports back to the airlines, including what the other carriers were doing.  The DOJ alleged that the carriers were using various fields and symbols to engage in extremely complicated price negotiations and proposals for future price increases.  The airlines settled through consent settlements and a follow-up private suit.

IV. Vertical Agreements

Intrabrand competition - comparing two Ford dealers

Interbrand competition - comparing Ford and a Honda
	
	Price
	Market Division

	Horizontal 
	Per se rule
	Per se rule

	Vertical
	Per se rule
	No (White Motor - 1963)

But, Schwinn (1967) applied the per se rule if the title passes to the independent dealer (if not on consignment).


15. Non-Price Restrictions

Continental T.V., Inc. v. GTE Sylvania Inc. (1977) at 359.

GTE, in an attempt to regain its competitiveness selling televisions, radically redesigned its sales structure and switched to a franchising scheme.  GTE restricted the amount of franchises and the areas to which each franchise could sell in an effort to curtail intrabrand competition.  When Continental (a franchisee) conflicted with these restrictions and its franchise was terminated, it alleged a Sherman § 1 violation.  The Court refused to distinguish Schwinn and overruled it, abandoning a distinction between sale and non-sale vertical restrictions that it declared meaningless.  Using modern economic analysis, it determined that restrictions on intrabrand competition would be analyzed under the rule of reason, following White Motor.

Analysis

· This is the one decision where the beginning of the Chicago school influence can be spotted.  The Court abandoned non-economic goals and began a movement away from categorical per se rules and towards the rule of reason.
· Restrictions on intrabrand competition can increase interbrand competition by forcing franchises and other distributors to incorporate promotional activities, provide service and repair facilities, or engage in other activities necessary to the efficient marketing of the manufacturer’s products.  These restrictions prevent some retailers from free-riding off the promotional activities of others (prevents discounters).

E & L Consulting, Ltd. v. Doman Industries Ltd. (2nd Cir. 2006) at 413

E & L alleged that Doman had violated Sherman § 1 by dropping its distributor arrangement for green hem-fir lumber and giving Sherwood an exclusive distributorship arrangement.  The Court held that exclusive dealership agreements are presumptively legal and that E & L had failed to allege a violation.

· A vertically structured monopoly can take only one monopoly product, thus allegations of a price increase do not allege harm to competition, because Doman could achieve monopolistic price increases without the aid of a distributor.

Analysis
· In the wake of GTE Sylvania, the court does not really worry about intrabrand competition; if it does not harm interbrand competition, it is not a cognizable complaint under the Sherman Act.

· There was only a single monopolistic seller and the exclusive distributor arrangement did create or engender any new monopolies.
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16. Resale Price Maintenance pre-Leegin
Resale price maintenance has historically been per se illegal (1911 decision) as a vertical agreement on price.

· Maximum RPM - sell it for no more than a dollar

· Minimum RPM - sell it for no less than a dollar

· RPM - sell it for exactly a dollar

	Year
	Case

	1911
	Dr. Miles declares RPM to be per se illegal.

	1919
	Colgate qualifies Dr. Miles and allows firms to unilaterally refuse to deal with discounters.

	1937
	Congress creates statute allowing states to bypass the RPM per se rule—most states passed fair trade laws.

	1968
	Albrecht expands per se rule to include maximum RPM.

	1975
	The Congressional exemption expires.

	1977
	GTE Sylvania applies the rule of reason to non-price vertical restraints.

	1984
	Monsanto reaffirmes GTE Sylvania.

	1997
	​​State Oil Co. v. Khan overruled Albrecht, applying the rule of reason to maximum RPM and holding that maximum RPM might be used to prevent dealers from abusing market power.

	2007
	Leegin


Facilitating Anticompetitive Behavior:

· Dealer cartels can be facilitated by participation of manufacturers using retail price maintenance to prevent cheating.
· Manufacturer cartels can use retail price maintenance to prevent manufacturers from hiding cheating; if dealers can discount, manufacturers can cut prices to dealers who then pass the discount to customers.
· Exclusionary concerns (mentioned in Leegin) suggest that a dominant retailer could encourage manufacturers to impose retail price maintenance upon its competitors and benefit because this removes an incentive by other sellers to develop new retail methods that cut costs.
Pro-Competitive Aspects of RPM

· RPM forces distributors to comply with the manufacturer’s retail strategy by ensuring that they’ll be fully compensated for extra promotion costs and can promote product quality, because high price is often equated with high quality.

 
There has been enormous tension in the case law post-GTE Sylvania because the economic justifications for and effects of RPM and non-price vertical restraints are so similar.  See, e.g., Eastern Scientific Co. v. Wild Heerbrugg Instruments, Inc. 572 F.2d 883, 885-86 (1st Cir. 1978).
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Monsanto Co. v. Spray-Rite Service Corp. (1984) at 371

The Court declined to overrule Dr. Miles, but protected GTE Sylvania by increasing the burden for proving an RPM agreement, requiring “direct or circumstantial evidence that reasonably tends to prove that the manufacturer and others had a ‘conscious commitment to a common scheme designed to achieve an unlawful objective.’”

· This simply cabined the ability of a Π to infer an agreement on price.
· Commentators at the time suggested that the Court might actually overturn Dr. Miles and Congress actually passed a law prohibiting advocating the overrule of Dr. Miles during oral argument (for the Solicitor General).
17. Modern Vertical Restraints and Leegin
Leegin Creative Leather Products, Inc. v. PSKS, Inc. (2007) at 375.
Leegin used RPM with sales of its “Brighton” brand and ceased selling goods to a retailer when in declined to cease discounting “Brighton” goods.  The Court took the opportunity to reconsider anew the categorization of RPM as per se illegal and recast the inquiry under the rule of reason.
· Both the FTC and the DOJ had supported overturning Dr. Miles and removing the distinction between price and non-price vertical restraints.
Legal Considerations
· The Court recognized that RPM could 

1) facilitate a manufacturer cartel,

2) organize cartels at a retail level, 

3) forestall competition from innovative retailers challenging a dominant retailer, and 

4) give retailers the incentive not to sell products from rivals to a dominant manufacturer.

· The Court also acknowledges certain precompetitive justifications for RPM

1) Provide means for dealers to invest in tangible and intangible services
2) Facilitate entry by new firms (or expansion)
3) Provide customers with more options (e.g. high price/service goods and low price/service goods)

4) Address market imperfections i.e. free-riding

5) Provide a more efficient and flexible means of requiring point of sale service which is difficult to specify and enforce through contracts

· The Court overruled Dr. Miles because it was formalistic, failed to consider modern economic theories and to appreciate the difference between horizontal and vertical restraints, and argued that recent cases had severely undermined Dr. Miles.
· The Dissent argued that Dr. Miles should not be lightly overturned, based upon its age, the lack of any new economic argument, the inconclusive nature of the studies, the administrative importance of bright-line rules and the Congressional endorsement of the rule.

Analysis
· Identical economic arguments apply to the precompetitive benefits of price and non-price restraints; the only new argument the Court brings up is the idea that non-price restraints are being used as the less efficient step-child of vertical price restraints and that these burdens are then being passed onto the consumer.

· States and Congress remain free to pass rules disallowing RPM; Canada and the EU still prohibit RPM.  This may be less effective as a legal ruling than as a signaling device regarding how the Court is treating per se rules.
 

Relevant Factors for Rule of Reason Analysis

· Market power of manufacturers
· The more widely RPM is adopted, the more likely it is anticompetitive.

· The source of the RPM restraint (since manufacturers’ interests are generally aligned with consumers according to Leegin).
 

Potential Quick Look Facts

	Manufacturer Collusion
	Manufacturer Exclusion
	Retailer Collusion
	Retailer Exclusion

	Mfgs collectively could have market power & reach consensus to prevent new competition.

RPM helps prevent cheating (solving a cartel problem).

RPM use pervades the market (of manufacturers).

 
	Dominant manufacturer.

RPM agreements cover most distributors.

Some rival manufacturers are likely excluded.
	Parallel to manufacturers collusion.

Kickbacks to manufacturers (higher than wholesale price, etc…).

RPM used pervasively.

Manufacturers do not extend to new retailers (similar to exclusion).
	Attempting to prevent innovative retailer with lower costs or better distribution from capturing market share.

Coercion of mfgs by retailers (boycotts, paying higher than wholesale price, etc…).

Some rival retailers are [likely] excluded.

Dominant retailer or retailers collectively have market power 


 
V. Horizontal Mergers

Clayton Act, §7 at 1256

“no person shall acquire stock or assets in any line of commerce in any section of the country, the effect of which may be substantially to lessen competition, or to tend to create a monopoly.”

· The line “any line of commerce in any section of the country” may require proof of a product market and geographic market, but this is not a settled issue in case law.

· Pre-merger notification requirements derive their authority from the line “which may be substantially to lessen competition.”  This is the incipiency requirement.
Although the Merger Guidelines operate under Clayton § 7, they essentially go through a Sherman § 1 Rule of Reason analysis.

G. Structural Presumption

Brown Shoe Co. v. U.S. (1962) at 439

The merger of two shoe firms (becoming the second largest retailer in the nation) was challenged by the DOJ and the challenge was upheld by the Court, citing Congressional desire to promote competition through the protection of viable, small, locally owned businesses, despite the potential for higher costs and prices.

· “It is competition, not competitors, which the Act protects.”
· The Court stated that a strong, national chain of stores can insulate outlets from fierce competition is specific markets.
U.S. v. Philadelphia National Bank (1963) at 442

The DOJ challenged the merger of the second and third largest banks in Philadelphia, which would have resulted in the four largest banks having approximately 77% of the geographic market.  The Court ruled that a merger producing an unduly significant market share that significantly increases the concentration in the market is illegal absent a clear showing that the merger is not likely to have anticompetitive effects.  The Court also noted that a fundamental purpose of the 1950 amendments to the Clayton Act was to arrest the trend toward concentration. 

· The Court rejected three justifications for the merger: expansion into the suburbs could be done organically without using mergers, there was no lack of adequate banking facilities to justify merging in order to compete with New York banks (not the case of two small firms merging to compete with the leaders in their market), and mergers that lessen competition cannot be saved merely because it is beneficial by some other measurement.

Analysis
· Philadelphia National Bank clearly enshrines the structural presumption, requiring a clear showing of lack of anticompetitive effect to rebut the presumption.

· Von’s Grocery Co. (1966) and Pabst Brewing Co. (1966) prohibited mergers of chain stores with 7.5% share but that may have threatened Mom & Pop groceries and brewers with 24% in WI, 11% in the tri-state area, and 4.5% nationally; this was the high tide of the structural presumption.
U.S. v. General Dynamics Corp. (1974) at 449

Two coal firms merged, with shares roughly equivalent to those in Von’s Grocery, and were challenged by the DOJ.  Nonetheless, the Court noted that the market share and a company’s past ability to produce was not conclusive proof of market power, particularly in the coal industry, which relied upon long-term contracts and where strength of reserves was the best indicator of market power.


Analysis
· This case made clear that the structural presumption (of market concentration equating market power) was rebuttable.

· Could be read as a limited exception—where the market must be measured in the appropriate units—or as a broad exception—anything that shows market shares do not reflect market power is admissible.

· After General Dynamic, the Attorney General revised the merger guidelines to preserve the presumption, but also to allow more room for rebuttal.

· General Dynamics was a “flailing” firm, which was extremely unlikely to become competitive, much less dominant, because of the merger.  Consequently, General Dynamics may suggest that any merger with a failing firm will not be anticompetitive.

· This was the last decision the Supreme Court made on mergers.
 

United States v. Baker Hughes, Inc. (D.C. Cir. 1990) at 455
Two companies that sold hardrock hydraulic underground drilling rigs (HHUDRs) attempted to merge, but were challenged by the DOJ, who argued that the structural presumption can be rebutted only by a clear showing that the market entry would be quick and effective.  The Court ruled that while quick and effective entry would rebut a prima facie case, showing quick and effective entry was not required to rebut the structural presumption.  The Court additionally moves away from Philadelphia Bank and refused to require a “clear” showing disproving anticompetive effects especially when the prima facie case is easy to allege.


Analysis
· The Court is focused on analyzing the burden-shifting scheme here:

1) Π  shows that the transaction leads to undue concentration in the market (for a particular product in a particular geographical area)

2) Δ produces evidence to rebut presumption of substantially lessened competition
3) Π produces and persuades anticompetitive effect

· The Court used a totality of the circumstances approach.
FTC v. H.J. Heinz Co. (D.C. Cir. 2001) at 463

The FTC attempted to restrain the merger of Heinz and Beech-Nut, two of the three firms dominating the baby food market (with Gerber holding a 65% market share and the other two 32.8% combined).  The Court used the Baker Hughes burden shifting scheme to analyze likelihood of success on the merits and ruled that the Δs failed to rebut the prima facie case, since the more compelling the prima facie case, the more evidence the Δ must present to rebut it.


Notable Facts
· Baker testified to the existence of numerous cartel problems that would reduce any incentive of the merged firm to collude with Gerber; it would attempt to increase its market share at Gerber’s expense.
· The baby food industry has significant barriers to entry.
Legal Considerations

· Merely establishing a prima facie case (the structural presumption) is insufficient to get a preliminary injunction—fn. 11.
Analysis

· There are two possible interpretations of Heinz: either market concentration places a heavy thumb on the scale in favor of finding harm to competition (strengthening the structural presumption) OR the Baker Hughes totality of circumstances test simply came out against the Δs.
· Although the burden shifting scheme is consistent with Baker Hughes, it seems as if the presumption created by the prima facie case is significantly stronger.
· Baker thinks that this is really a 1 to 2 merger because neither Heinz nor Beech-Nut could really compete with Gerber pre-merger, but after Heinz and Beechnut merged, they could compete.  Beech-nut had a really topnotch brand, but had old, crappy production facilities; Heinz had modern production facilities but not a strong brand.
· Baker also did some studies about the brands and concluded that there was very little competition between the Heinz and Beechnut brands (because you had to change supermarkets to switch between Heinz and Beechnut).
H. Market Definition and Market Concentration

18. Market Definition

U.S. v. E. I. du Pont De Nemours & Co. (Cellophane) (1956) at 482

The government alleged that du Pont had a monopoly over cellophane (where it had a 75% market share) in violation of Sherman § 2 whereas du Pont argued that it only participated in the flexible packing materials market (where it had a 20% market share).  The Court used a test that looked for reasonable interchangeability it demand by consumers to determine the market and found that cellophane was sufficiently interchangeable with Pliofilm, greaseproof paper, glassnine, waxed paper, and foil.

Notable Facts
· The Court found that cellophane had similar prices to alternatives as well as similar physical characteristics and uses; other products competed effectively with cellophane.
Legal Considerations
· The Court noted that a high cross-elasticity of demand would indicate that the products compete in the same market.
Analysis
· The case is perhaps most notable for the Cellophane fallacy: ignoring the fact that a monopolist already charging supracompetitive prices has a high cross-elasticity of demand just the same as a firm without market power in a competitive market.
· The demand cross-price elasticity is not static, but is a function of the price of the good; at some point, everything has a substitute.
· The Cellophane fallacy only applies to retrospective analyses (looking for substitution in the past), not to prospective analyses (e.g. mergers—unless there is evidence of coordination and supracompetitive prices, noted in the Guidelines at 7)

The DOJ and FTC use the Merger Guidelines as an method of determining a market today; they rely upon the actions of a hypothetical monopolist and whether or not it would impose a “small significant but non-transitory increase in price,” the SSNIP test.  This test is used to determine both product markets and geographical markets.
Evidence considered for product markets (from the Merger Guidelines):

· Evidence that buyers have shifted or considered shifting purchases between products in response to relative changes in price or other competitive factors

· Evidence that sellers base business decisions on the prospect of buyers switching products in the face of price changes

· The influence of downstream competition faced by buyers in their output markets

· Timing and cost of switching products
Evidence considered for geographical markets:

· Evidence that buyers have shifted or considered shifting purchases between different geographical regions in response to relative changes in price or other competitive factors

· Evidence that sellers base business decisions on the prospect of buyers switching purchases from different geographical regions in the face of price changes

· The influence of downstream competition faced by buyers in their output markets

· Timing and cost of switching products
Additional evidence:

· Expert testimony
19. Determining Market Concentration

Hiffendale-Hirschorn Index

Square and sum all multiple concentrations:

	Mckesson
	25%
	625

	Bergen
	22
	484

	Cardinal
	18
	324

	Amerisource
	12
	144

	Bindley
	4
	16

	Newman
	2
	4

	Morris & Dickson
	2
	4

	Smith
	1
	1

	Others
	
	0


 

HHI premerger = 1648 (1602 by our rounded calculations)

 

Guidelines Level for Post-Merger HHI

	1000
	Essentially a Safe Harbor

	1800
	Highly concentrated

	10,000
	Perfect Monopoly


 

ΔHHI = Twice the product of the two squares

E.g. McKesson & Amerisource = 2 * 12 * 25 = 600 


# of firms = 10,000 / HHI (equivalent to firms with equal shares)

FTC v. Cardinal Health, Inc. (D.D.C. 1998) at 507

Cardinal, Bergen, McKesson, and Amerisource were the top four firms in the drug wholesaling business (which delivered drugs overnight to hospitals and independent pharmacies after buying in bulk and warehousing drugs from Big Pharma).  In August of 1997, Cardinal announced that it would merge with Bergen, then McKesson and Amerisource announced that they would merge, either because it was necessary to compete or simply to challenge Cardinal/Bergen.

Notable Facts
· Hospitals purchased 85% of drugs from wholesalers, 15% directly; independent pharmacies bought 95% from wholesalers; chain pharmacies (CVS, Rite Aid, etc…) purchased approximately 30 to 35% from wholesalers.

· Competition between the wholesalers was so fierce that there was essentially no delivery fee and the wholesalers make all their profits simply by paying the manufacturers thirty days early and getting rebates.

· The preliminary injunction was tried for 7 weeks because Judge Sporkin loved the case and wanted to hear everything from everyone (he used to be the head of the SEC and didn’t know anything about antitrust).

· The wholesalers attempted to portray themselves as merely “delivery boys” with minimal percentages of revenues of the drug industry as a whole; they were unsophisticated players with no market power, squeezed between the hospitals and the drug manufacturers.

· They also attempted to minimize consideration of barriers to entry by showing a film of three people in a warehouse, wearing blue jeans and t-shirts, running around like crazy and simply putting drugs in a delivery truck—of course, they were running enormous enterprises on incredibly small margins; it was an incredibly dangerous and risky business to enter.

· Within a week of losing the preliminary injunction, the companies abandoned the merger, since the cost of appeal would not be worth the benefit of winning (much the cost of losing).

Government’s Witnesses

· The FTC brought in a purchaser for the troops in Iraq, who testified how he played the wholesalers off each other in bidding contests and argued that if there were only two wholesalers, the military would pay more for drugs.

· Originally, there were only two wholesalers in California, then the other two entered, so the FTC brought in a purchase who testified how prices kept dropping after the second two entered the market.

· An independent hospital was brought in as a witness.  The purchaser testified to the wholesalers’ convincing the hospital to sell their warehouse and simply rely upon the wholesalers, now locking them into dealing with the wholesalers.

· The last witness was an economist, who commented on all the evidence, essentially summarizing it for the judge and the court of appeals.

· The most damning evidence was from Goldman Sachs, since they were really trying to sell the deal to investors based upon the idea of monopoly profits.
Analysis
· An efficiency study has to be done before the announcement of the merger, then needs to be defended; otherwise it becomes impossible to argue that there is efficiency gains and that they are certain.
I. Establishing Market Power Economically

Direct Evidence of Market Power

· Inelasticity of demand
· No buyer substitution
· Supply substitution and easy entry (potential new competition)
· Existing rivalries
J. Coordinated Competitive Effects

The Merger Guidelines recognize that a merger may “diminish competition by enabling the firms selling in the market more likely, more successfully, or more completely to engage in coordinated interaction that harms consumers.”  

Hospital Corporation of America v. FTC  (7th Cir. 1986) at 522
Posner analyzed the acquisition of several hospitals in Chattanooga that increased market share from 14% to 26% (with the four largest firms holding 91% of the market share) and concluded that the FTC was justified in finding probable anticompetitive effects.  


Analysis
· In the years following this decision, the FTC actually failed to stop a great many hospital mergers in court (it turns out that patients will travel a great distance to get the services they require from hospitals).

· Posner dismisses the idea of competitor complaints, since mergers facilitating collusion actually help competitors; excessive protests might indicate that the merger is actually competitive and lead the FTC to let the merger pass.

· This opinion only really explains why any merger makes collusive coordinated effects more likely; it does not specify any particular reason why Hospital Corp. should not merge.
Market Factors

	Facilitating Tacit Collusion
	Frustrating Tacit Collusion

	· The number of competitors was reduced to a market controlled by four main firms.
· There was an absence of competitive alternatives within the geographic market.
· Regulatory limitations on output expansion or new hospitals limited entry.
· Highly inelastic demand.
· Tradition of cooperation among rival sellers included routine exchange of information on prices and costs.
· Sellers expressly understood that cooperation would permit them to resist downward pressure on price.
	· Hospital services are complex and heterogeneous.
· Sellers are heterogeneous.
· The industry is undergoing rapid technological and economic change.
· Buyers (insurance companies) are large and sophisticated.
· FTC investigation was triggered by a competitor complaint.


 

20. Maverick Theory

Maverick theory explains why a particular merge harms competition.

The firm that stops when prices are raised (e.g. in the four corner gas-station example) is the maverick (this implies that the firms have already solved their cartel problems).
Mavericks exist for many reasons:
· Selling complementary services

· Relative excess capacity

· Lower average cost

If two firms merge that doesn't involve the maverick, it shouldn't alter the price, unless it increases the ability of the merged firm to punish the maverick, but if the maverick merges it will presumably increase the maverick’s willingness to increase prices.
 
Mavericks are not the favored theory in mergers.  The predominant theory is that of Judge Posner in Hospital Corp.  Nonetheless, FTC v. Arch Coal, Inc. (D.D.C. 2004) acknowledged that a high-cost coal producer could not have restricted increased prices in the industry and denied the FTC’s request for a preliminary injunction denying the acquisition.

K. Entry
Entry is analyzed in a separate step in the Merger Guidelines:
If the merger was going to lead to reduced competition, would entry counteract the adverse competitive effect or would the prospect of entry deter firms from attempting to collude?

 

Legal Framework:

Waste Management was really the first case to use ease of entry to rebut the structural presumption, although Rome Cable suggested that supply expansion arguments could not rebut the structural presumption.  When General Dynamics first allowed the structural presumption to be rebutted, the Court had to determine whether to allow ease of entry as it was used in the Guidelines and whether it would conclusively rebut the structural presumption or simply contribute to the evidence rebutting it.
United States v. Waste Management, Inc. (2nd Cir. 1984) at 559

The DOJ challenged WMI’s acquisition of another solid waste disposal business in Dallas, where the new market share rose to almost 50%.  Nonetheless, the Court inferred from General Dynamics that evidence of firms that could quickly and easily enter the market would rebut a showing of prima facie illegality due to the structural presumption.
· Not only was there evidence of low initial costs, one firm from the neighboring Fort Worth area had actually rented a garage in Dallas and entered the market.
 

Baker Hughes
	Arguments for Δs
	Arguments for DOJ

	· Canadian firms  can easily enter (limited sunk costs)

· 2 firms recently entered

· Volatility in market share
	· Custom Made

· Scale economies

· Customer loyalty (quality assurance) 


 

DOJ now requires "timely, likely, and sufficient" -- incredibly similar to "quick and effective"

Committed v. Uncommitted
The DOJ Guidelines distinguish between uncommitted entry (hit and run entry, where there are minimal sunk costs, and firms can freely enter and leave at any time) and committed entry (requiring unrecoverable or sunk costs and refers to those firms that can enter within a year).

· The DOJ standard of “timely, likely, and sufficient,” though incredibly similar to the “quick and effective” entry requirement that Baker Hughes rejected, applies only to committed entrants.
· Baker Hughes appears to consider the potential rivals uncommitted entrants, whereas the DOJ saw them as committed entrants.

L. Unilateral Competitive Effects

Crunchie & Fruity Example
A merger can raise prices even if the firm doesn’t gain market power, through unilateral competitive effects.
Consider a cereal manufacturer that makes Crunchies.  If Crunchies raises their prices, they will loses 10 out of every 100 customers.  Three of their customers buy Fruities, four buy Oaties, two buy Nutties, and 1 buys Whackies.  There may be 20 other firms in the market, but Crunchies eaters have specific tastes.
Now, Crunchy merges with Fruities and  raises price,  but it only loses 7 out of every 100 customers, since it effectively retains the Fruities customers.  Demand for Fruities shifts outwards, allowing it to make additional profits, which Crunchy recaptures post-merger.

Each firm, despite having many rivals in the market, may only face a few constraints.  Merging with one of the constraining firms allows it to raise prices, despite the fact that it does not gain market power.
This conversation does not require us to define a market!

Only matters where the customers go if a price increases (buyersubstituion).
 

FTC v. Staples, Inc. (D.D.C. 1997) at 542

The FTC sought a preliminary injunction against Staples to prevent it from merging with Office Depot, based upon a market of office supplies sold through office superstores (which had only one other competitor, OfficeMax); the merging firms considered the market just office supplies (within which they had a combined 5.5% market share).  The relevant geographic market was cities within the U.S.  The Court found that sale of office supplies through office superstores was a distinct submarket within the “practical indicia” suggested by Brown Shoe and granted the preliminary injunction.

· Despite the presence of smaller office supply retailers and Best Buys in all cities where there were no competing superstores, Staples’ prices in those cities were significantly higher than in cities with at least one other office superstore.

· Evidence showed that Δs changed their price zones when faced with the entrance of another superstore, but not other retailers.

· Δs suggested that certain cities are simply more expensive environments in which to sell office supplies, due to congestion, zoning, transportation costs, and real estate costs, but these differences weren’t referenced and tracked in the Δs accounting documents.
Analysis
· The economists for each side had different stories: the FTC saw a 7% to 8% price differential when superstores change, but the Δs’ experts only saw a 1% difference.  The economic story was essentially a fight over technical details.
· The Court essentially ignored the suggestion of unilateral effects and used the pricing information to define a submarket, although the case could be viewed as an issue of direct evidence of market power (price comparisons across cities) vs. circumstantial evidence of market power (a fight over the market).

· The narrow market/submarket approach often looks like the market has been simply concocted to invoke the structural presumption.
Using the unilateral effects approach avoids the fight over submarkets, but also has disadvantages:
· Lose the structural presumption.
· Δs can argue that there's more competitors in the market.
· Sets up a contest between the direct evidence and the indirect evidence.
· Potentially allows the Δs to invoke the safe harbor in the guidelines.
 

U.S. v. Oracle Corp. (N.D. Cal. 2004) at 553

In considering the merger of Oracle and PeopleSoft (enterprise software providers), the Court required that prevailing on a differentiated products unilateral effects claim requires proving a relevant market in which the merging parties have a dominant position while simultaneously expressing doubt that narrow markets could be defined in a principled way.


Analysis
· This standard does not jive with the economic theory of unilateral effects, which does not actually require a market definition.

· The standard is extremely hostile to unilateral effects, essentially suggesting it is only applicable in a merger to narrow monopoly, which deliberately takes away the advantage of competitive effects—the lack of a need to define a market.

M. Efficiencies

An increase in efficiencies creates a lower marginal cost, creating an incentive to sell another unit.
· Philadelphia National Bank suggests efficiencies may rebut structural presumption
· Heinz explicitly recognized an efficiency defense, but was overturned on appeal (when hit with the strong structural presumption).
· Merger Guidelines include efficiency, but do not appear to consider it sole grounds to rebut the structural presumption.
FTC v. Staples, Inc. (D.D.C. 1997) at 548

The Court noted that the Merger Guidelines § 4 and courts like FTC v. University Health (11th Cir. 1991) have suggested an efficiency consideration in a defense to a section 7 merger case, but also noted that the Supreme Court expressly negated such a defense in FTC v. Proctor & Gamble Co. (1967).  Nevertheless, the Court rejected any possible efficiency defense on the basis Δs failed to produce credible evidence of efficiencies based on predictions backed by sound business judgment.
· The efficiency studies of the Δs presented to the Court contrasted wildly with figures submitted to the Boards of Directors when the transaction was approved and was significantly greater than another different number stated in the Joint Proxy Statement/Prospectus.

· Δs argued that they only presented absolute certainties to the Boards and in the Prospectus, but the efficiencies which could be substantiated increased with time, but the Court rejected these claims.

Legal Consideration
· The Court also suggests that efficiencies must be passed onto consumers to be cognizable (fns. 36 & 37).
Merger Guidelines’ Cognizability Criteria for Efficiencies

· Firm can substantiate so the court can verify

· Merger specific

· Not arising from anti-competitive behavior\

· Benefit competition in the relevant market or in another market, but only if inextricably linked.
VI. Monopolies

N. Monopolization and Attempt to Monopolize

Direct Evidence:

· Direct evidence of inelastic demand curves

· Exclusion by means other than efficiency

· High price-cost margins

	Attempted Monopolization
	Monopolization

	· Bad act

· Specific attempt to monopolize

· Dangerous probability of success
	· Bad act

· Market power


 
 A bad act is required for both violations under Sherman § 2 because some firms achieve monopolies through sheer efficiencies.  Additionally, mere monopoly pricing has no efficient remedy—neither breaking up firms nor having courts setting prices is a palatable remedy on a frequent or long-term basis.
General Problems
· Excluding rivals (or raising their costs so that they can't compete)

· Harm to competitors

· Harm exceeding efficiency benefits

 
Lorain Journal Co. v. U.S. (1951) at 588
The Lorain Journal was the dominant newspaper in Lorain, Ohio, enjoying a monopoly over news and advertising, until a radio station WEOL began broadcasting eight miles south of Lorain.  In order to remove the competition, the Journal refused to accept advertisements from firms that also advertised over WEOL, effectively cutting off the vast majority of advertising revenue to the radio station.  The Court decided that, despite the general right to select customers, refusal to deal with the purpose to create or maintain a monopoly violates Sherman § 2.

Analysis
· A modern court would use a theory of monopolization, not attempted monopolization, which is how this case should be considered.

U.S. v. Aluminum Co. of America (Alcoa) (2d Cir. sitting as the Supreme Court 1945) at 600
Alcoa produced enormous quantities of virgin aluminum ingot through 1938 (secondary aluminum having less of a demand when reclaimed from scrap) with a market share of 90% (if fabricated aluminum included and secondary excluded), 64% (with fabrication included and secondary include), or 33% (with aluminum that Alcoa itself fabricated excluded and secondary production included in the market).  The Court determined that ingot used in Alcoa’s own fabrication must be included in the market (because it reduced Alcoa’s ingot that might otherwise be purchased on the market) and that secondary ingots must be excluded (because it was originally within Alcoa’s control when virgin and would be considered in original pricing decisions).  Having found a monopolization, Hand rejected the idea that Alcoa’s monopoly was inevitable and ruled that there was no more effective exclusion than progressively to embrace each new opportunity as it opened…facing every newcomer with new capacity already geared into a great organization.
· Prior to 1912, Alcoa bought exclusive rights to use electric power for aluminum manufacture from all parties that had the rights to build dams for hydropower.  Since the two key inputs for aluminum are bauxite and electricity and hydropower is an extremely cheap source of electricity, Alcoa essentially created a monopoly through otherwise legal agreements.

· Learned Hand declares “[90%] is enough to constitute a monopoly; it is doubtful whether sixty or sixty-four percent would be enough; and certainly thirty-three percent is not.”

· Discussed Congressional non-economic concerns about the sheer power of trusts and monopolies.

Analysis
· The exclusion of recycled material is actually a very hard question; a modern study determined that recycled scrap is actually not a close substitute.  Nonetheless, Hand actually decided the issue based on the idea that Alcoa already captured the added value of the recycled scrap in the price of the virgin ingot.  He failed to consider that the purchasers of the virgin ingot generally did not reap the benefit of the recycled scrap and that scrap makes little difference in the market if it is constantly expanding.

· Hand’s inclusion of factories that produce their own aluminum (and the aluminum that Alcoa used in its factories) is blessed by the Merger Guidelines and similar reasoning is used in the contemporary case of Wickard v. Filburn (1942).

· Hand’s conclusion regarding the monopoly is almost certainly correct, but he was exceptionally aggressive in finding a bad act (of exclusion).
 

O. Non-Price Exclusionary Conduct

Courts have divided bad acts into two categories: predatory pricing and those acts not involving price.

Test for Exclusionary Conduct
1) Exclusion of rivals

2) Harm to competition

3) Harm outweighs potential benefits

U.S. v. Colgate – provides a general right to chose parties with whom to deal.
21. After Alcoa

Aspen Skiing Co. v. Aspen Highlands Skiing Corp.  (1985) at 624
Aspen owned three out of the ski resorts/mountains in Aspen, Colorado, with Highlands owning the fourth.  Until 1977, the four mountains sold varying types of all-Aspen tickets, sharing revenues based upon usage of the resorts.  In the 1977-78 season, Ski Co. refused to offer the all-Aspen ticket, unless Highlands accepted a fixed percentage of the revenue.  In 1978, Ski Co. declined to continue offering the all-Aspen ticket, offered Highlands a “deal they could not accept,” and even refused to split revenues with Highlands paying an independent auditor at its own expense (someone like Price Waterhouse).  Highlands market share quickly declined, from 20.5% in 1976-77 to 11% in 1980-81.  The Court found that there was sufficient evidence for the jury to determine that Ski Co. was not motivated by efficiency concerns and that it was willing to sacrifice short-run benefits and consumer goodwill in exchange for a long-term exclusion of Highlands.
· The Court noted that multi-area tickets are used in other competitive markets, allowing an inference that they satisfy consumer demand.
· The Court assumed that the jury concluded there was no valid business reason for the “important change in a pattern of distribution that had originated in a competitive market and persisted for several years.”
Analysis
· Many commentators have questioned the market definition as limited to Aspen, although the Court was required to accept the market definition that the jury found.

· From an economic point of view, exclusion of rivals and harm to competition essentially ensures that the harm outweighs any potential benefits.
· The Court examines claims that the all-Aspen ticket is superior in quality, that Highland’s ability to compete is impaired, and looks for a [non-existent] business justification from Δ.
· Judge Bork suggests intent can be proved through specific statements, threatening conduct, and actions unrelated to efficiency in Footnote 39, which suggests that this is not the full rule of reason analysis.

· The Court highlighted the existing relationship, suggesting that there is no duty to deal, just a duty to continue dealing.
 

Eastman Kodak Co. v. Image Tech. Servs., Inc.(1992) at 636

Kodak excluded independent service organizations by refusing to sell replacement parts and the Court ruled that exclusion, particularly when departures from previous policy were concerned, without a business justification creates an inference of harm to competition.

 

22. Duty to Collaborate

Ski Co. argued in part that lower court judgment against it rested on the improper holding that firm with market power has duty to cooperate with market rivals, but Ski Co. and Highlands were both collaborators and competitors.  In Kodak, Kodak competed with the ISOs on repair, but collaborated insofar as it sold the ISOs parts.
 

[image: image15]
In 1983, several cases came up with a doctrine of “essential facilities,” e.g. MCI Commc’ns Corp. v. AT&T Co. (7th Cir. 1983) at 707.  These cases differ from situations where the dominant firm attempts to cease cooperation with a supplier or customer dealing with a rival (Lorain) or firms attempting to withdraw from existing relationships (Aspen).  They concern the refusal of a dominant firm to provide access to a facility (the “essential facility”) that a rival requires in order to compete.
23. Microsoft

U.S. v. Microsoft Corp. (D.D.C. 2000) at 942—Expert Testimony


DOJ


Microsoft
· In a dynamic market where innovation is hallmarked by significant leaps, market share is only an indication of temporary success.  Competition from unknown competitors and existing OSs constantly threaten Microsoft.

· The application barrier to entry is insufficiently high to prevent a more efficient competitor from entering—switching has occurred in the past and network effects can facilitate entry at times.

· Wide margins are characteristic of an industry (software) where there is an extremely high sunk cost and minimal marginal costs; the competitive price cannot be the typical marginal price.  Additionally, quality-adjusted prices have fallen over time.

U.S. v. Microsoft Corp. (D.C. Cir. 2001) at 640 (en banc & per curiam)
The DOJ accused Microsoft of monopolizing the market of Intel compatible PC operating systems and using the monopoly to maintain a monopoly on internet browsers (i.e. Internet Explorer).  The Court ruled that there are essentially two feasible methods to get a browser to a customer: either to install it through an OEM or to get an ISP to provide the browser.
· Microsoft suggests both that it has not actual monopoly and that Netscape is not actually excluded from the market.

· Microsoft didn’t challenge the facts.

Market Definition
· The Court excluded Macs, non-PC competitors (Palm, etc..), and so-called “middleware” (Navigator, Java, etc…) that provided certain APIs for software developers.

Market Power
· The Court found that the persistently high market share and barriers to entry constituted circumstantial evidence of market power in the short term.  Moreover, direct evidence of market power included the fact that Microsoft set the price of Windows without considering its rivals’ prices and that its pattern of exclusionary conduct was rational only if the firm knew it possessed market power—behavior that indicates it considered itself to have market power is evidence of market power.  

· A price lower than a short-term profit maximizing price is not inconsistent with a long-term monopoly price.

Legal Considerations

· The requisite bad act must have “anticompetitive effect” that harms the competitive process, not merely one or more competitors. 
Analysis
· The Court’s discussion of the market does not really take into account consumers; it doesn’t explore whether they are businesses or personal users and talks about OEMs more than might be necessary.

· The Court’s discussion of “applications barrier to entry” is a discussion of the network effects that affect software applications and OS platforms.  Direct network effects occur when networks do not interconnect and access to a large network creates an upward spiral that makes it harder to new networks to break in (e.g. Facebook).  Indirect network effects occur when a significant amount of many people using the same system results in a lower cost of complementary goods (e.g. toner is cheaper for widely used printers).

1) Microsoft Test

2) Π makes prima facie case demonstrating anticompetitive effect

3) Δ makes “precompetitive justification”—a nonpretextual claim that its conduct is indeed a form of competition on the merits (e.g. it involves greater efficiencies or greater customer appeal).

4) Π may rebut Δ’s precompetitive justification

OR

Π may demonstrate that the anticompetitive harm outweighs the precompetitive benefit


Network Effects

[image: image16]
Qwerty vs. Dvorak

Learning the qwerty layout vs. dvorak will create more job opportunities and companies want to pick the layout that most typists want to use (e.g. qwerty).  Every additional qwerty keyboard being used makes it more valuable for the company to buy another qwerty keyboard (because each additional keyboard used makes it a stronger incentive to learn qwerty for keyboardists).

In Microsoft, applications programmers are the keyboardists.
P. Predatory Pricing

Predatory pricing suggests that a firm may charge prices that are exceptionally low in order to drive out its competitors.  The notion that the law prevents firms from charging low prices has been vigorously contested and is still a controversial area of law.

Theoretical Problems (Chicago School)
· Future monopoly profits (the reward for predatory pricing) are risky and suffer from a time-value of money dimunition

· Immediate certain loss with predatory pricing

· Accountants may record costs in a manner that makes it appear that prices are below costs though they are actually legitimate—accountants traditionally treat investments as expenses.

Responses (Areeda & Turner—Harvard School)
· Price must be less than some measure of the monopolist’s cost—marginal or average variable cost—Π’s usually prefer average total cost.

· Recoupment of losses is actually likely.
The Robinson-Patman Act was passed to protect small grocery stores from large chains and prohibits illegal differences in prices or price discrimination, although it is largely unenforced by the DOJ and FTC.

Brooke Group Ltd. v. Brown & Williamson Tobacco Corp. (1993) at 661
Ligget alleged that B&W illegally used below cost sales to punish Ligget and force it to raise the price it charged for generics, which it had been aggressively marketing, resulting in a general reduction of cigarette pricing across the board.  B&W only had 12% market share while Ligget had approximately 5% of the market.  The Court overturned a jury verdict for Ligget because of a failure to demonstrate a dangerous probability of success (likely recoupment of costs) in the attempted monopolization claim.
· The Court noted there was sufficient evidence to indicate intent to monopolize and found that there was adequate evidence to find pricing below cost.

· Ligget failed to show actual supracompetitive prices or that market structure and B&W’s conduct indicated that it was likely to solve cartel problems, which was necessary to show recoupment of costs if relying upon tacit collusion among oligopolists.

· Rising prices were equally consistent with increased demand, especially considering that Ligget failed to consider the subgeneric segment.

· The Court found that the market structure was not conducive to tacit collusion: there was declining demand, excess capacity, complicated pricing models with rebates, and a maverick (R.J. Reynolds priced a branded cigarette at a generic price point) as well as no evidence that pricing was actually used to communicate.
Legal Considerations
· The Court again declined to determine what measure of cost should be used, since the parties stipulated that average variable cost was the appropriate measure (fn. 1).

· The Court is extremely skeptical of predatory pricing schemes (citing Matsushita), especially in the context of an oligopoly as opposed to a monopoly.

· As a threshold matter, the predatory pricing must be capable of exclusion or disciplining a defecting member of a cartel/oligopoly.

Analysis
· The product market is simply cigarettes, whereas generics are merely a market segment.

· B&W actually had the most to gain from disciplining Ligget because its brands were weaker than Camel & Marlboro.

· After Brooke Group, Δs have a significant advantage and a new defense of market structure at least in the context of an oligopoly.
Game Theory Recoupment

Just as the court was writing this opinion, economists were using game theoretic models to prove that recoupment was possible and that predatory pricing makes sense for rational actors.

· Multi-Market Recoupment

· A predator can recoup in many markets, not merely the one where predation occurs.  If a chain grocery store faces a Mom & Pop in many towns, it can slash prices radically in just a few towns and gain a reputation as a tough competitor, pricing out the few Mom & Pop groceries but also causing the other Mom & Pop stores to bow out on their own and deterring potential entrants in the future.  Although it faces costs of predatory pricing in a few markets, it can recoup monopoly profits in all markets.
· This story came up in airlines (large hub airlines like American, Northwest, Delta, etc…) as well.  Hub carriers can slash prices on just a few routes (cuts price, adds capacity) and then threaten competition on all possible routes.  The DOJ brought a case against American Airlines and lost on appeal because they failed to prove pricing below cost, but the Court declined to consider the idea of multi-market recoupment though recognizing as valid in economic scholarship.
· Deep Pocket Predation

· Predators, particularly large predators, can fund low prices on borrowed money significantly longer than small prey because there are significant inequities in the capital markets.  Prey recognize that they will lose eventually; consequently, they rationally decide to drop out of the market without a fight and without the predator incurring any cost from predatory pricing.  

 

Rules make it very hard for the plaintiff to succeed with a theory of predatory pricing (harder than non-price exclusionary behavior).

Q. Attempts at Unification
The laws on monopolization have are in tension between a structured rule of reason and the heightened standard required of predatory pricing.  Alcoa and Alpine implement burden shifting schemes whereas Brooke Group requires a showing of significantly more than mere exclusion—the Π must also show price below cost and likelihood of recoupment.  The standard for predatory pricing is much more stringent than for non-price exclusion.
Πs call everything non-price exclusion, Δs call everything as predatory pricing
24. Bundling


Shampoo Example
	Firm A
	Price
	AVC

	Shampoo
	$3
	$1.50

	Conditioner
	$5
	$2.50

	S+C
	$5.25
	$4

	Firm B
	 
	 

	Shampoo
	$3
	$1.25


 

Firm B can't successfully sell shampoo at a price greater than $0.25, because then the cost of purchasing shampoo from Firm B and conditioner, only available from Firm A, would exceed the cost of the bundle.  Consequently, Firm B (the cheaper cost producer) must exit the market.

 

This consequence does depend upon the cost conditioner: if the bundle was $5.25, but conditioner only cost $3 on its own, firm B can stay in the market (by charging $2.25 or less for shampoo).


This is a story about harm to a competitor, not harm to competition!
Harm to competition may arise if there are customers who only buy shampoo.  B still survives, but it must lower the scale of its production (it lost all customers that buy conditioner), forcing average variable cost up and increasing the price of shampoo.  If Firm A follows Firm B’s price increase, there is harm to competition as a whole.
 

Cascade Health v. Peacehealth (9th Cir. 2008) at 683
PeaceHealth and McKenzie (Cascade) were the only two hospitals in Lane County (the jury determined geographical market) providing primary and secondary acute care services (common services like setting bones), the relevant product market.  PeaceHealth was the dominant provider of tertiary care (e.g. invasive cardiovascular surgery and intensive neonatal care), holding approximately 90% of tertiary services and providing 75% of primary and secondary care services.    McKenzie alleged that PeaceHealth offered bundled discounts on tertiary services if insurers made PeaceHealth their sole provider of all services.  The Court considered the appropriate legal standard for bundled discounts and selected a “discount attribution” standard distinct from the LePage standard.  Consequently, they vacated the judgment and remanded for consideration under the new standard.
· All insurers who purchased all services from PeaceHealth received lower reimbursement rates than insurers who purchased tertiary services from PeaceHealth and at least some services from McKenzie.

Legal Considerations
· The “discount attribution” test requires that the total discount the bundle provides (compared to the sum of the prices of all individual goods) must be applied to the competitive good.  If the total discount takes the price of the competitive good below its average variable cost, the bundling is anticompetitive.

Analysis
· The Court does not appear to be doing any recoupment analysis, although it looks close enough to predatory pricing to require some price-cost comparison.

· The test isn’t nearly as Π-friendly as Le Page but is not nearly as Δ-friendly as Brooke Group.
 
If the courts were to follow Cascade, we would have three different tests:

· Predatory pricing

· Non-price exclusion

· Bundled discounts
This begins to look like a fight about categories, similar to the issue of per se rules.
25. Resolving the Tension 

There are numerous proposals to unify the tests and the great majority of activity comes from people concerned about false convictions—those who favor the Δ-friendly test of Brooke Group.

· One potential test is the “profit sacrifice” or “no economic sense” test, suggesting that any conduct by a monopolist is fine if it makes rational sense, but these tests tend to do very poorly when faced with cheap exclusion (e.g. Lorain Jounal).
 

Verizon Comms.,  Inc. v. Law Offices of Curtis V. Trinko, LLP (2004) at 707
Following the 1996 Telecoms Act, Verizon had an obligation to assist competitive local exchange carriers by selling access to “unbundled” elements of its network.  Following complaints by CLECs to the FCC and an investigation, Verizon entered a consent decree with the FTC and a settlement with the CLECs.  The day after the consent notice, Trinko, a customer of AT&T, brought a class action by customers of the CLECs alleging discrimination in filling orders in order to discourage customers from abandoning Verizon and joining CLECs.  The Court characterized the claim as a refusal to deal claim under Sherman § 2, but concluded Verizon’s alleged insufficient assistance, as required by the 1996 Telecoms Act, was not an antitrust claim.  

· There was already a detailed, complex, and dynamic regulatory scheme in place that was actively enforced by state and federal agencies, created by the 1996 Telecoms Act.

· There was no history of prior dealing and no indication that the dominant firm would have every willingly sold to the CLECs without the requirements of the Telecoms Act.

Analysis
· A refusal to cooperate with rivals in an ongoing policy still violates Aspen, but compelling firms to cooperate is disfavored because it places the courts beyond their institutional competency and reduces incentives for rivals and monopolists to invest.
· The Court characterizes Aspen narrowly, restricting it to situations where the monopolist unilaterally terminates a voluntary dealing and suggests a willingness to forsake short-term profits to achieve an anticompetitive end.

· The rhetoric in Trinko is extremely skeptical towards monopolization.

Current State of the Law
1) Bad Act:

· Predatory pricing follows Brooke Group and requires a price-cost comparison (likely below the average variable cost).

· Non-price exclusionary conduct follows the Microsoft truncated rule—requiring an anticompetitive effect, granting Δ an opportunity to show justification, then requiring Π to show that harm to competition outweighs the benefits.

2) Monopoly Power

OR

1) Bad Act

2) Specific Intent

3) Dangerous Probability of Success

· Requires a recoupment analysis following Brooke Group.

VII. Concerted Exclusionary Conduct

Clayton Act § 3

It shall be unlawful for any person engaged in commerce [to lease or sell any goods at any price] on the condition [that the purchaser will not deal with a competitor] where the effect [may be to substantially lessen competition or tend to create a monopoly].

R. Exclusionary Group Boycotts

 

	Collusive Group Boycott
	Exclusionary Group Boycotts

	1. Agreement among rivals

2. Not to do business with buyers who refuse to pay requested price

3. No plausible efficiency justification
	1. Agreement among rivals

2. Not to do business with suppliers or customers that do business with a rival seller (or otherwise exclude rival seller) 

	F.T.C. v. Indiana Fed'n of Dentists (1986) at 142 (declined to extend per se treatment); National Trial Lawyer's Ass'n (applied per se treatment).
	 


 

Northwest Wholesale Stationers, Inc. v. Pacific Stationery & Printing Co. (1985) at 771

Northwest was a cooperative buying group which purchases supplies wholesale and sells to members and non-members at the same prices, but distributes profits to members in the form of a percentage rebate on purchases.  Pacific was a member who was both a wholesaler and retailer, permitted to operate as both through a grandfather clause, until Pacific failed to notify Northwest of a 1977 change of control and was expelled by vote in 1978 without any due process.  Pacific alleged that this was a concerted refusal to deal that was per se illegal under Sherman § 1.  The Court ruled that “group boycotts” are actually a category likely to have predominantly anticompetitive effects and procedural protections or the lack thereof are irrelevant to anticompetitive effects.  Without market power, no plausible efficiency justification, or exclusive access to essential elements, mere allegation of a concerted refusal to deal is not per se illegal.

· The Court notes that Northwest did not cut off access to supply or essential facilities, did not dominate the market, and did not lack plausible efficiency justification.

Analysis
· The Court’s holding looks extremely similar to a rule of reason; this new “per se” rule is quite involved and the “structural” elements are the first two elements.
U.S. v. Visa (2d Cir. 2003) at 778

Visa & Mastercard are joint-ventures of banks and, at the time of this litigation, most banks were in both JVs.  The DOJ alleged that Visa & MC conspired to restraint trade by forbidding member banks from issuing Amex or Discover cards and by allowing interlocking membership.  Visa has 14,000 member banks and MC has 20,000 member banks.  Amex and Discover are vertically integrated entities, operating as charge cards and credit cards covering network costs and extending the necessary pools of money.  The Court found that there was market power within the market for network services and that harm to competition was shown by the exclusion of two major competitors from a two competitor market, while the precompetitive coordination benefits were insufficient outweigh the harms.
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Notable Facts
· Visa and Mastercard abroad did not have the restrictions on dealing with Amex and Discover; there were four competitors in the market and they were putting computer chips in cards, offering more services, using debit cards as well as credit cards.
 

Analysis
· The DOJ defined a market, showed market power, then showed harm to competition.  Since the Δs precompetitive justification (Visa and MC already compete against each other and restraints promote coordination) was insufficient to outweigh the harm, the DOJ succeeded without the need to show that the restrain was not reasonably necessary or that there was a less restrictive alternative.
Visa requires consideration of two sides of the markets: the networks charge both the banks and the merchants.  This sort of consideration applies in many areas—newspapers need advertisers and readers, shopping malls need retailers and customers, etc…
It is entirely unclear why Visa didn’t get the per se treatment for exclusionary boycotts under Northwest, although the framework is not that different from the rule of reason.
S. Tying

Tying (per se rule)

· Two separate products

· Conditioning (sell A on condition of buying B)

· Appreciable economic power in tying product (A)
· Not an insubstantial amount of commerce in the tied product is affected…

 

If all these are satisfied - illegal per se (sort-of)

Potential exception for developing industries - Jerold
Potential shaky exception for selling together to assure product quality.
 

Jefferson Parish Hospital District. No. 2 v. Hyde (1984) at 794
An anesthesiologist (Hyde) denied admission to staff of Jefferson sued for tying based upon the exclusive dealing contract with Roux & Associates, an anesthesiology firm.  Anesthesiology is often sold separately, almost always billed separately, and consumers frequently bring their own anesthesiologist to a hospital.  Nonetheless, the Court rejected the Circuit Court’s finding of monopoly power, which rendered the hospital incapable of forcing services upon unwilling patients.  The Court also declined to find that the Roux contract had actually unreasonably restrained competition, given an analysis under the rule of reason.


Concurrence
· A monopoly cannot increase monopoly profits on the tying good through tying; it can only increase profits by creating market power in the market for the tied good.

· In order to find tying, the concurrence would require market power in the tying market, a coherent economic basis for treating the products as distinct—at the least, consumers must potentially wish to purchase the tied product separately from the tying product, and there must be a substantial threat that the tying seller will acquire market power in the tied-product market.

Analysis
· Tying is the last per se doctrine to remain unmodified in the face of Chicago School criticisms, so most scholars think it’s just a matter of time, although the doctrine has been reaffirmed in recent times.

· Tying could be used to drive out rivals in the tied-product market (if consumers need more of the tying product than the tied product) or can facilitate price discrimination (if consumers need less of the tying product than the tied product) or can be used to evade pricing regulations on the tied product.
Economic Theories
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Price Discrimination
Price discrimination is charging more to customers who are willing to pay more; the key is identifying the customers and preventing arbitrage.

· Airlines are experts at price discrimination; they charge more for quick prices and charge lower prices for people willing to return on weekends (non-business travelers) and require the purchaser to specify the person using the ticket at purchase (preventing arbitrage).
Changes in price are not always price discrimination.  If electricity is more expensive in the summer, that's probably not price discrimination, just the marginal cost increasing (bringing online reserve plants).  Price discrimination is only charging different prices to different customers without a change in costs.

Price discrimination can be both efficient—providing options that wouldn’t otherwise be available---and inefficient—gouging those who the firms know will pay more because the need/demand the good more.  Whether price discrimination is inefficient or efficient might depend upon whether the hypothetical competitive price is the lower price (then gouging is occurring) or the higher price (then otherwise unavailable options are being provided to consumers).
Tying Efficiencies
Economies of joint sales

Reduced cost of production

Reduced cost of marketing 

Economies of scales

Certain products are simply not independent—e.g. car engines and cars.
Price discrimination can be beneficial.
Tying can assure product quality.
 

United States v. Microsoft Corp. (D.C. Cir. 2001) at 815

The Court analyzed the Jefferson Parish test for distinct products and determined that it was merely a proxy for testing whether bundling benefited customer welfare.  Consequently, where the tests were not good methods of determining whether or not bundling was efficient, like in innovative markets, a per se analysis was inappropriate and the trial court must consider investigate the relative efficiencies of bundling the product vs. selling it separately under the rule of reason.
· Jefferson Parish tested for distinction between two products by considering direct evidence—whether, given a choice, consumers would purchase the products independently—and indirect evidence—whether firms in competitive markets always sold the goods independently or always bundled the two together.
Analysis
· The Court appears to carve out an exception to the per se rule for “platform software” despite being bound by the per se rule.
T. Exclusive Dealing
Economic Background
Exclusive dealing operates by foreclosing portions of markets to rivals; this is essentially a stepping stone in harming the competition by raising rivals costs or raising barriers to entry.  These anticompetitive stories are similar to those told about dominant firms.
· In 1912, Alcoa had contracts paying a premium with all hydropower suppliers in order to tie up low-cost electricity, a vital input in aluminum production.  Although Alcoa signed a consent decree prohibiting it from continuing the practice, its effectiveness can be seen from the 1945 case.

· Microsoft had numerous exclusive contracts with ISPs, preventing them from distributing other browsers.  Although it was theoretically possible to download Netscape, it was much harder to do (and people did not), so Microsoft essentially locked up the market.

· Without scarce inputs and scarce outlets, exclusive dealings will just realign suppliers and buyers—it does not harm in markets without scare input or outlets.
 

Clayton Act § 3

§ 14. Sale, etc., on agreement not to use goods of competitor

It shall be unlawful for any person engaged in commerce, in the course of such commerce, to lease or make a sale or contract for sale of goods, wares, merchandise, machinery, supplies, or other commodities, whether patented or unpatented, for use, consumption, or resale within the United States or any Territory thereof or the District of Columbia or any insular possession or other place under the jurisdiction of the United States, or fix a price charged therefor, or discount from, or rebate upon, such price, on the condition, agreement, or understanding that the lessee or purchaser thereof shall not use or deal in the goods, wares, merchandise, machinery, supplies, or other commodities of a competitor or competitors of the lessor or seller, where the effect of such lease, sale, or contract for sale or such condition, agreement, or understanding may be to substantially lessen competition or tend to create a monopoly in any line of commerce. 
· The “loose” nature of “lessen competition” was intended to make it easier for Πs.

· Nonetheless, in the late ‘70s and early ‘80s, competition law and the interpretation of the Clayton Act began to tighten—as if it was drawn towards the stricter requirements of the Sherman Act.
 
Two [Old] Landmark Cases
Standard Stations (1949) at 825
Standard Oil had been broken up into 7 different players, but not a lot of competition because each seemed to have carved out its own section of the market.  In the “western states”—an imprecisely defined market—only 1.6% of the retail outlets were not members of exclusive dealing arrangements.  The DOJ alleged a violation of Clayton § 3 and Sherman § 1; the Court found that precompetitive justifications were lacking—though it did analyze potential benefits to exclusive contracts and distinguish them from tying arrangements.

Analysis
· Today, the injured party would be a hypothetical new oil company attempting to enter the market—because there are a limited number of sites suitable for gas stations and opening new stations would force the oil company to expand into a different core competency, the exclusive dealing contracts would tie up a scarce outlet.

· Alternatively, the government might argue that the contracts foreclose the individual gas stations from negotiating better prices, which would be passed on to consumers. 
Tampa Elec. Co. v. Nashville Coal Co. (1961) at 827
An electric company in Florida decided to open two new plants and determinesd it needs coal, so it bargains for a very good deal for coal from supplier ("Nashville") for a 20 year contract.  Later, when the price of coal soared, Nashville attempted to void the contract under Clayton § 3.  The Court distinguished Standard Stations, noted that every contract forecloses competition to some degree, and found that the contract did not have the requisite anticompetitive effect since it only foreclosed less than 1% of the coal market.  


Analysis
· The main point of Tampa Elec. is that no one gains market power from this particular contract.

· Tampa arguably applies a more burdensome test of anticompetitive effect, requiring the Π to prove a qualitatively substantial lessening of trade as opposed to the purely quantitatively substantial lessening of trade under Standard Stations.  The primary analysis looks to whom holds the power in the situation.
· The Court does not declare the consequences of a large foreclosure.
Jefferson Parish (1984) at 828
Only the concurrence deals with the exclusive dealing aspect of Hyde’s claim and dismisses it (under the rule of reason) since it neither forecloses a market for the services of anesthesiologists nor deprives other hospitals of anesthesiologists.  Exclusive dealing arrangements are unreasonable restraints on trade only when a significant fraction of the buyers or sellers are frozen out of a market by the exclusive deal.
· This is the last good Supreme Court case on exclusive dealing.
 

Omega Environmental, Inc. v. Gilbarco, Inc.  (9th Cir. 1997) at 830
Gilbarco is a manufacturer of petroleum dispensing equipment used in gas stations and only 5 such manufacturers compete in the US (Gilbarco has 55% in the market, next two have 18%).  Distributors sell about 2/3s of Gilbarco's equipment and the rest are sold wholesale to large retail chains.  The distributors all have exclusive dealing relationships with the 5 manufacturers.  Omega wants to set up a one-stop shop for equipment and buys some authorized Gilbarco distributors; Gilbarco immediately ceases supplying equipment based upon violation of the exclusive dealing arrangement.

Notable Facts
· Lots of competition between the manufacturers (for distributors and sales), prices went down, not up, recently, and exclusive dealing contracts were limited to durations of 1 year and generally cancellable by either side with 60-day notice.

· Although Omega alleges that these have the effect of chilling entry to another manufacturer, Gilbarco shows that Schlumberger successfully entered and expanded.

· Although the Court acknowledges a theoretical 38% foreclosure, it rules that foreclosure from distributors is not identical to foreclosure from the market and that this foreclosure level is much lower than it appears.
Analysis
· Omega’s evidence that exclusive dealing arrangements (not merely Gilbarco’s) actually occupied the entire field were apparently disregarded.
· Despite the incipiency language in Clayton § 3, the majority disagrees with the potential danger inflicted upon the industry.
Look at Leegin—are these intrabrand restrictions originating from a distributor—and if so, it is more serious than if from a manufacturer.
VIII. Vertical Mergers

Brown Shoe Co. v. United States  (1962) at 852
Brown—4th largest manufacturer (4%)—wanted to acquire Kinney—350 retail locations and half percent of manufacturing—in a vertical integration move.  The Court condemned the vertical merger as a ”clog on competition” that foreclosed Kinney to potential competitors of Brown especially in the face of a trend towards consolidation in the industry.
Analysis
· Warren was primarily concerned about the strength of small businesses, a major non-economic concern of antitrust analysis, although hard to square with the economic notion that antitrust law “protects competition, not competitors.”

· Alternate theories of harm include the ideas that vertical integration increases the costs of entry (from the Merger Guidelines) and that it allows raising rivals costs—by foreclosing an efficient channel or input, vertical integration may act similarly to exclusive dealing contracts.
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For a long time (post-Brown Shoe), the single monopoly profit theory dominated the issue of vertical mergers.
O'Neill v. Coca-Cola Co. (N.D. Ill. 1987) at 865
A consumer alleged that purchase of bottling plants by Pepsi and Coke foreclosed competition and raised prices.  Since Π provided virtually no evidence of anticompetitive effect or of direct harm (antitrust injury), the Court dismissed the claim.
Potential Arguments:
· These mergers could make collusion easier by reducing the complexity of pricing, making pricing more transparent, and allowing the colluding firms to detect cheating more easily.

· Nonetheless, Π would need to prove that prices actually increased in order to get damages.

IX. Antitrust, Innovation and Intellectual Property

CSU, L.L.C. v. Xerox Corp. (Fed. Cir. 2000) at 724

“In the absence of an indication of illegal tying, fraud in the Patent and Trademark Office, or sham litigation, the patent holder may enforce the statutory right to exclude others from making, using, or selling the claimed invention free from liability under the antitrust laws.”
Patents for MPEG-2 Technology (DOJ 1997) at 1210

The DOJ offered an opinion on its “enforcement intention” as to whether or not it would consider a Portfolio combining MPEG-2 “essential patents” to be an agreement in violation of the Sherman Act § 1.  The DOJ declared the Portfolio to be a precompetitive aggregation of intellectual property because it limited it to technically essential patents, committed to nondiscriminatory Portfolio licensing, only uses non-exclusive licenses (allowing licensing from the patent holder as a failsafe), includes confidentiality provisions that limit the possibility of collusion, and doesn’t restrict innovation or incentives for innovation—it limits grantbacks to essential patents.
· The Portfolio included provisions for an independent arbiter to determine essentiality—only essential patents will be included in the Portfolio.

· The Portfolio includes a grantback provision requiring the grantback of any essential patent on fair and reasonable terms.

· The limitations on use and limited scope of the partial termination clause render it unlikely to be anticompetitive.

In the Matter of Dell Computer Corporation (FTC 1996) at 1221
VESA adopts a VL-bus standard after interviewing its members to see if there were any patents that would prevent free use of VL-bus standard.  Although Dell certified that they knew of no patent, it then attempted to enforce its patent against firms attempting to implement the standard.  The FTC enjoined Dell from enforcing its patent against any firm using it to implement the standard.
Analysis
· Since the action was brought under FTC § 5, there is considerable more flexibility to prohibit prospective violations of the restriction on “unfair methods of competition” i.e. actions that violation Sherman §§ 1-2.
· The only economic harm is simply that the price of implementing the standard is increased by the amount of royalties—Dell is unlikely to prevent implementation; it just wants to skim a bit of cash off the top.

· If Dell sets the price low enough that other companies simply pay it (rather than even contesting it in court), the price is likely to simply be passed onto consumers.  Even if the FTC isn’t perfectly situated to protect standards, there does not seem to be any alternative to protect consumers from minor anticompetitive increases in price.
· Had VESA discovered that Dell held the patent prior to implementing the standard, it would have presumably used an alternative process or negotiated a fair amount of royalties.
· Although the FTC phrases the injunction narrowly, it actually has precedential effects that ripple far beyond Dell.
The FTC also eventually lost many cases in similar situations.
Walker Process Equipment Inc. v. Food Machinery & Chemical Corp. (1965) at 1229
Defendant in a suit for patent infringement (Walker) counterclaims for violation of § 2 of the Sherman Act and § 4 of the Clayton Act by using a patent obtained through intentional fraud to exclude it from the market.  The Court holds that Walker's counterclaim is valid, but needs to actually prove all elements of a § 2 claim in addition to knowingly and willfully misrepresent facts (good faith of Food Machinery would be complete defense)  to the U.S.P.T.O.
· Patent is for "knee-action swing diffusers used aeration equipment for sewage treatment systems" which was alleged in use for more than a year prior to the patent application was filed by Food Machinery (and Δ was using it, so it must have known).

Analysis
· These cases (exclusion through invalid patents) are never brought by DOJ, but almost always raised in defense of patent infringement claims.

· Walker Process is likely limited to patents obtained via fraud because otherwise it provides a disincentive to acquire patents and an incentive to use other methods of protecting intellectual property—e.g. trade secrets—which are less transparent and less desired.
Patents are extremely powerful—even without the litigation, patents are often used effectively—yet there is extremely limited examination of the patent application by the USPTO.

Counterclaim Process/Test
1) Π shows prima facie case that patent was obtained fraudulently

2) Δ has good faith defense.

3) Π must prove monopolization under Sherman § 2.

a) Prove monopoly power in a relevant market—and a patent may not give monopoly power by default if there are acceptable substitutes in the market, e.g. alternative pharmaceuticals.

b) Prove a bad act—sham litigation is sufficient but is simply showing the patent and requesting that the other party desist a bad act?  The presumption that a patent monopolizes trade within the meaning of § 2 was dismissed by the Court in Ill. Tool Works v. Independent Ink (1965) at 1195.
Although the “no economic sense” test may be used, it doesn’t fit Walker Process, because patent exclusion is extremely cheap.
 

Nobelpharma AB v. Implant Innovations, Inc. (Fed. Cir. 1998) at 1232
Walker Process claim has been raised and the Federal Circuit determined that, in the interest of consistency, Federal Circuit law will apply to determine when fraud upon the USPTO raises to the level of Walker Process and strips the patent holder of the limited exemption from the antitrust statutes.  The Court also distinguished Walker Process fraud from mere inequitable conduct that can also render a patent unenforceable, holding that in order to be liable for triple damages under the antitrust statutes, a patent holder must have obtained the patent with clear intent to deceive the USPTO through omission or misrepresentation and there must be a clear showing of reliance upon the fraud.

Andrx Pharma., Inc. v. Biovail Corp. (D.C. Cir. 2001) at 1237

HMRI (the drug pioneer) and Andrx entered into an agreement where HMRI paid Andrx $40M a year in exchange for refraining to market its generic version of HMRI’s drug as a settlement of a patent infringement suit by HMRI against Andrx.  Meanwhile, Andrx, as first to file an abbreviated new drug application (ANDA) received a 180-day exclusivity period under the Hatch-Waxman Act which did not run while Andrx refrained from marketing the generic.  Biovail had filed an ANDA after Andrx and gotten a preliminary approval, but could not get full approval until Andrx did—30 months after the patent infringement was filed by statute.  Biovail sued Andrx for an illegal agreement to restrain trade.  The Court ruled that Biovail was prepared and intended to enter the market and consequently could suffer an injury-in-fact despite being only a potential competitor.  Addition, although unilateral restraint in marketing the generic by Andrx would not have created an antitrust injury to Biovail, the agreement between Andrx and HMRI—paying Andrx $40M/year in exchange for exercising an otherwise legal right to restrain trade—created the very injury that the antitrust laws were designed to prevent.

Legal Considerations
· A potential competitor may suffer injury-in-fact if it can demonstrate an intention to enter the market and preparedness to do so—adequate background and experience, sufficient financial capability, and taking of actual and substantial steps towards entry such as consummation of contracts and procurement of facilities and equipment.
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Hypo:


ADM and other cartel members create an electronic market place to reduce transaction costs of acquiring inputs and selling outputs.  This single marketplace means that the firms set a single transaction fee as a cost of participating in the market.  This is setting a price.


Is this a valid agreement?  


Result:


Sherman § states that every agreement is illegal!  Nonetheless, NYSE can require certain actions of its listed corporations or kick them off the market.  This seems similar.


What if the costs of outputs go down despite the fixed price?





Hypo:


In 1960, macaroni manufactures faced a shortage of durum wheat, so they entered into an agreement to make pasta with only 50% of durum wheat as opposed to 100% durum wheat.


Is this a price-fixing agreement?


Result:


This can be viewed as an agreement to raise the “quality-adjusted price,” similar to the Hershey-effect (Hershey chocolate bars always sold for a quarter, but size would shift based upon cost of inputs).  Alternately, it can be viewed as collectively buying less of a key input, forcing the wheat sellers to lower the price of durum (a buyers’ cartel).





Hypo:


Beer wholesalers made an agreement to no longer offer favorable credit terms to creditors (i.e. no more interest free credit to liquor stores).


Is this a price-fixing agreement?


Result:


There was no mention of price in the agreement and the defendants argued they could still compete over the price of beer, etc...  Nonetheless, the court ruled that the wholesalers had agreed on one component of the price and that an agreement to components of a price are agreements concerning price.  Competition on other parts of the price may not compensate.





Hypo:


Leading grocery stores in a town agree to stop offering double-coupon promotions.


Is this a price-fixing agreement?


Result:


This would be an illegal price-fixing agreement.





Hypo:


A group of supermarkets get together to create a private label brand, with the condition that they divide markets, so that only the Phila chain can sell P-brand in Phila and only the Balmore chain can sell P-brand in Balmore.  Even though Phila has a franchise in Baltimore, that location cannot sell P-brand under the agreement.  


Can customers challenge this market division that prevents Phila selling in Baltimore?


Result:


This agreement creates a generic brand product that allows them to effectively compete with national chains (e.g. Safeway carrying Safeway-brand products) but prevents free-riding on advertising by competitors.  Since there is only one chain advertising in each market that sells P-brand, they have full incentives to adequately advertise the products.


If the BMore chain could also sell P-brand in Baltimore, neither Balmore nor BMore would fully internalize the benefits of advertizing.





Hypo:


There is a joint building in a strip mall with one parking lot, which is shared by a furniture store and a hardware store.  As part of a joint venture, each agreed not to enter the other’s business, but now the hardware store wants to sell porch furniture.  


Can the hardware store sell porch furniture?  Is the JV agreement an illegal restraint of trade?


Result:


They appear to be allocating lines of business but this allows each to invest into the costs of advertising, demonstration, and other sales costs, without the other free-riding on the investment.  If the hardware store could just lure the furniture customers away with lower prices (because it stores it in boxes) after the furniture store has already demo’d it, then neither can successfully build a business.


Acceptable due to efficiency justifications by Polk Bros. 776 F.2d 185 (7th Cir. 1985).





Hypo:


What if the rule was that the price afterhours must be the call price plus five percent?  


Result:


This also pushes the market into daylight hours and opens the market to the public.  It has essentially the same effect, merely increases the price slightly.  It creates the question on whether the restrain must be the least restrictive alternative.





Hypo:


Suppose that the engineers had evidence that bridges conducted with competitive bidding were actually less safe, because the NSPE was only in half of the states and the other half had bridges that were statistically much more dangerous.


Would the court have refused to admit this evidence under the rule of reason?


Result:


It seems like this would still be a frontal attack on the underlying “competition is good” policy of the Sherman Act and should be excluded under the rule of reason.





Hypo:


The competitive price for widgets is $10 and industry output is 100 (Biff does 50 & Rocky does 50), but the cartel price is $15 and monopolistic output is 80.


 


Biff and Rocky could each cut output by 10, but, they would each prefer to have a bigger share of the market.  Biff would love to keep production at 50 and have Rocky cut it to 30.


How do Biff and Rocky determine who will reduce output and how much?


Result:


There are divergent interests with respect to the fundamental issue of output.





Hypo:


Suppose you had firms that manufacture nuts and bolts, with tons of differences between the products (widths, heads, weight, material, size, etc…).  There are complex and different variations.


How do you reach consensus on terms of coordination?


Result:


Simply agree upon an across the board price bump (say 5%) or exchange price lists.





Hypo:


Suppose there was an intersection with four gas stations, one on each corner.  If one gas station raised its prices, the other gas stations could simply follow the leader, without any agreement necessary.





Suppose prices were originally $2.79 & $3 (for regular and premium)


One raises to $2.85 & $3.15


Second raises to $2.83 & $3.25


Third raises to $2.85 & $3.25


Fourth raises to $2.85 & $3.25


First reraises to $3.25


Second re-raises to $2.85





Is this an agreement?


Result:


This does not appear to have any difference from American Tobacco, yet it does not require any actual agreement between the gas stations, merely that they follow the leader until the price becomes prohibitively high and begins to drive away too many customers (leading to lower profits).





Hypo:


One water heater manufacturer has 90% of the market and sells through three main distributors, but then drops two of them and moves to just one distributor.  


Does this harm competition?


 Result:


The costs of the other two distributors increases (because they move less water heaters and have a higher cost of storage) so the other 10% of water heater manufacturers also must become less aggressive at pushing products through these distributors.  





The main distributor may be able to push the other two out of the market, expand, and raise prices.  Additionally, the other water heater manufacturers should be concerned that the sole dealer will now pay less attention to them and to promoting their products because the majority of its business comes through the monopolistic manufacturer.











Hypo:


Digging an oil well requires a commitment to a certain pipeline, but one the oil well has sunk the connecting pipe, it becomes extremely expensive to switch to another pipeline.  


Result:


Long term contracts may be used to prevent opportunism by the pipeline.








Hypo:


A manufacturer has a policy of cutting off dealers if it sells widgets for less than $100 each.  A full service dealer sells for a price of $100, but notices a discounter selling widgets for $75 apiece, and complains to the manufacturer.  After two more full service dealers complain, the manufacturer terminates the discounter.


If the terminated discounter brings a suit alleging horizontal and vertical agreements, will they be successful?


How large is the Colgate exemption for individual action?


Result:


See Monsanto, where the court found an actual agreement because it appeared that the manufacturer had actually negotiated over the price with the dealers.





Hypo:


A developer (an iTunes rival) wants to write an application for the iPhone.


Can Apple prevent the developer from using the iPhone?


Result:


Since Apple generally wants developers to write applications for the iPhone (adding value), they could be seen as collaborators, yet they are clearly also competitors.





Nonetheless, without prior business agreements, Apple could probably exclude them.





Hypo:


A new phone system has been invented, which connects pretty much all of Manhattan.  Then Baker comes along and invents another phone system that connects him with three friends.


If Baker asks you to switch over, would you?


Result:


Clearly not.  You gain much more from the large network.








Hypo:


Suppose there is an resort island, with just one resort hotel and several different restaurants.  Some workers live on the island and there is a rotating population of tourists.  If the hotel requires guests to eat in their hotel (tying), it can drive off the other restaurants, then force the workers living on the island to pay more to eat at its monopoly hotel.  Although being the only restaurant on the island doesn’t allow the hotel to extort additional rents from the tourists, it does allow it to apply market power to the workers.








Hypo:


Suppose there are two hotels on the island.  One is large and the other is small, but has a famous restaurant.  If the big hotel ties its restaurant to its hotel, the small restaurant may go out of business and be replaced by a coffee shop.  This makes the small hotel less attractive, then allowing the big hotel to raise its prices.  The large hotel can extract monopoly profits by using tying to exclude the small hotel.








Hypo:


Even if the hotel has a monopoly, it simply can’t fill its rooms if it charges more than $110/night for the package deal whether it’s the only restaurant on the island or not.  Nonetheless, driving out other restaurants may allow it to raise its door price from $10 to $20 and get profits from the workers.





Hypo:


10 manufacturers sell “winkles” and 10 retailers purchase winkles (with equal market shares).  If M1 and R1 merge, R2-R10 are foreclosed from getting winkles from M1 and M2-M10 are foreclosed from selling winkles to R1.  


Result:


After the merger, the HHI in both manufacturing and retailing is identical.


Additionally, there doesn’t seem to be any particular reason why output would go down and price would go up.


If M1 expands market share—it has excess capacity, fills R1 with winkles, then competes for retail space at other retailers—this will only force more competition, increase output, and reduce prices.


Additionally, there is often significant efficiency gains to vertical integration.





Hypo:


Comcast-NBC merger is vertical integration between content and distribution.  Brian Roberts (the CEO of Comcast) is in the driver’s seat of the integration.  If Roberts decides to no longer carry competing content (ABC, HBO, Fox), does this become market foreclosure?


Result:


Cable companies are essentially local monopolies (which may lead to a “Hershey bar effect,” but there are potential alternatives, such as satellite TV, Telcoms, etc..








�How does this allow harsh punishment?


�Same deal
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