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PROCEEDI NGS

COWM SSI ONER STEI GER: Wl |, good norning, |adies
and gentlenen, and a heart-felt thanks to our very
di stingui shed panel this norning. On behalf of the Chairman
and the Comm ssioners, for this extraordi nary pro bono
effort, our thanks. W are very interested in the topic you
bring to us and your different perspectives.

| bring you particular greetings from Chairnan
Pitof sky -- who deserves all credit for this effort, by the
way -- and Conmm ssioner Varney. They cannot be with us
t oday because they have an unalterable commtnent to
participate in the CECD proceedings in Paris. As you know,
in a global world, the Conpetition Commttee of the CECD is
a very inportant function and one in which we are extrenely
pl eased our Chairman continues to take a very active
interest in.

They, too, send their appreciation and | ook
forward to reviewing the transcript that our fine court
st enographer is preparing for us.

Smal | housekeeping record. Of the record.

(Wher eupon, a short recess was taken.)

COW SSI ONER STEI GER W are now back on the
record.

And | am Conmm ssi oner Janet Steiger. It is ny

honor to preside today. | hope that you will feel free to
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interject in answering our questions or ask us sone if you
want, not that you necessarily will get an answer but you
will certainly get a hearing.

We are delighted that M. Berends is going to | ead
off for us.

He is President and CEO of Cryogenic Product
Recovery Inc. This is a conpany that recycles rubber tires
t hrough a freezing process.

Prior to joining CPR, M. Berends was the founder
and CEO of Progressive Technology in Lighting, Inc., a
conpany which grewto $15 million in revenue over 10 years.

For his work with PTL, M. Berends was honored as
M chigan's Smal| Business Person of the Year. He has al so
received the Ernst & Young Inc. Magazine-Merrill Lynch Award
for Entrepreneur of the Year, as well as the U.S. Chanber of
Commer ce- Connecticut Miutual Blue Chip Enterprise Award.

Wth that very distingui shed resune precedi ng you,
will you lead off for us, M. Berends.

MR BERENDS: Sonetines that rem nds nme of a
eul ogy.

COW SSI ONER STEI GER: You al ways want to take
t hose before you need themif you can get them

MR. BERENDS: Exactly. In reviewing the panelists
and the people that have testified before this conmttee and

those that are to cone, | feel alittle bit in awe, because
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| seemto find nyself as the only small business person that
comes before you; and | don't have the credenti al s,
probably, that some of your nore distinguished panelists and
ot her peopl e have.

COW SSI ONER STEI GER:  Let's clear the air by
saying: W don't have yours.

| never created $15 million dollars in anything.

MR. BERENDS: Thank you.

Going back just a little bit, before | go into the
prepared speech, if I nmay give you just a little bit of
background t hat goes further back.

At year 18, ny fam |y purchased a whol esal e
produce business. | dropped out of college to run that,

| at er purchased that. And then seven years and five

children later, I went back for ny coll ege degree.
Over the years, |'ve been an entrepreneur and |'ve
wor ked for large conpanies. |'ve worked for Burls

Cor poration, which today we know as UNI SYS and North
American Philips Lighting Conpany, which is also a |large
conpany.

And in between, | have had the privil ege of
wor king with sone entrepreneurial -type opportunities in
starting conpani es.

And having said that, if you will allow nme to read

the prepared statenment and, if | may, fromtine to tineg,
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make a few interjections, with your perm ssion.

COW SSI ONER STEI GER:  Del i ghted to hear anyt hing
you have to tell us, M. Berends.

MR. BERENDS: And then | would be very honored to
t ake any questions that you m ght have.

Having said all of that, M. Chairman -- it's not
"M. Chairman.” It's "Madam Chai rman" today, and |
apol ogi ze for that.

Madam Chai rman and nenbers of the Federal Trade
Conmmi ssion, ny nanme is Boyd Berends, and | am pl eased to be
here today to testify on behalf of the U S. Chanber of
Commerce. The Chanber federation represents 215, 000
busi nesses, 96 percent of which have fewer than 100
enpl oyees, 68 percent of which have fewer than 10, 3,000
state and | ocal chanbers of commerce, 1,200 trade and
pr of essi onal associ ations, and 72 Anmeri can Chanbers of
Commer ce abr oad.

Speaki ng for the Chanber, we appreciate the
opportunity to appear before this Conm ssion to comment on
antitrust issues affecting the small business in a gl obal
econony.

As you nentioned earlier today, | am President and
CEO of Cryogenic Product Recovery, Inc., a start-up conpany
| ocated in Holland, Mchigan. Contrary to what you think of

sonmetimes with cryogenic, we do not freeze bodies. Ckay?
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CPR processes rubber fromdiscarded tires using a
cryogenic or a freezing process. Through this process, the
basic tire conponents are separated. Because each of the
conmponent parts individually has a market, the entire tire
is recycled into new and useabl e products. CPRis currently
engaged in discussions with three foreign countries
regardi ng various types of supply and joint venture
possibilities.

Prior to ny involvenment with Cryogenic, | founded
a conpany that focused on the manufacture of energy
efficient lighting. Over a 10-year period, the conpany's
revenues grew to $15 mllion, with 100 enpl oyees. The
conpany marketed its product in three countries, with joint
busi ness ventures established in China, Hong Kong, Taiwan,
and in Western Europe.

Just to digress a little bit, those joint ventures
were nore of a supply side nature rather than sales and
mar keti ng. Sales and narketing were done in Canada and
Mexi co.

Si nce divesting nyself of Pro Light, or PTL
Lighting, | had the opportunity to purchase a mnority
interest in a former East German |ighting manufacturing
concern. And maybe we can tal k about that a little nore
| ater.

It is because of ny involvenent in these various
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smal | business ventures that the U S. Chanber of Conmerce
asked me to provide comments on antitrust law in a gl obal
econony. The conments bel ow refl ect my experience and
vi ewpoi nt fromthe perspective of a small business owner.
And we have to say that they may not necessarily reflect the
views of the U S. Chanber of Commerce or its nenbership.

First off is one that is very dear to all snal
busi nesses, and that's the small business access to capital.

From t he perspective of the small business owner,
one of the primary concerns in today's econony is the
avai lability of and access to capital. The small business
community faces continual difficulty securing necessary
capital to fund operations or to expand the business. This
problemis not new and, in fact, is a very recurring
di | enmra.

During the 1970's and early 1980's, snal
busi nesses were faced with the prospect of surviving during
a period of very expensive and, in many cases, hon-existent,
borrowed noney. Because of the high cost of capital during
this period, there were many small businesses that did not
survive. | know of many of those personally. But equally
i nportant, there were nany nore that never noved beyond the
concept ual stage.

Despite historical difficulties that smal

busi nesses owners face in securing adequate financing, there
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are many small business success stories to be told. Many
smal | busi nesses that were started during the period of high
interest rates have, today, grown to becone successf ul
| ar ger busi nesses.

My former conpany was one of those.

Conpani es in high-tech industries have experienced
tremendous growt h during the past two decades. O course,
we all know about M crosoft.

Conpani es which are closer to where |I reside, ny
home State of M chigan, nany of the founders of which | have
known for some years, conpanies such as Amway, Steel case,
Herman M1l er, and Haworth, are all denonstrated exanpl es of
| ar ge busi nesses that started small.

Thi s past sunmer, the White House Conference on
Smal | Busi ness reaffirmed what nany al ready believe, that
the smal|l business conmunity is the driving force of this
country's econony.

Despite this conclusion, delegates to the
conference al so agreed that the snmall busi ness owners still
face substantial obstacles in gaining access to capital. |If
you review the report that came out of the Wite House
conference on small business, you will find that access to
capital was one of the highest vote-getting itens on the
agenda.

We can only wonder, if small businesses are such a
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potent force in a national econony why these barriers still
exi st to the capital markets.

And here I"mgoing to digress just for a mnute
and put a plug in for a governnent agency that has been
very, very beneficial and hel pful to many snmall busi nesses;
and that's our SBA, or Small Business Adm nistration.

If it wasn't for that governnental agency worKking
in conjunction with financial institutions, there would be a
whol e I ot | ess success stories to be tal ked about and
printed about.

Access to the capital markets is critical if smal
busi ness owners are to be able to conpete effectively in
today's gl obal economy. The ability of small businesses to
conpete globally is dependent, in a | arge neasure, upon
their fiscal health.

Smal | busi ness enterprises depend upon capital to
fund operations, engage in research and devel opnent, bring
new products to the narket, or to quickly change directions
in response to market conditions.

Li ke all business enterprises, small business
owners depend upon a close working relationship with the
l ending institutions that serve their conmuniti es.

Over the years, ny various business concerns have
devel oped rel ati onships within our little town with four

different financial institutions. To further enhance this
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relationship, | regularly have | uncheons with
representatives fromthese institutions, nostly on a nonthly
or bi-nmonthly basis.

And it's through these neetings, the financial
institutions gain an understanding of all facets of ny
busi ness operations; they are kept abreast of the
devel opnents as they occur, both good and bad. And, in
return, | gain their respect and an appreciation of ny
busi ness needs.

And |'mreasonably certain that, on nore than one
occasion, ny relationship with these -- | say "financi al
institutions,” but | believe it's nore of a personal
relationship with the financial institutions -- have enabl ed
me to secure financing for ny business that, absent such a
rel ati onshi p, probably woul d not have occurred.

There is concern anong the small business
community that some of the nerger activity involving
financial institutions -- and we read about these, it seens
i ke, alnost daily or weekly -- may result, in sone
i nstances, in working relationships not being able to be as
close as what | currently experience.

And | think it's inportant that, throughout this
consolidation, that all aspects of governnment keep in mnd
that what we are experiencing in the consolidation and

nmerger, that in the process we, as small businesses, do not
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| ose the deliverance of financial services. And that the
needs of small businesses really remain a priority.

| mentioned earlier what cane out of the Wite
House Conference for Small Business, the part that smnal
business is playing in today's econony. And it's been
adequately researched, and the nunbers that were presented
are accurate. W can't afford not to support snal
busi ness. And, obviously, in any business, the npst
i mportant, critical thing you need is noney.

So while nmerger activity anmong financi al
institutions in the aggregate is positive -- and | nean that
sincerely; all of us in business today are | ooking how we
can i nprove bottomline costs of operations and getting rid
of excess assets, if you will, definitely aid in that
direction. So what | say here, it is a positive nove.

It does result in larger pools of capital
avai l abl e for investnent. However, the nerged institutions
shoul d be encouraged to maintain existing relationships with
t he busi ness owners in the communities that they or their
predecessor institutions serve.

The next one is really dear to ny heart, and
that's the necessity for small business to be flexible and
i nnovati ve.

Havi ng been in that situation many tines and

forced to be innovative and flexible, it's one | identify
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with very, very much

One of the nost powerful and effective resources
of the small business enterprise is its ability to adapt to
changi ng conditions. For the smaller businesses, it is
usually a matter of survival

When conpetition in a particular market becones
hei ght ened, smal| busi nesses nust react quickly, or they may
| ose market share, or even nore inportantly, they could | ose
t hei r busi ness.

An advantage of being small is the ability to nove
and to nmake decisions quickly. [In many instances, this
gives the small business an advant age over |arge
conpetitors.

The ability to adapt quickly to changi ng market
conditions allows the small business to renmain conpetitive,
and ahead of adversaries. |In fact, nost small businesses
survive, even in new conpetitive situations, sinply because
of innovation and flexibility.

And while small enployers are necessarily
i nnovative, there continues to be many good i nnovati ons
that, while inplenented by small businesses -- and here we
coul d al so say by new busi nesses -- they were conceived at
| ar ger conpani es.

And | grin alittle bit, but that's howreally I

started that |ast conpany.
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These innovations may not, for various reasons,
have been endorsed by the | arger conpany. However, the
i ndi vi dual working on the project may, follow ng a decision
agai nst inplenmentation by the |arger conpany, depart that
conpany for a smaller enployer or take the idea with himor
her and start their own conpany.

The smal | er conpany may find inplenentation of the
i dea a nuch easi er decision, turning the |arger
organi zation's concept into a successful business venture.
Smal | enpl oyers also may be nore willing to take the
necessary risks associated with bringing a new or unproven
product to narket.

Wiy is that so? W'IlIl deviate just a little bit
her e.

Usual |y the small busi ness owner has everything at
risk anyway. And so to bring a new product to market, he's
not risking a whole ot nore. \Wereas, a big conpany, by
the tinme their |lawers get | ooking at all of the
ram fications, many tines they'll wal k away and abandon an
idea that a small conpany turns into a very successfu
product .

A prime exanple of innovation involving | arge and
smal | er enpl oyees involves a fornmer business enterprise of
mne. And that was prior to starting Progressive Technol ogy

in Lighting, Inc., a business focusing on energy efficient
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lighting, I was enployed by North Anerican Philips Lighting
Conmpany. And while at North Anmerican Philips, the idea for
i npl enentation of an energy efficient |ighting product was
conceived; and |I was involved in some of the product
i npl enent ati ons that were begun.

The conpany deci ded not to pursue the opportunity,
but they allowed nme the latitude to depart and pursue the
idea on ny own. And, later, North Anmerican Philips also
becanme a very good custoner of the products that ny conpany
pr oduced.

| could deviate here and say that, today, ny
former conpany is al so supplying these products to Syl vani a,
OGsram General Electric, as well as Philips.

However, the idea may very well never have been
pursued had | not been enployed at North Anerican Philips
initially.

The sane flexibility and innovation that is
necessary to conpete effectively in the donestic marketpl ace
has simlar inportance in a global econony.

Busi nesses both large and small nust work within
the framework of increasing global conpetition; they mnust
| earn how to take advantage of opportunities created by
mar kets that open in foreign countries; or by new products
or designs introduced donmestically by foreign or donestic

conpetitors.
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However, small and | arge enpl oyers do not
necessarily face the sanme probl ens when conpeting gl obally.

Your | arger conpani es have access to capital, the
ability of large enployers to formnoteworthy joint ventures
and alliances that exceeds that of small businesses.

And not only are the alliances on a nmuch | arger
scale, but so is the capital that is available to consummte
t hose deal s.

And, yet, small businesses need access to
counterparts in foreign countries for these joint ventures
whi ch, while on a nmuch smaller scale, neverthel ess provide
products to neet the demands and t he needs of today's
mar ket pl ace. I n sonme instances, these joint ventures and
alliances are necessary sinply for the survival of the
busi ness.

And | could explain a little bit about an
interesting venture that |'ve been involved with that
i nvol ved an East Gernan conpany, conpanies in nainland
Chi na, Hong Kong, as well as in the United States.

COW SSI ONER STEI GER: Pl ease do. W' d be very
i nterested.

MR. BERENDS: Wuld you |like nme to digress here a
little bit?

COW SSI ONER STEI GER:  Yes. Pl ease.

MR. BERENDS: There's a conpany in East Germany
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that at one tine supplied 80 percent of all the lighting
products that were supplied to the Eastern Bloc countries,

i ncl udi ng Russi a.

Wien the East and West Gernman countries were
uni fi ed, obviously things changed; and where paynents before
had been nade in scrip, nowthey had to be paid in hard
currency. And, of course, the forner East German conpany --
it was not possible to get the hard currency fromits forner
cust oners.

And so that was downsi zed considerably. And just
about a year ago, we purchased a large mnority interest in
what was |eft of the conpany, sinply because they had
devel oped one of the nobst innovative, conpact, energy
efficient lanps that, in ny history, | had seen.

However, they did not have the noney to purchase
equi pnent to mass produce this product and neither did the
alliance that we had over here in the United States.

So we had to be very innovative. Now, from being
a very large conpany at one tinme, they had 50, 000 enpl oyees;
they were down to | ess than 100 enpl oyees; their cash flow,
of course, had shrunk dramatically; and we were snall
conpanies on this side of the water.

And yet the product was innovative; it had a | ot
of promise. So we had to conme up with a way to circunvent

t he probl em of not having access to a | ot of capital.
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So literally what we did was took the devel opnent
that the East Gernmans had devel oped while they were still an
East CGerman conpany, and we took the expensive
| abor - producing part of it over to a country which was --
wel |, they had | abor avail able; they wanted to put a |ot of
people to work; and the cost of that |abor was very, very
| ow conpared to Germany and the United States.

So we took the nost |abor-intensive part of that
process and we brought it over to Asia and had that part of
it developed in Asia. That part was then returned to
Europe, to East Germany, as well as to the United States
where the assenbly was acconplished and the marketing was
acconpl i shed.

Al this was done with Iimted capital but just by
bei ng i nnovative and flexible. It was a real experience
because there were a lot of cultures involved and it worked.
It really worked.

Utinmately one of the U S. partners that | had
pul | ed out because they were going to go public and they
were afraid that this was going to ness up their reporting
sheets and so forth. So it's nuch smaller than it could
have been, but it still is working, which probably ties into
some of the other things we will be tal king about.

But it was a real experience.

Getting back to our witten portion here: Snall
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busi nesses really have natural advantages when it comes to
joint ventures and alliances with foreign parties.

Wiy do | say that? Well, it's nmuch easier for
smal | enpl oyers to engage in accel erated deci si onnmaki ng.
And in nost cases, quick decisions are required to nove in
and out of such alliances.

Smal | busi nesses are al so very adaptable to

particul ar needs or cultural requisites of their partners.

The big drawback always is -- it seens to be any
way -- that the resources, the capital resources that are
necessary are in limted supply; as well as -- there are

many smal | busi nesses that do not have access to
partnershi ps that could be available to be beneficial in
formng alliances and joint ventures. And because of this,
they're not always able to take full advantage of such
opportunities.

And if and when a partner is found, quite often
t he paperwork required when entering into or operating
within an alliance or joint venture is significant, and it
could act to inpede such activity.

To achi eve greater participation and success in
smal | business alliances and joint ventures, it's possible
t he Federal Trade Comm ssion could contenplate issuance of
sinplified guidelines and sinplified regulations designed to

ease the regul atory burdens that enployers may currently
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face.

Possi bly the FTC coul d devel op "safe harbors" --
small "mni safe harbors,” if you will -- that, if net by
busi ness, woul d obviate the need for neeting filing
requi renents or other regulatory conpliance burdens.

However, any safe harbor should be designed to be
utilized to expand opportunities; and they should not be so
cunber sone that they cause delays that will only nullify any
gains that could be realized and result in |osing any
"W ndows of opportunities” that may have exi sted.

If I may digress here just a bit. Back in our
smal | town, we have established what we call "free trade
zones." And it took seven years to establish this free
trade zone. And during that time, opportunities came and
went .

If there was a way to do a small, mni safe harbor
-- or even if it was on a tenporary basis so that these
wi ndows of opportunities would not be missed, | think it
woul d be very, very beneficial to small businesses.

The third one is very interesting, the third
point: Are antitrust regulations limting factors to
strategic alliances and/or joint ventures? And we probably
should say: ...for small businesses?

It's the belief of nmany small enpl oyers that

current antitrust laws inpede their ability to form
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strategic alliances and/or joint ventures in foreign
countries.

Havi ng been involved in a nunber of these, | would
say that this inpedinent is indirect by nature.

What do | nean?

Well, for instance, one of the greatest concerns
that small business owners face is the inability to keep
abreast of the regulatory environnent in which they mnust
oper at e.

It's difficult enough for us to stay abreast just
in a local situation; but when we start |ooking at going
international and going into different countries, those
regul ations are things that are very foreign to us.

We don't know how to get ahold of current
regul ations easily and sinply to find out if they are an
i npedi ment to maki ng sonme of these joint ventures.

So that uncertainty that cones fromjust not
knowi ng fully the ram fications of certain regulations,
while they' ' re not that serious, they keep many snal
busi ness owners fromreally exploiting what they could be
doing in foreign ventures.

| personally do not believe that antitrust
regul ati ons are necessarily overly burdensonme or even too
expansive in scope. O expensive even.

The smal | busi ness person, however, will sinply
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forego an opportunity if he or she perceives potenti al
regul atory problens or conflicts.

Now, for exanple, traditional sources of
information for small business owners desiring to do
busi ness abroad, such as our industry trade associations --
and these trade associ ati ons do have gl obal contacts. They
coul d be great channels for the establishnment of business
alliances or joint ventures.

And, yet, these trade associations that | am
involved with anyway, in an effort to avoid any potenti al
conflict with federal trade regul ati ons and other regul atory
agencies -- they have opted to stay out of that area or that
arena, if you will.

The smal |l enpl oyer, faced with the know edge t hat
t hese organi zations avoid such initiatives, may sinply
decide to forego any attenpts to seek and formjoint
al I i ances.

It's possible the FTC could take the lead in prom
-- | can't even say the word -- sinplified guidelines that
could be utilized by American busi nesses when form ng
strategic alliances and joint ventures with overseas
conpetitors.

And by taking the |l ead enunciated in such
gui del ines, the FTC coul d denonstrate its commtnent to

enhancing the ability of small businesses to engage in such
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busi nesses dealing w thout fear of unknown or conplex rules.

And I'mgoing to pass on the slotting fees,
al though they are very inportant to small businesses; that's
your afternoon session. And so |I'mgoing to pass on that
and just go to summari zi ng.

In conclusion, while the small business community
has concerns with conplexities that are inherent in
conducting business in a global econony, we nonethel ess
appreciate the efforts to encourage small business
partici pation.

And we all share in the goal of enhancing the
ability of Anerican businesses to conpete effectively and,
with a mniml amount of restraint, with conpetitors at hone
and abr oad.

Speaking for the U S. Chanber now, we renain very
willing to work with the Federal Trade Conmi ssion to achieve
this goal .

And speaking fromny input as a small business
menber of the U S. Chanmber, we also, as small businesses,
woul d work very closely with the FTCif we get the
opportunity.

Thank you, madam

COW SSI ONER STEI GER: M. Berends, thank you for
a very cogent statenment with your experiences being brought

to this Conm ssion. And our particular thanks to the

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1775
Chanber. W expected nothing |less of them but they,
obvi ously, sent one of their best and brightest. And we're
grateful for that.

MR. BERENDS: | hope they heard that.

COW SSI ONER STEI GER How about if we send them a
transcript, M. Berends.

|"minterested to see whether you ever -- you have
menti oned alliances that you have forned in the smal
busi ness arena. Have you ever taken advantage of the Joint
Production Research and Devel opnent Act that allows for the
regi stration of an alliance or joint venture that is then
reviewed by DQJ, or Justice?

MR. BERENDS: |'mgoing to have to tell you that |
have not, sinply because | did not know about it.

And | think therein lies the problemw th so nany
smal | busi nesses: There are so many resources that my be
avai lable to us that, very frankly, we don't know how to
access.

| mght say, in this respect, that the Smal
Busi ness Adm nistration is now putting nany of their
of ferings on the Internet, on the Wb, and maki ng t hem
avai |l abl e through el ectronic transfer.

It may be sonething that could be very beneficial
to smal |l businesses if the Federal Trade Conm ssion were to

consi der doing sonmething simlar.
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COW SSI ONER STEI GER: W are on the net now.

MR. BERENDS: Fantastic. Now I'mgoing to | ook
for you.

COW SSI ONER STEI GER: Thanks in no small neasure
to the efforts of Comm ssioner Varney, who identified this
very rapidly after her arrival, as a significant means of
participating with those interested in what we do.

But that raises a question for us as to whether,

i ndeed, there is information nore targeted that we m ght be
abl e to provide.

And 1'Il ask Susan to nake sure that we have that
down on our |list.

M5. DeSANTI: Yeah, actually | was fascinated to
hear that you think the Internet and the Wb are very
val uabl e, potential ways of conmunicati ng.

| was wondering if you could give any ot her
suggestions about what the best ways you think are to
conmuni cate with small busi nesses?

COW SSI ONER STEICGER:  Let ne add to that. | was
interested in your comment that your normal channels of
assi stance, nanely industry trade associations, do in order
to avoid potential conflict with the antitrust [aws sinply
not get into the joint venture alliances.

Is this, in your opinion, because they reasonably

fear assisting cooperation between conpeting entities could
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run afoul of the antitrust agencies?

O is it sinmply that they don't provide any
information at all which each independent entity in the
associ ation coul d use?

MR. BERENDS: Probably the forner. 1In trade
organi zations, as in nost businesses, especially as you get
|arger, legalities play a very inportant role in what you
choose and what you choose not to do.

And if there's potential problens or conflicts,
it's sonetines a whole |lot easier just to do nothing. And
this is where | really feel that the trade association that
I"minvolved with personally have chosen to probably stay
away froma potential problem

To your question: Wat is the best way to
comuni cate? Being involved in the U S. Chanber of
Commerce, state and | ocal chanbers of conmerce, | would say
those three entities probably reach al nost every small
business in the United States.

And that m ght be an area that you m ght wish to
take a long, hard | ook at as far as communi cating and bei ng
nore beneficial in dissemnating information to small
busi nesses.

COW SSI ONER STEI GER:  Can you tell us, from your
experience, you nention a safe harbor or a guideline for

smal | busi nesses interested in joint venturing.
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MR. BERENDS: Ri ght.

COW SSI ONER STEI GER:  Can you tell us what
el enents you think cause the nbst uncertainty? |n other
words, if there were sone sort of statenent, what el enents
of uncertainty should it address?

MR. BERENDS: Can you be just a little nore
hel pful on that one? |1'mnot quite going in the sane
direction, | don't think.

COW SSI ONER STEIGER: | f you were | ooking for
gui delines for joint ventures or alliances as a snal
busi ness entrepreneur, what kind of guidance would you be
seeki ng?

MR. BERENDS: The guidance that would tell ne what
| should be aware of not doing.

| nadvertently, in sonme of these alliance and joint
ventures that 1've been involved in, not knowi ng what the
regul ations really are, |1've nmade sone blunders; we've had
to back up and correct those.

| don't know if there's a sinplified way of
putting out a very sinple panphlet that would say: Don't do
this. You know, it's very easy and, of course, the
regul ations are quite thick on what you can do and how you
shoul d do things.

But it would probably be very helpful if we had a

very sinplified list to |look at that says: Don't do this.
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COW SSI ONER STEI GER:  Extrenely useful.

Debra, does that raise a question for you?

M5. VALENTINE: Only one related question to that,
because | think this is really the area where we can hel p.

The act that Comm ssioner Steiger referred to
before, this National Cooperative Research and Production
Act, provides if you do file and your filing is accepted by
the FTC and Justice that should a conpetitor sue you, you
woul d not be subject to what antitrust law calls treble
damages, three tines.

Now, are you worried al so about people who are not
included in your alliance or joint venture suing you? |Is
this ever a concern? O you' re nore concerned about
knowi ng, no, we should not discuss price; yes, we nay engage
in joint research?

MR. BERENDS: Probably. | don't read too nuch
about that, especially in the lighting industry. | had a
cl ose enough relationship with the | arge conpanies that hold
nost of the patents that | was aware of what was avail abl e
and what wasn't.

Wien we did have a difference of opinion, we could
usually sort it out. So | don't knowthat I'mqualified to
respond to that question.

COW SSI ONER STEI GER:  Extrenely hel pful.

Susan?
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M chael , anything el se?

MR. ANTALICS: Yeah. | just have one question on
an earlier point that you made with respect to access to
capi tal

Do you foresee problens down the road in dealing
with the larger institutions because of a phil osophical or
strategic decision that they m ght make in not wanting to
t ake that kind of risk?

O do you think it's nore a question of, they'd
like to serve the smaller business nman; but perhaps they're
just not as adaptabl e because of the size?

MR. BERENDS: Probably yes to all of your
guesti ons.

In fairness to the larger institutions, they are
faced with sonme pretty tough regulatory regulations as to
what the criteria is for whomthey can |l end to and | oan
noney to. And, by and large, the snmall business just
doesn't have the assets that will support the funds that
t hey need.

And if you renove the local elenent, if you will,
of the financial institutions, a lot of tinmes funds that
woul d be avail abl e because that cl ose personal relationship
has been renoved, it could be a problem In sone cases, it
has been a probl em

But | don't think it's insurnountable. | think
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that if the larger institutions, the financial institutions,
realize just what an inportant place small business has in
t he econony of this country and if they devel op the proper
resources to working with small business, not only will they
benefit but so will this whole country and our econony in
t he process.

Does that answer it a little bit?

MR ANTALICS: Yeah, | think it does.

COW SSI ONER STEI GER: Ti m anyt hi ng?

MR. DEYAK: Just one brief question if we could
get back to the uncertainty issue.

| think what you said is that there is a | ot of
uncertainty about what the rules and regul ati ons m ght be
and so actions m ght not have been taken.

Are there situations where you may have been
uncertain about what to do, took an action, and then found
that it was against certain regulations and then where you
t hought that the application of the regulation was incorrect
or it shouldn't apply or that it should be changed?

MR BERENDS: We've run into that. And -- | hate
to admt this in front of this Conmm ssion, but in nost cases
we just ignore it and hope we don't get caught.

And then, basically what you do is you try and go
back and rectify the problemw t hout maeking too many peopl e

aware of it.
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Smal | business flexibility and innovati on.

COW SSI ONER STEI GER: |' m havi ng sonebody run
right out and see whether nmy status here allows nme to grant
conditional imunity.

| think the answer is probably no.

We thank you nost sincerely.

MR. BERENDS: Thank you nuch very nuch for
allowing me to cone, and it's been a good experience for ne,
t 0o.

COW SSI ONER STEIGER Well, | think we have
| earned. That's the inportant part as far as we're
concer ned.

We have been renmiss in not introducing the folks
t hrowi ng questions at you, M. Berends and our panel. Let
me do so now.

A Seni or Antitrust Econom st, Ti m Deyak.

A Senior -- they're both, in spite of their youth
-- Litigator in Antitrust, Attorney Mke Antalics.

Susan DeSanti is the Director of the Policy
Pl anning office. Her Deputy is Debra Valentine. And they
are the fol ks responsible for organizing this hearing and
coercing you all into comi ng here and eventual ly, of course,
witing "the" report, which we hope they stay well to do.

But thank you, M. Berends.

MR. BERENDS: Thank you.
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COW SSI ONER STEIGER:  And if you can stay with
us, we're delighted to have you.

Qur next speaker is Calvin Knowton. He's
President of the Anmerican Pharmaceutical Association.

Dr. Knowl ton has been a conmunity pharmaci st for
nore than 20 years. His office-style pharnmacy is |located in
Lunberton, New Jersey. He has a team of 7 pharnmacists, one
dietician, and nore than 20 support personnel throughout the
comunity.

Dr. Knowlton is also an Associ ate Professor of
Pharmacy at the Phil adel phia Col | ege of Pharnmacy and
Sci ence, where he has taught courses in entrepreneurship,
pharmacy adm ni stration, and health care ethics.

And, Doctor, we are extrenely pleased that you
gi ve us your valuable time this norning.

MR. KNOALTON: Thank you for the opportunity to
appear before the Comm ssioners.

Good norning. Again ny name is Calvin Know ton
representing the Anerican Pharmaceutical Association, which
is the National Professional Society of Pharnmacists. CQur
menbership is about 47- to 48,000 pharmacists out of a total
pool in the country of about 160,000 pharmacists.

And our pharmacists work in all types of
pharmaci es: comunity, independent, free-standing

comunity, chain community, hospital, HMOs, mail order.
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About one-third of our menbers are made up of pharnacy
owners and enpl oyees of snall businesses, all of whom are
struggling to neet the chall enges of conpetition and
i nnovation, which are the subjects of the hearing today.

As you have nentioned, | am an Associ ate Professor
of Pharmacy and chair the Departnment of Pharnacy at
Phi | adel phi a Col | ege of Pharnmacy & Science. And | am al so
on the board of trustees for APhA and am representi ng APhA
as President this year.

But the reason that | really wanted to cone here
this nmorni ng was because of ny standing as a conmunity
phar maci st owner for the past 22, 23 years.

And the fact that, as of the 18th of this nonth, |
will no | onger have nost of that pharmacy because | am
transferring the prescription files for over 8,000 patients
to a chain right around the corner fromme after |osing
about $15,000 a nonth for the past several nonths, actually
dati ng back to March

And this was a very painful decision for ne
personal Iy and, obviously, for the staff, to whom| have
gi ven noti ce.

W will continue to provide sone services in our
pharmacy to nursing hone patients and hospice patients and
sel ected chroni c di sease nanagenent prograns that we have.

But it's difficult, after being a full-service, regular
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prescription pharmacy for a nunber of years that we can no
| onger afford to do so.

At the college, as | nentioned, |I'ma professor
there. And for the past 15 years, | have taught courses in
entrepreneurship. And this senester | did not offer the
course. | wusually had 30 students per senester, 35.
can't teach it in good faith. And over the past 10 years,
|'"ve also trained residents in pharmacy, which is a
year-1ong program post graduate. And ny residency was in
patient-oriented cormmunity pharnacy practice and taught them
all howto start patient-oriented pharnacy practices.

And each of the residents that | trained now
operates a full-standi ng pharnacy business in the greater
Phi | adel phia area that's focused on hel ping peopl e make the
best use of their nedications.

And this year | stopped the residency program al so
at the school. Al of ny residents are in a financial
crisis right now They have joined the entire conmunity
pharmacy segment of the pharmacy profession in a precipitous
fiscal decline that's occurred in the year 1995.

These issues, these foundational, core survival
i ssues for |ocal pharmacists, precisely capture the tension
| think -- or | hope -- that the hearing is about today.

Wil e nyself, and other patient-focused

phar maci sts, stand poised to provide innovati ve,
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val ued- added services that enrich the marketplace in sone
30, 000 free-standi ng pharmacies in the country, the current
| opsi ded and di storted market place in pharmacy does not
all ow any optimsmfor survival of comunity pharnacists.

The problem frankly, is sinple. It's an
ol i gopsony, which neans it's a nmarket that's controlled by
t he few buyers of pharmacy services and that has really
focused in the year 1995.

These few buyers are a fewthird-party
prescription card conpanies that control, unilaterally, the
rei nmbursenent of upwards to half of the nmarketplace in
United States in prescription nedicines and, in sone
communities |ike mne, up to about 75 percent.

This is just FYl, the prescription card conpanies
that we're tal king about are al so known as "Pharmacy Benefit
Managenent " conpanies. And they are the cards that nany
people in this room probably have in their pocket that
they' Il use when the go into a pharnmacy.

And these cards are, even though it's kind of |ike
a Visa card, it may list a nunber of different banks, it's
still a Visa card. And these cards are owned by a few
conpani es that are very, very large. And they basically
control the price of everything electronically and al so
control the -- or also influence the manufacturers -- the

pharmaceuti cal manufacturers, too. So they control the
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price to us, and they control the price to the
manuf act urers.

This is not isolated to the Eastern United States.
According to the May 8th issue of Forbes nagazi ne:

"The growi ng power of these plans to dictate the
price of prescription drugs has sl ashed retail pharmacy
gross margins to 25 percent, from 35 percent in 1989" --
and, indeed, from 35 percent over the |ast 2-1/2 decades.
That, according to Forbes, "is $5.5 billion carved right out
of the operating profits” of community pharmaci sts.

An APhA Trustee polled her associates in Virginia
this week and found that, even pharmacies with the ability
to earn significant whol esal e di scounts, have gross nmargins
in 1995 that are now down to 22 percent. So fromthe Forbes
article of 25 percent, we're now showi ng 22. And |'ve
brought with me information -- if you're interested, and 1'd
be happy to pass it around; | didn't include it -- but just
stuff from 11-2-95 from our practice which would show you
fromone of the large plans that we are now down with that
plan to a "take it or leave it" operating margin of 7 to 11
per cent .

Most galling is the fact that small business
pharmaci sts are not allowed to negotiate collectively --
that is, fromany position at all, not even a position of

roughly equal power -- with the oligopsonist, the
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third-party plans.

Only | arge pharmacy chai ns have been legally free
and econom cally powerful enough to just say no to what they
call substandard PBM contracts. And even the chains are
hurting today with this.

Federal antitrust policy |eaves small businesses
vul nerable to the PBMs that cut deals with the enpl oyers and
then i nform patients and pharnmaci sts of their decision on a
"take it or leave it" basis.

In the past, the FTC has been an ally of the
Anmeri can Pharmaceuti cal Association nenbers on sone of the
nost inportant issues affecting the pharnmaceuti cal
mar ket pl ace.

For exanpl e, when APhA chanpi oned t he use of
generic products over a 20-year period, FTC proved a
powerful ally in weighing in with its reports on barriers to
generic drug use.

More recently, FTC has attenpted to rein in
Phar macy Benefit Managenment firms, PBMs, which too often
seemto serve as an unregul ated marketi ng arm of several
| ar ge pharmaceutical conpani es.

As you may or may not know, nany of the |argest
PBVMs in the country that we're tal king about are actually
now owned by pharnmaceutical manufacturers.

Because of this past and because smal| business
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peopl e are entrepreneurs at heart, pharmaci sts understand
and appreciate the Comm ssion's dedication to free and fair
conpetition. And what | would sincerely like to convey to
t he Comm ssioners today is just how far fromfair and free
conpetition the narketplace has strayed and how i nportant it
is for the FTCto weigh in on the side of small pharmacy
busi nesses.

In brief, Anmerica's pharmacists are seeking the
following help fromthe Comm ssion:

1. FTC should undertake a study of the changing
prescription drug nmarketplace to understand the role the
Commi ssion is inadvertently, I'msure, playing in
facilitating the dem se of the snmall community pharmnmacy
busi nesses.

2. FTC shoul d exercise greater discretion in
determ ning whether to prosecute those few pharnaci sts who
join together to attenpt to refuse inadequate rei nmbursenent
offered by third-party health care payers, which are rapidly
consolidating into congl onerates of unprecedented scal e and
indifference to our |ocal conmunities.

3. FTC shoul d support efforts in Congress to
anend the antitrust laws that will permt pharnmaci sts and
ot her health care professionals to form provider service
networks to argue over and agai nst these ol igopsonists.

3. FTC should no longer permt manufacturers to
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mai ntai n drug product pricing structures that discrimnate
in the wholesale prices offered to different, quote,
"Classes of Trade," without regard to perfornmance of
i ndi vi dual nenbers of the class.

Just to explain what | nean by that, if | am an

HMO, | can buy an inhaler that soneone nay use for asthm
for $12; and the community pharnmacist -- my comunity
pharmacy and others -- buy it fromthe same conpany -- from

t he sane whol esal er at usually around $24. So the HMOs and
the other classes of trade beyond the retail class of trade
are able to buy things and then they' re out conpeting with
us in the marketplace, which is, obviously, a distortion in
our perspective.

So | will elaborate on sone of these as | go
al ong.

Survey the marketplace. W would hope that FTC is
an inportant player in the pharmaceutical narketplace by
virtue of its actions to regul ate Pharmacy Benefit
Managenent firms, particularly those owned by the drug
manuf acturers, its acqui escence to nanufacturer C ass of
Trade pricing distinctions and its lawsuits to break up
phar macy negoti ati ng groups.

Smal | pharmacy busi nesses believe that the FTC
nmust gain a better understanding of the grow ng dom nation

of this market by the third-party purchasers and the reality
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that these payers are w ping out snmall pharnmacy busi nesses.

This hearing is a good start. But FTC should
undertake a major study of the changes occurring in the
market. On the scale of the FTC s influential and
ground- breaki ng study of the generic drug nmarket.

Consi der the evidence of this radical
transformati on of the prescription drug nmarketplace: Fully
55 percent of out-patient prescription drugs are now paid by
third parties.

This is nore than twi ce the market share held by
third parties just 10 years ago. Reliable projections place
over 90 percent of this market firmy in the control of
third-party payers by the end of the decade. And nost of
those are now transferring into the PBMs, or the three --
the ol igopsonists, as we call them

But just as inportant as the power accrued by
t hese payers by virtue of their market share is how they use
their power and for what purpose. | would like to offer
sonme evidence that will pernmit the Comm ssion to distinguish
bet ween actions of powerful players that appear to create
efficiencies and the innovative activities of small pharmacy
busi nesses that actually inprove efficiency, health care,
and create value in the marketpl ace.

Pharmacy | nnovation in Drug Therapy Managenent:

will begin with a description of the need in our
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conmuni ties.

Ameri cans have, for sone tinme, been suffering from
an epidem c of failed drug therapy. Nunerous peer-revi ewed
studi es over the past 20 years have estinated that between 3
and 25 percent of hospitalizations each year result from
medi cati on m sadventuring or drug therapy that went awy.
And this has to do with preventabl e adverse drug affects and
pati ent non-adherence or non-conpliance.

Several years ago a group of physician experts
enpanel ed by the Rand Corporation identified drug therapy,
norbidity and nortality as one of the top five greatest and
nost preventabl e nmal adies afflicting ol der Anericans, right
after major killers |Iike congestive heart failure, cancer,
hypertensi on, and pneunoni a.

Year after year, m smanaged drug therapy is the
nost conmon category of mal practice litigation against

physicians. In July a study published in the Journal of the

Anerican Medical Association reveal ed that the | eadi ng cause

of medical injury in the hospital setting was the use of
drugs.

The npbst common cause of these errors was
prescribing errors that appeared to be due to deficiencies
of know edge of the drug and how it should be used. O her
scientists have determ ned that each adverse drug event

added about $2,000 to the cost of hospitalization, excluding
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the mal practice costs.
And just last nonth, in the beginning of Cctober,

a study that was published in the Archives of Internal

Medi ci ne, by Lyle Bootman and their group from Arizona,
estimated that the drug-related problens in the anbul atory,
or the out-patient, population cost the nation $77 billion
| ast year and over 100,000 |i ves.

Consi der that in the perspective of, we spent | ast
year, if you think of a health care pie that's about the
size of atrillion dollars, the pie -- give or take a few
billion here and there -- we spent $75 billion on drugs.
And what the Bootnan study showed is that we spent anot her
$77 billion on cleaning up the problens associated with
those drugs. And nost of it was preventable
hospitalizations, office encounters, and energency room
visits.

There's sonething wong with that picture: $1
causi ng $1 of problem

These figures exclude the cost of drug
m sadventures occurring in the hospital, the Bootman figures
do, and the indirect costs due to worker absenteei sm and
| ost productivity. Even so, for every dollar spent to
pur chase drugs, Americans spent another dollar to clean up
t he probl ens.

Phar maci sts and pharmacy faculty in the 75 school s
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of pharmacy in this country are undergoi ng a profession-w de
re-engi neering that started in 1989 to reposition the entire
prof essi on of pharnmacy to serve as nenbers of the health
care teamthat truly manage health care and intervene in
t hese i ssues.

And we have a nane for it. |It's called:
Pharmaceutical Care. And the entire professionis in a
maj or transformation, the third of its kind in the 300-year
hi story of being here in Arerica. The first one was
hypot hecaries. Then we becanme conpounders. Then we becane
di spensers or distributors. And now we're noving into the
pharmmaceutical care era where our focus is on outconmes and
optim zing the use of therapy for patients.

Phar maci sts have proven over and over in studies
publ i shed in the peer review literature that the one-on-one
time that we spend with our patients produces better
outcones at | ower costs.

| have appended to this testinony, on the |ast
page, a sumary of several studies illustrating the val ue of
pharmaceutical care. But let me sunmarize these studies by
stressing that I amnot tal king about giving patients a
pi ece of paper about the drug that they just bought or
initiating a quick conputerized scan of past drug purchases
to identify obvious medication errors.

And | know this is difficult, perhaps, a stretch,
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or a reach, for those of you who nmay be in the Beltway; but
this is not way the entire country is here, and
pharmaceutical care is catching on in many, nmany parts of
the country. And pharmacists are re-engineering their
sites, their systens, and what they do. And you nay or nay
not be seeing here yet, but it's out there, and it's
catching on nicely. Qur goal is to help 45,000 pharnacists
re-engi neer to provi de pharmaceutical care by the year 1998,
which is a third of the practitioners.

Let ne skip down to the center of this page.

So we're not tal king about giving a piece of paper
about the drug or a conputerized record. And that's the
standard | evel of service that our society will receive if
the industry continues the way it is now That is being
taken over by the nmail order and centralized PBMs.

Yet, neither a piece of paper nor a software
program can identify untreated hypertension. Neither a
pi ece of paper nor a software program can provi de one-on-one
personal hel p and understandi ng the benefits of proper
conpliance with instructions for use in the medicine and the
risks involved in inproper use. Neither a piece of paper
nor a software programcan call the patient to ascertain how
he or she is doing with their new antibiotic or their new
nmedi cation. Neither a piece of paper nor a software program

can check a diabetic person's blood sugar, review an elderly
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person's entire drug reginen, teach an asthnma patient how
and when to use their inhaler or call a patient's physician.

Phar maci sts and comrunity pharnaci es can and
i ncreasingly do these things.

A i gopsony versus Innovation. This brings nme to
two questions. And | would remark that | didn't see Boyd's
testinmony before m ne about this innovation thing; but what
solutions do the big health care internediari es and payers
offer to these drug therapy problens? 1It's an atrocious
problemin our country. Do the oligopsonists recognize the
val ue pharnmaci sts add to the market?

In May, the Blue Cross/Blue Shield Association
described how it had recently saved the Federal Enpl oyees
Heal th Benefit Program sonme $327 million in drug benefit
costs. Did they acconplish this by working with pharnacists
or payi ng pharnmaci sts to neet one-on-one with chronically
ill enrollees to manage hypertension or diabetes, catching
dosage errors, and reconmend m ssing drug therapy? No.

Si xty percent of those savings, about $200

mllion, cane fromwhat they call phar macy di scounts, "
which sinply is a euphem smthat neans they took the noney
fromreduced rei nbursenment to pharnacists. Payers this
| arge (gesturing) can control the marketplace and dictate
paynent rates electronically to snmall pharnacy busi nesses.

| don't know if you understand; but what happens
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is when you go into a pharmacy with one of those cards, it
gets processed in the conmputer and electronically it goes
sonmewhere -- Arizona or somewhere -- and conmes back within 8
seconds, it's supposed to, and tells you what they're going
to pay you for it. It tells the pharmacist: This is what
we're going to pay you for this. You can't negotiate with a
conputer. And then it triggers the production of a |abel
receipt for the patient that will identify a $5 copay or
whatever it mght be for that particular patient. It's
el ectronically controll ed.

The pharmacy | eaders would |ike to speak out for a
united refusal by pharnacists of these inadequate paynent
prograns but are not permtted by antitrust |aws to organi ze
such a canpai gn. Payers |ike Blue Cross/Blue Shield are
t aki ng advantage of their clout to engineer a
di sproportionate hit on small pharmacy busi nesses.

Phar maci sts account for less than a third of the
cost of the average prescription but bore the burden of
nearly two-thirds of the cost cutting acconplished by Bl ue
Cross/Blue Shield, the |argest federal insurer.

By way of conparison, the Blues got 21 percent of
their drug benefit saving by tapping the pharnaceuti cal
manuf acturers for price discounts, even though the
manuf act urers accounted for over 70 percent of the cost of

the prescription.

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1798

Most inportant, Blue Cross/Blue Shield and the
federal admi nistrators overl ooked the potential of
addressing their enrollees' costly drug rel ated probl ens,
myopi cal Iy focusing on squeezing a few nore pennies fromthe
phar maci sts' slim margins.

Nor is this a strategy restricted to the past.

The bi g payers keep focusing on grinding down pharmacy
paynents rat her than on nmanagi ng and i nprovi ng care.

This week, we |earned that Blue Cross/Blue Shield
i npl enented a new federal drug benefit program This schene
will charge retirees, who account for two-thirds of the drug
paynents, a 20 percent co-paynent on any prescription they
fill in a conmunity pharmacy. There will be no co-paynent
if the prescriptionis filled by a nail order service, who
--as | nmention -- with the class of trade differential can
buy the thing at much, nuch | ess than can the conmunity
phar macy.

Qobviously, a large nunber of retirees are going to
shift to mail order and away fromtheir conmunity pharmacy.
This will hurt pharmacy, but it will also hurt those elderly
retirees who get a piece of paper in the mail to replace the
| ost professional services of a pharmacist.

APhA recently discovered that another |arge PBM
with which FTC has nore than a passi ng acquai ntance, PCS

has entered into a contract with AARP under which retiree
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menbers will be given a card that entitles themto deep
di scounts at the community pharmacy. This card does not
confer on the AARP nenber any insurance coverage for
prescription drugs. Instead, the card will be useable in
any pharmacy included in the network of pharnaci sts which
have agreed to accept a contract with PCS. It will entitle
t he consumer to conmputerized scanning of their recent
purchases. W don't know what it will entitle PCS to
receive.

Phar maci sts who refuse to contract will |ose the
busi ness of these cash-paying retirees. Either way,
pharmaci sts will see their already tiny margins further
erode. As a practical matter, this payer is practicing
price fixing.

But once again, antitrust |aws apply only to the
phar maci st | eaders who would |i ke urge pharmacists to reject
or at least be able to negotiate sonme of these contracts.

What can FTC do and, we woul d think, should do?
|'"ve taken a few mnutes to describe the respective
contributions of pharmacists and payers to a solution for
drug mi sadventuring -- that's a major problemin our society
-- because FTC is a consuner protection agency. FTC should
be as well schooled in the services provided by pharnmacists
as it is in the pricing and distribution of drug products

t hrough phar naci es.
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| f Conmmi ssioners view pharnmaci sts as just one nore
nmet hod for distributing costly conmodities, the Conm ssion
may wel cone the market confrontations between tiny conmunity
pharmaci es and gigantic nmail order houses and third-party
payers as a way of ensuring nore efficient distribution of
drug products.

FTC should not follow payers into an intellectua
blind alley in which prescription drugs can only be seen as
costly commodities and pharnacists as costly distributors of
t hese commoditi es.

This is the dom nant view of today's oligopsonists
who are blind to innovation by snmall pharnacy busi ness.

Their lack of vision is driving value out of the narketpl ace
and driving people into the hospital energency roons.

APhA woul d ask the Commi ssioners to consider that
t he pharmaceutical market is already heavily weighted in
favor of the purchaser and that the purchasers are doing
little or nothing to create efficiency or value in the
mar ket pl ace.

We ask for certain FTC policies to be reeval uated
-- we kind of plead for it -- to help redress this
i mbal ance.

First, we urge the Conmm ssion to undertake a
serious study of the oligopsonistic nmarketplace in which

t oday's pharnaci sts are seeking to practice innovative
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pharmaceutical care and reevaluate the antitrust |aws and
their enforcenment, in light of the findings of this study.

Second, before the Commi ssion initiates any
further antitrust action agai nst anot her pharnacy
associ ation, Commi ssioners should reflect on the inmpact FTC
has when it enters such a marketplace and prevents
pharmaci sts from undertaki ng concerted action to refuse to
accept inadequate paynents. Under the prevailing market
ci rcunstances, intentionally or not, FTCis acting as an
acconplice pinning pharmaci sts' arns behind their backs
while third-party heavywei ghts pound away in a frontal
assaul t.

Third, we ask that the FTC support changes to
federal | aw now pendi ng i n Congress which woul d grant
l[imted antitrust protection to pharmacists who form
networks for the purpose of negotiating with these | arge
private payers that accept risk for Medicare enroll ees.
Simlar policies should be adopted in the private sector.

Fourth, APhA is asking the Comm ssion to
reevaluate its policy that accepts C ass of Trade price
differentials without |ooking below the surface. Too often,
di scounts are provided to all nenbers of a O ass of Trade
wi thout regard to the individual purchaser's specific
performance in noving nmarket share, in purchasing in vol une,

i n generating physician or consuner brand |loyalty, or in any
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way earning the discount.

Smal | Pharmacy busi nesses can accept the fact that
t hey must earn whol esale pricing discounts; but it is
unaccept abl e that others can gain access to these prices
sinply by virtue of being -- fill in the blank, an HMO or
hospital or mail order -- and the rest of us are stuck in
this thing that we call this "Retail" C ass of Trade.
Equal |y di stasteful to pharmacists are the oligopsonists
contracts that divert manufacturing di scounts away fromthe
phar macy.

And | did bring sonme of these things to show you
that we're just not making this up. | nmean this is the
brand new contract from PCS that every pharmacy in the
country nmust sign by the 15th of Novenber. And it says in
here: "PCS shall have the right to submt all prescriptions
related to this agreenment to manufacturers in connection
wi th PCS manufacturer rebate prograns or any simlar
progranms. Providers shall not be able to submit any of the
prescriptions relating to this agreenent to any manufacturer
for the purpose of receiving any rebate, discount, or the
i ke except as authorized by PCS in witing."

| al so brought in copies of the PCS and Paid
contracts, two of these real heavyweights, just to show you
again that you cannot talk to these people. This contract

says right here before you sign it -- and | would be happy

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1803
to pass these around if you want to see them-- that you
are, by sinply signing below, the provider -- it says that
you've read it and so forth and that you agree to it, quote,
"...w thout any nodification, deletion, or additions of any
such agreenents.” So they don't want to hear fromyou. You
can't call themup and say: Let's talk about this.

The one from Paid Prescriptions is equally odious.
It says in this one -- this is Paid Prescriptions, which is
anot her one of the large PBMs. The one sentence says:

"This letter of agreenent may be executed by one pharnacy
for itself or by a conpany of chain pharmaci es on behal f of
t he chai n pharnmaci es under the sane ownership,” but it can
only be -- | can't get together with anybody and tal k about
t hi ngs.

America' s small business pharmaci sts believe that
the cunul ative inpact of aggressive tactics of payers, the
FTC s prohibition against collective action by pharnacists
to refuse further paynent reductions, and FTC s acqui escence
to Class of Trade price discrimnation is the reason that
| ast year over 1200 nei ghbor hood pharnaci es cl osed, unable
to survive; and this year, 1995, over double that anount
have al ready closed in 1995.

We are asking the Comm ssioners to answer this
guestion: If the net effect of FTC s current ordering of

its priorities is to reinforce oligopsony and the deci mation
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of the ranks of Anmerica's nost accessible health care
prof essi onal, exactly what advantages will FTC have secured
for the public?

Far fromrepresenting a step forward on the road
to a nore efficient marketplace, each tinme one of those
community pharnmacies closes its door, that comrunity | ost
readi |y accessible infrastructure and professional service
proven to inprove quality and save noney and |ives.

Time is not on the side of small pharmacy
busi nesses. W are asking FTC to be part of the solution
before it is too |ate.

Thank you for your consideration and listening to
this somewhat enotive pl ea.

COW SSI ONER STEI GER: Wl |, Doctor, it sounded
very well reasoned to ne; and it |ooks |ike an awful |ot of
effort went into conpressing information into the tinme frane
that you were all owed here. There were sonme very
substantial points fromyour perspective, and we are
grateful for them

| wanted to start with a couple of questions, and
| see ny coll eagues up here are chonping at the bit to join
in, soif you will bear with us patiently, you have raised
i ssues that interest us greatly.

Coul d you go back to the provider service network

point and tell me what barriers, fromyour perspective,
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there are to provider service networks and what you nean by
sonme relaxation to allow expansion. | amnot clear on that
poi nt .

MR KNOALTON: What we would |ike to see occur is
the ability for providers, whether it's the Epic group in
Virginia or other groups in the country of pharnacists
providers to able to get together, regionally or sone way,
and to at least sit down to the table with the PBMs and
negoti ate some of our fees. And that's, pure and sinple,
what we would |ike to have occur.

We have not been permitted to do that by |aw, and
we have exanpl es of places in the country where the FTC has
come in and broken that up, | guess before it got started
real ly.

But the provider networks would be just that,
wher e pharnmaci sts woul d be able to get together and dial ogue
back and forth and negotiate with sonme of these powerful
PBMs.

It was different when there were so many buyers of
phar maci sts' services. You know you had cash patients, and
t hen you had, oh, a nunber of third-party plans and
different things. And now, since it's been coll apsed into
just a few that control over half of the marketplace, it's
really pressed upon us.

In years past, we did a dastardly thing in health

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1806
care -- and pharnmacy did it just |ike everyone else -- it
was that thing called "cost shifting." And so we would
accept the low fee froma snall conpany |like a PCS or Paid a
year ago, which only controlled a very, very -- a single
digit anmount of the marketplace -- and we woul d cost shift
it. Right or wongly, we would cost shift it to our
patients that paid cash so that your nargi ns woul d stay
around the operating margi n you needed to pay your enployees
and your taxes and all, which is about 30 percent for
comuni ty pharnaci es.

And now that inability, obviously, as they've
grown and grown, is not there. So we are appealing for sone
redress, sone way to sit down with people to negotiate a
price. And the provider service network is what we have the
nmost current jargon, | guess, of those things that are out
t here.

COW SSI ONER STEI GER: You envision that such a
network woul d i nvol ve sone form of shared financial risk by
its menbers?

O are you tal king sinply about independent
conpetitors being able to negotiate?

MR. KNOALTON: It could actually be either way.
nmean, it could be a shared risk type of arrangenent.

My sense is what it would really be, probably, is

a performance-based arrangenent so that if pharnmacies in
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X Group can produce a certain performnce on persons wth
asthma -- you know, that, because they're taking their
nmedi cine right, they're on the right stuff, they know how to
use it properly and all that -- in fact, one of the papers
that | quoted in the appendi x gives reference to one of the
studi es where that just did occur in the beginning of this
year.

So performance- based network based on health
outcones is really where we're trying to go with this. W
would Iike to be in an integrated systemthat's going to be
there. W would like to be able to set up sone
per f or mance- based networks, or provider service networks, |
guess you would call them using performance as the
i ndi cator.

So it may be capitation; it may be shared risk; it
may be perfornmance, whatever

COW SSI ONER STEI GER:  May | pursue that just a
little further?

In trying to envision a perfornance-based or
out cone- based network, given the very |arge range of
prescription nedi cations, how woul d you see a performance --
realizing that this is a newidea -- but how would you see a
per f or mance- based network?

Wuld it cover all of the major prescription
cat egories?
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MR. KNOALTON: Most of the people that are working
in that arena now are working with diseases that are the big
hitters, shall we say, you know, the ones that are causing
t he nost anobunt of absenteeismat work or going to work and
only working at half speed, you know, being non-productive
and/or hospitalizations. And so it seens to be driven by
t he marketplace, the insurers and others, who would like to
attack these large problens first.

Whet her it would work on the young child that has
a hot ear infection, you know, |I'mnot sure. That's not at
| east where the large dollars seemto be. So it would
probably be nore di sease managenent or di sease specific.

COW SSI ONER STEI GER: One nore question for ne,
and then I will |et our experts pursue their avenues of
i nterest.

The issue of classes of trade, | think one exanple
you gave was that an HMO m ght be provided an inhal ant,
asthma treatnment, for $12; a small independent m ght pay
$24.

You |l ater say that you believe that there are
di scounts being given without regard to volune, growi ng a
brand, if you will, or other perfornance.

In that exanple, do you think that volune had no
affect on the particular price of that device?

MR. KNOALTON: Yeah, that's right. There will be
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-- there are volunme discounts and perfornmance di scounts on
bot h si des.

So the $24 inhaler -- and | don't nmean to pick on
i nhal ers -- but the $24 inhaler and the $12 inhaler both
woul d then have taken fromthat a vol unme and performance
di scount; so if you bought nore, you may get a couple cents
off; if you would pay your bill ahead of tinme or a
concurrent paynent, you would get a couple cents off. So
that woul d apply to both.

The issue is the base price, the 24 versus the 12.
And it's independent of volune. |It's only dependent on a
cl ass of trade.

| have sone friends, for exanple, that have
pharmaci es that are what we call "close shop." | mean
pharmaci sts will al so take advantage of this because, you
know, they are trying to conpete, desperately.

So they will have pharnaci es that do not have any
patients wal king in off of the street. They are not, quote,
a "retail"™ or "open pharmacy." They just provide services,
for exanple, to a nursing hone. And that's what we call
"cl ose shop"” pharmacy. And they will buy the medicine for
the $12, and | will be up the street buying it for the $24
and even though we both do the same vol une.

So it's independent of volune. |It's dependent

upon the class of trade, which has really been distorted.
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There was a good reason for it a long tinme ago, because we
want ed non-profits to get good prices and things, you know,
because they're religious hospitals and stuff.

COW SSI ONER STEI GER:  You're very patient.

Now who wants to start?

| think M chael perhaps.

MR. ANTALICS: Let nme just ask you, on the
guestion of cooperative buying, do you envision any
[imtations on the size of these groups or market power?

|s there some sort of a market power assessnent?
How woul d you envi sion that working?

MR. KNOALTON:  You know, my cognate area in ny PhD
was in economcs, so | have all these words in nmy head that
I think about that | shouldn't be thinking about.

But the oligopsonists, the way to fight an
ol i gopsonist is with an oligopoly, you know. And | don't
think that's the right way to do it either. Right? Just ny
gut feeling. | don't want to see that happen where you have
three bi g pharnmacy groups in the country fighting these
t hree bi g drug manufacturer-owned PBM s.

| think creative mnds have to think of a
different way to do it. | would hope it would be like
health care is on nore of a regional/local basis so you
really can respond to a | ocal marketplace, because the needs

are different throughout the country.
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So sonehow I woul d hope for that, that there would
be sone type of a localization and not formng -- not the
Ameri can Pharmaceutical Association, for exanple, going to
Arizona and beating on PCS s door and fighting them |
think that's just not what we're asking for.

MR ANTALICS: Well, within a nore | ocal market,
woul d you envi sion just having one group of pharnmacists? O
woul d there be, essentially, conpeting pharnmacists?

MR. KNOALTON: | think there would probably be
conpeting groups, | would think. And that's what we're
seei ng happening. To be honest with you, the way the market
is shaking out nowis the way that the -- and this is just
my opinion -- but the way | see it shaking out is that the
chai n pharmacies are going into regions of the country and
attacking certain regions so they will control. So it wll
be two or three chains in a region, and then they will have
t he power, hopefully, as an oligopsony to negotiate with
t hese ot hers.

So | would see it as conpeting forces in a region
probably is the best way to do it.

COW SSI ONER STEI GER: Susan?

M5. DeSANTI: | wanted to pursue with you a little
your argunment about the drug m sadventures that are ongoi ng.

As | hear what you're saying, it seens to ne

you're saying there's real potential value to be added by
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phar maci sts who can nake sure that that extra dollar doesn't
need to get spent because of a drug m sadventure. And so
you don't need to be cutting margins here. You need to be
taking care of the overall, we're spending $2 when we shoul d
be spending $1 is the problem

If that's the case, can you explain why health
care insurers haven't been nore focused on that problenf

Do you see any trend towards a greater focus on
t hat probl enf

What are the dynamics of that transition?

MR KNOALTON: The two bookend studies that
started to identify that. And remenber this
popul ati on-based stuff only started with the advent of
conputers, really, starting to track things.

So the bookend study on the one hand was the Koh
study in 1990 that showed that 28 percent of the
hospitalizations of the elderly in the country were due to
drug m sadvent uri ng.

And then the other bookend was the one we quoted
in here which was the Bootnman study that showed that, on the
out - patient basis, you know, it's costing $77 billion.

The PBMs that have all this power that they have
amassed believe that they will solve the problemw th what
they call "popul ati on-based pharnaceutical care.”" They wll

do it through sone electronic neans. And that's okay. And
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t hey can argue that way.

What we are arguing as a profession is that we are
inatransition that's going to take us 12 years -- we're
about four years into it, four and a half years into it; and
by the year 2000 we'll be three -- and we are positioning
pharmaci sts to help solve that terrible societal problem
And no ot her profession is probably equi pped froma
medi cati on under st andi ng perspective to solve it and
interested in solving it.

The incentives have been m saligned, probably, for
us to even think about that. 1It's kind of like if you go in
and get your oil changed in the car and they see a dent in
the hood, they don't fix the dent, you know, because the
incentives are to change the oil

The incentives in pharmaci es have been to di spense
prescriptions and stuff. W're changing. W' re seeing
changes in that occur. Wshington State just passed
| egi sl ation where they're going to start paying pharnmacists
to do this kind of stuff. W see a lot of stuff in the
M dwest happeni ng al ong those Iines. | have a | ot of pocket
anecdotes | could tell you about.

So we do see stuff happening. Wat we're
concerned about, frankly, is that, as we have tinme to go
through this transition and if we have another year |ike we

have in 1995, there won't be enough of us around to worry
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about it by 1997, because it's just -- the noney is just
getting siphoned off, billions of dollars getting siphoned
off right into this -- what we believe is by this entity
t hat doesn't provide any value but they've captured the
dat a.

M5. DeSANTI: Thank you.

COW SSI ONER STEI GER: Doctor, you have been very
patient with us, and we thank you for this contribution to
our record. You leave us with a nunber of conplex issues,
and we are the better for having heard your testinony.

MR. KNOALTON: Can | just tell you, this has
al nost been serendipitous to us to receive this call to cone
here, and we really appreciate it.

W were arguing this a couple of weeks ago at the
FDA, trying to see if we could get themto help us with sone
of this stuff. And we just really appreciate this
opportunity.

And if you would |ike to take a photocopy of any
of these documents |'m hol ding here or ook at them | would
be glad to share themw th you.

MS. DeSANTI: Yeah, | think we would like to
foll ow up and get sonme of that on the record.

MR. KNOALTON: Thank you.

COW SSI ONER STEI GER:  Thank you.

W will take a brief 10-m nute recess now to all ow
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our court stenographer to change the tapes, and we w ||
resunme to hear the testinony of Dr. Hecknan.

Thank you, Doctor.

(Wher eupon, a brief recess was taken.)

COW SSI ONER STEI GER: Qur next speaker is Carey
Hecknman who teaches technology |aw at Stanford Law Schoo
and co-directs the Stanford Law Technol ogy Policy Center.

He is also a co-director of the Cyberspace Law
Institute, which is a co-venture of CGeorgetown Law Center
and Stanford | aw School

He's a nenber of the board of directors or board
of advisors of several conputer software private conpani es.
He was the general chair of the Fifth Conference on
Conmput ers, Freedom and Privacy.

Before joining the | aw school faculty at Stanford,
Pr of essor Heckman was Vi ce President, Senior Corporate
Counsel , and Assistant Secretary and Director of nessaging
products nmarketing at Novell, Inc., a |eading supplier of
net wor k operating system software.

Currently, Dr. Heckman serves on the board of
advi sors of the Software Forum an organization of
i ndependent software devel opers. He has authored several
articles on technology and | awrel ated topics too numerous
to nmention and, of course, spoken before various trade
groups.
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And today he is lending his wisdomto us. And a
warm wel cone to you, sir. W are very pleased you woul d
j oi n us.

MR. HECKMAN. Thank you, Comm ssioner, for your
generous introduction. | appreciate this opportunity to
appear before the Federal Trade Comm ssion this norning.

For the record, let ne add that my testinony
reflects ny personal opinion. | amnot speaking today for
the Stanford Law School, the Stanford Law and Technol ogy
Policy Center or any other entity.

But | also wish to applaud the Comn ssion for
undert aki ng these hearings. Throughout history, governnents
have too often struggled only after the fact to tackle the
changes caused by new technol ogies. W al nost al ways suffer
fromthis tardiness. The Comm ssion's willingness to devote
time to study these questions nore proactively represents,
in ny view, a great inprovenent.

My testinony this norning concerns how | arge
t echnol ogy conpani es have used intellectual property rights
to bl udgeon small er technol ogy conpanies.

In sum | appreciate and generally appl aud the
Commi ssion's exploration of how antitrust enforcenent m ght
be rel axed to acconmodate the needs of high technol ogy
i ndustries. However, the Conm ssion should al so renenber

how conpetition suffers fromthe intellectual property
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probl ens | arger conpanies inflict on smaller conpanies.

In general, | believe these probl ens have much
nore to do with the painfully slow and even nore painfully
expensi ve procedures for resolving intellectual property
di sputes rather than violations of antitrust |aws.

|, therefore, don't urge the Commi ssion to
increase antitrust enforcenent intervention; but | do
contend that an informed and vocal Federal Trade Conmi ssion
has an essential role to play if new technol ogy conpani es
are to have a reasonabl e opportunity to conpete and to
succeed.

So how do small conpetitors suffer in the world we
have today?

My exanpl e of the problens cone primarily fromny
12 years of private in-house, legal practice before | cane
to Stanford Law School and nmy recent experience involving
hi gh technol ogy start-up conpanies. This is, of course,
primarily anecdotal evidence; but | believe it's indicative
of what smaller conpetitors face.

When | counsel or talk to CEGs of new and snall er
t echnol ogy conpanies, | typically hear one or nore of the
foll ow ng ei ght questions:

Can ny forner enployer interfere with ny starting
a new conpany?

How shoul d I nane ny new conpany and its products?
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Way shouldn't | sign their standard
confidentiality agreenent?

Wiy won't they sign our standard confidentiality
agr eenent ?

What will it take to get the technol ogy we need to
add to our own technol ogy?

Do we nmake our products as planned and nake them
conpatible with theirs?

WIl we be able to get certification that our
product is, in fact, conpatible?

And what coul d be bad about joining a consortium
or a joint venture?

One of the first problens the founder of a new
t echnol ogy conpany often confronts is the possibility of
intellectual property clains for his or her former enpl oyer

Nearly all conpanies insist that enpl oyees sign
what's known typically as an "Invention Assignnment” and
"Confidentiality Agreenment."” These agreenents typically
gi ve the enpl oyer ownership of all intellectual property
rights to everything the enpl oyee creates while an enpl oyee.

A few states, such as California, have statutes
that limt the scope of these agreenents. But even in
California, the enployer can denmand ownership to everything
that the enpl oyee conceives related to the enpl oyer's

current business or the enployer's actual or denonstrably
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antici pated research and devel opnent. |In other words, it's
gui t e broad.

Not e that an enpl oyee with strategic planning
responsi bilities has an especially severe burden since even
pl ans for an i ndependent new busi ness coul d arguably bel ong
to the enpl oyer

The I nvention Assignnment agreenents |let a forner
enpl oyer intim date and even strangl e new conpanies. In the
m d-1980s a friend of mne and his teammates resigned from
one software conpany to formtheir own software conpany in,
basically, the sanme field.

The former enpl oyer was incensed and | aunched a
no- hol ds barred |l awsuit, conplete with exhaustive scorched
earth discovery. The |awsuit dragged on for over a year.
Venture capitalists were reluctant to fully fund the new
conpany with the litigation pending.

Al though the suit eventually settled --
essentially on the terns offered by the new conmpany al nost
fromthe start -- the new conpany's injuries fromlega
expenses, del ayed fundi ng, and managenent di straction proved
fatal soon thereafter; and the new conpany went out of
busi ness.

Anot her challenge early in a new conpany's life is
its choice of a conpany nane and the names for its products.

Larger conpani es have used extrenme aggressiveness in
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chargi ng new conpanies with trademark infringenent.

A | arge conmputer conpany sent a cease and desi st
letter to a new Northern California software conpany not too
| ong ago because the first three letters of the new
conpany's nane were the same as the abbreviation used by the
| arger conpany for itself and some of its products.

Only after a direct appeal froma nenber of the
board of directors of the new conpany to his business
acquai nt ance, who happened to be the president of the |large
conpany, did the new conpany get permission to keep its
name, provided it agreed not to use all capital letters for
the first three letters of its name.

| can recall responding for a client to a letter
froma |l arge conpany in which the |arge conpany clainmed it
owned the exclusive right to use the letters "PC' in a
product narne.

In 1987, Mcrosoft sent a cease and desist letter
to Pacific Mcro Software Engi neering, a two-enployee
conpany specializing in software for paint manufacturers.

M crosoft clained the words "M cro" and "Software" in the
smal | conpany's nane violated Mcrosoft's trademark rights.
The new conpany changed its nane because it could not afford
to defend the |awsuit.

Third, as the Comm ssion has al ready heard from

ot hers, technol ogy conpanies need to talk with other
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t echnol ogy conpani es about non-public information. Mny
t echnol ogy products have to inter-operate to work together
wi th anot her conpany's products; and pre-rel eased discl osure
allows tinmely devel opnment and testing.

Technol ogy conpanies typically build their
products by using technology tools fromothers. For
exanpl e, a software conpany uses a programm ng | anguage
conpi |l er from another conmpany. Early access to the
up-com ng versions of these tools is very inportant.

Smal | conpani es depend on ot her conpani es even
nore since their limted resources force themto do |ess
t hensel ves. Disclosure of this vital information takes
pl ace under confidentiality agreenents to preserve secrecy
and trade secret protection under state | aw.

The | arger conpani es have increasingly tried to
achi eve other arguably anti-conpetitive goals by taking
advant age of the snaller conpany's need for this
i nformati on.

In early 1994, Mcrosoft's confidentiality
agreenent for the pre-rel eased version of what is now call ed
"W ndows 95" included a provision barring anyone working on
"Open Doc," which conpetes agai nst anot her M crosoft
product, from exam ning the pre-rel eased copies of the new
W ndows program for three years, even though M crosoft was

publicly pledging conmercial shipnent of the new W ndows
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product by the end of that year.

While this provision was ai med at | arger conpanies
-- Lotus, Borland, WrdPerfect -- ancillary restraints of
this kind have been appearing in confidentiality agreenents
from ot her conpani es.

Smal | er conpani es typically |lack the bargaining
power and resources to negotiate these provisions out of the
agreenents, and so they are stuck with them

On the other hand, smaller conpanies seeking to
protect their own trade secret rights frequently find |arger
conmpanies unwilling to sign the necessary confidentiality
agreenents. Anong the nost difficult issues in the
formati on of Sematech, a consortium of the sem conductor
i ndustry, was the refusal of sone |arge sem conduct or
manuf acturers to sign the confidentiality agreenents
proposed by the nmuch snaller sem conductor equi pnent and
mat eri al s conpani es.

The | arger conpanies said they felt unable to
police their own enployees and feared litigation over
confidentiality disputes. These |arge conpanies would only
sign agreenents that covered confidential information when
in tangi ble formbut not intangible. 1In other words, a
reci pient with a photographic nmenory was free to tell the
worl d everything he or she could renmenber. The snaller

conpanies ultimately relented and accepted this much nore
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l[imted confidentiality.

By the way, it's quite normal for |arge conpanies
to have two fornms of confidentiality agreements: the ones
that they will insist upon if they're giving you
information, and the only ones they will sign if they're
receiving information. And, obviously, there are
significant differences between these fornms of agreenent.

Fifth, many products and services today -- and
many nore in the future -- are, in fact, conbinations of
nore than one conpany's technol ogies. And the process of
conmbi ning the technol ogies usually require still another
conmpany' s technol ogy.

For exanple, a software application mght require
anot her conpany's operating software and still another
conpany's dat abase software and be built by using yet
anot her conpany's progranmm ng | anguage software.

Consuner demands for conpatibility can require
that a new conpany |icense what are known as "Application

Program I nterfaces,"” sonetinmes for a conpany with whomthe
new conpany may al so conpete

This conplexity is likely to get even greater as
nore use i s made of what is known as "object-oriented

t echnol ogy, " whi ch breaks progranm ng down i nto subprogram
nodel s.

For conputer software conpanies, the nore libera
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i ssuance of software patents has been, in a word, traumatic.
I know that in | ate Septenber, the Conm ssion urged the
Patent and Trademark O fice to avoid granting overly broad
patent protection, so | won't belabor this point. But |I do
want to note that what | believe nost deeply chills software
devel opers is not just the breadth of software patents but
t hese newer conpanies' frustration in not being able to know
i n advance whether they are viol ating soneone el se's patent.

A copyright infringer knows he or she is copying.
A trade secret infringer knows he or she is disclosing
confidential information. But software devel opers currently
have no way of identifying potential software patent
hazards. And that makes life very uncertain.

Getting the right technol ogies in reasonable terns
can be daunting for a new conpany. In virtually all likely
ci rcunst ances, the new conpany has no legal right to obtain
a license to these technologies. The essential facilities
doctrine is unlikely to apply, leaving to one's eye the
m xed theoretical support for that doctrine anyway.

And as with confidentiality agreenents, sone firns
have started including ancillary statenents in their
| icensing agreenment. For exanple, in 1994, Borland rel eased
a new version of a progranm ng | anguage conpiler. For the
first tinme, Borland insisted that programmers apply for a

separate patent |icense each tine they wanted to distribute
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a total of nore than 10,000 of a program conpiled by that
version of the software.

Programmer reactions to Borland restrictions were
swift and intensely angry. Borland responded that the
requi renent was only ainmed at litigious conpetitors. Quote:
"If you are not a litigious conpetitor, then the restriction
doesn't apply to you," closed quotes.

That's what they said.

Some woul d point to Borland' s wthdrawal as proof
of the lack of Borland s nmarket power, which prevented from
making its restraint stick

Fai r enough. But we should al so recogni ze the
extent to which sone progranmers have to take tinme and
energy fromtheir real work to fight Borland, the enotional
drain fromthe prospects of Borland refusing to back down,
and the initial sense of frustration and inpotence at being
so nmuch at one conpany's unilateral, arbitrary action |ike
this.

But wait. There's nore. The Borland agreenent
i ncl uded anot her provision that barred the |licensee from
conpiling and distributing prograns, quote, "generally
conpetitive with or a substitute for any Borland devel oprment
product or the Borland product you used to create your

prograns,” cl ose quot es.

Utimately, Borland elimnated or whittled down
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these provisions as well to a |level acceptable to
programmers. But perhaps in the future a | arger and
stronger conpany than Borland woul d not have had to be so
responsi ve.

Whet her a new conpany needs to make a product
conpati ble with another conpany's, it also wants to signal
custoners the product is, in fact, conpatible. To
acconplish this, the new conpany wants to get whatever
conpatibility certification the other conpany is willing to
of fer.

If a software start-up today, for exanple, creates
an application that runs on Wndows 95 and wants the right
to use the Mcrosoft design for Wndows 95 | ogo on its box,
it nmust nmeet Mcrosoft's requirenents for that right.

Naturally to get the certification, the
application nust run reliably on Wndows 95. But M crosoft
al so insists that the application run on Wndows NT, a
different Mcrosoft operating system product; and further,
that the application be conpatible with Mcrosoft's Add 2.0
bj ect Oiented Technol ogi es.

These additional requirenments can represent
tremendous additional costs to snaller conpanies and, yet,
are not directly related to the purpose of the conpatibility
certification.

Finally, new conpanies can feel pressure to join
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i ndustry consortiumor joint ventures. But in sone cases,
t hat menbershi p beconmes yet anot her avenue for | arger
conpanies to use intellectual property rights against
newconers. |'ve seen sone | arge conpani es use what coul d
best be called an intellectual property bear hug. The smal
conpany is enticed to join a consortiumor joint venture and
then gets strangled to a stand-still by a web of
confidentiality obligations.

As an aside, let ne note that despite the tendency
to praise consortia and joint ventures as indi spensable
t echnol ogi cal progress, the actual performance of many of
the consortia with which | amfanmliar tells a somewhat
different story.

For one thing, consortia frequently result from
one conpany seeking to turn its product into an industry
standard or to comoditize the products on which it relies
or, in sonme cases, sinply to slow or dumb-down a product
area so its nore advanced conpetitors | ose their advantage.

Participation in a consortiumor trade group can
be overwhel m ngly resource intensive for a snmall, new
conpany.

And to date, really very few of these consortia or
joint ventures have had all that nuch success.

Fortunately, nobst standard-setting trade

associ ations and consortia have rul es prohibiting or
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restricting the adoption of standards incorporating patents
and technol ogy.

However, as the Conmi ssion discovered fromits
recent ground-breaking investigation in Dell Conputer
Corporation and its VL bus, the standard-setting processes
can be abused. And that is definitely a problem

So what's going on here with all these exanpl es?

| actually, again, would categorize little or none
of what |arge conpanies are doing as an antitrust violation.
Nor am | convinced they should be treated as antitrust
violations. These situations are technically typically not
about market power. Market power, in its technical sense
can rarely, if ever, be established in these situations,
especially given the inherently gl obal and dynam c nature of
t echnol ogy industries.

| ndeed, nobst exanples | have di scussed have
counterparts where the roles are reversed, and it's the
smal | er conpany using intellectual property rights to
frustrate or bludgeon a |arger one.

So what is going on?

First, the technol ogy advance represents a much
greater financial investnment now and a nuch greater
potential financial reward than in the past. Conpanies have
nore to lose if they don't enforce their intellectual
property rights.
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Second, |arger conpani es have energed in high
technol ogy industries; and | arger conpanies can afford |egal
departnment infrastructure to acquire, perfect, and enforce
the entire panoply of intellectual property rights.

The private practice of intellectual property |aw
has grown consi derably, naking m srepresentation nore
accessible to smaller conpanies. So a | ot nore conpanies
are taking advantage of these rights and, therefore, com ng
into conflict over them

Third, across the board awareness of intellectual
property rights seens to have increased radically.

And during ny flight out here yesterday for these
hearings, | read in the airline magazi ne about the
Dal | as/Fort Worth "Tour 18 CGolf Course."™ It has replicas of
famous golf holes such as the "Blue Monster from Dural" and
"Amen Corner" from August a.

The article said the designers used aeri al
phot ography and conputer nodeling to create these
reproductions. But then | disgusted nyself, and | realized
my first reaction to this was not to think of the fun of
pl ayi ng these replica holes but rather reflect on whether
the courts mght enforce sone sort of design patent for a
| ook and feel copyright theory against the "Tour 18"
concept .

Fourth, structural disincentives for enforcing
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ri ghts have decreased. Photocopying 20 pages of a newspaper
article for your clients and coll eagues was too hard to
track and caused too little economic harmto justify taking
| egal action. But today, any of us in this roomon the
Internet can send a copy of an article to 30 mllion people
or nore with as little effort as is required to push the
"return" Kkey.

Fifth, sone intellectual property doctrines |ack
reasonable wiggle room Wth nore than little
justifications, many | arge conpani es feel they nust
nmet hodi cally enforce the intell ectual property rights or
risk losing themas to all the world for all tinme. This
| eads some | egal counsel to becone quick to send out cease
and desist letters and other threats of |egal action.

Sixth, nore rigid intellectual property rights
enforcenent is looking to ne at |least all the nore anal ogous
to the introduction of barbed wire in the Wst at the end of
the 19th Century in the death of the open plain

Those who own the rights appear nore entrenched
indefinitely. And those who do not own rights appear to
have far | ess opportunity to advance into the world. 1In the
barbed wire situation, arnmed conflict resulted, such as the
Johnson County war. Wobrst of all, resolving intellectual
property disputes takes too nmuch tine and noney and opens

t he door to procedural blackmail.
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Intellectual property litigation can take six or
nore years in industries with six-nmonth product life cycles.
Li ke Pacific Mcro Software, many snall conpani es nust cave
in when they receive demands of |arger conpanies rather than
stop to take their stand.

So, how shoul d the Comm ssion respond?

Well, as | stated at the outset, it's not clear to
me that any additional antitrust enforcenment woul d be useful
or appropriate.

What is vital, in nmy view, is that the Conm ssion
stay inforned so that its actions renmain consistent with
t echnol ogi cal change.

| hope hearings of this kind occur periodically
rat her than just once. And | especially encourage
conducting these hearings in the West and other |ocations
out si de of Washington so that a wi der range of new
technol ogy entrants could be heard and can better understand
t he Conmm ssion's perspectives.

It's a two-way street. And it's inportant for
smal | er conpani es to know what the Commi ssion can do and
about its interest in these issues as well as for the
Commi ssion to have a chance to hear from these conpani es.

And, third, I think the Comm ssion should continue
maki ng sure ot her governnent agencies, especially the Patent

and Trademark office and the Registrar of Copyrights,
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appreciate the affects their decisions have on conpetition
as well as possible creative incentives.

Otentinmes | think these agencies, in particular,
have tended to focus on one side of the | edger and much | ess
on the other. They need your help in better appreciating
the two sides.

In conclusion, let ne repeat ny belief that the
probl ens of |arge conpanies using intellectual property
rights against smaller conpanies has nmuch nore to do with
the painfully slow speed and even nore painfully burdensone
expenses of resolving intellectual property disputes rather
than violations of antitrust |aws.

|, therefore, do not urge the Conmi ssion to
increase the antitrust enforcenent intervention. But | do
contend that an infornmed and vocal Federal Trade Conmi ssion
has an essential role to play if new technol ogy conpani es
are to have a reasonabl e opportunity to conpete and to
succeed.

Thank you very nuch

COW SSI ONER STEI GER:  Doctor, | for one envy your
st udent s.

MR. HECKMAN.  Thank you.

COW SSI ONER STEI GER:  That was very succinct in
its breadth, m nd boggling presentation, in just about 18

m nut es.
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What do you do with the other 31 mnutes in a
49-m nut e teachi ng hour?

MR. HECKMAN:. When you have students |ike at
Stanford Law School, they do nore than enough to fill it
with their questions, which often challenge nme greatly. |
| earn a great deal fromny students.

COW SSI ONER STEIGER: W are all in your debt. |
amtenpted to ask you to | eave the answers to those eight,
hi ghly provocative, nost frequently asked questions at the
door for all of us. But I"'mterrified to do so because |
don't know if your intellectual property rights are
pr ot ect ed.

| appreciate, first of all, the distinctions you
draw between what it is that antitrust may do in these kinds
of situations. You nade a very clear delineation. You
certainly lend support to a programthat we have had here
for many years, and that is a "Conpetition Advocacy Progrant
where we do, to the best of our ability, conment to sister
agencies and to other governnment entities who ask for our
opinion as to the effect of conpetition on various standards
or legislative initiatives. And |I'm pleased to hear that
you think we could performan additional useful function
t here.

But | did have one question beyond, perhaps, the

base question; and I will ask it in layman's terns.
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|s the problemfacing the intellectual property
community that in very high tech areas there may be a
bui | di ng bl ock and i nnovations are, indeed, stepping stones
on that building block and there is a lack of clarity as to
how far the initial protective intellectual property right
extends fromthe building bl ock?

And, nunber two, once a device, a program an
i nnovation reaches market, is there a role for antitrust in
ensuring sonme sort of open access to the technol ogy?

And at what point do you see antitrust as an
i nfluence in that situation?

| realize that is a hopel ess question, but |I have
the feeling you re used to hopel ess questions.

MR. HECKMAN. | |ike hopel ess questi ons.

It's tough to characterize or to give it a sinple
answer, because one of the enjoyable things about technol ogy
and technol ogi cal change is just how multi-faceted and
mul ti -di mensional and, in a sense, polyphonic it is in
working -- | nean, different thenmes carrying on at the sane
time. And in the very sane area, you have, concurrently,
peopl e who are exploiting ol der technol ogi es while other
peopl e are advanci ng new technol ogi es and still other people
who are devel opi ng brand new technol ogi es; and they're al
going on at the sane tine and weaving this tremendously

conpl ex pattern of what's happening.

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1835

So it doesn't cone in nice, neat sequences in
which there is a new devel opnent, it's used, it's exploited,
it has its day, and it passes. Sonetinmes there is an
attenpt to portray technol ogi cal devel opnents in these nice
steps in which one thing happened and then that led to
sonmething el se and led to sonething el se.

In fact, it's a nmuch nore nulti-di mensional kind
of thing. And so it's hard to say in a particular area
whether -- it's sinply a question of getting the rights to
t ake advantage of a devel opnent and build on top of it. It
al so depends on what business you are in. Just as in any
ot her arena, there are sone people who are focusing on -- a
former boss of mne referred to it as the "exploiters” and
ot her people. There are the pioneers. There are the
farmers. And then cone the exploiters.

And so there are people who tail end, who cone in
only for price conpetition kind of basis and would want to
-- and fromthe perspective of the early devel opers woul d
say would want to rip off ny technol ogy, take advantage of
it, and go to school on it and to free ride.

On the other hand, there are new devel opers who
woul d say that it's really ridiculous to have to start from
scratch. W all have built -- we have all stood on the top
of the shoul ders of our predecessors, as Newton said; and so

there is that aspect to sort of play wth.
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So I"'mnot quite entirely sure how to respond or
to characterize what's going on. | think, again, overall,
the big problem as in all of these arenas, people just
aren't sure what is owned by sonebody el se.

And when the processes do take so long to figure
those things out, then and it throws, | think, a big nonkey
wrench into the process of planning, of wanting to undertake
t echnol ogi cal achievenent. It really tends to di scourage
people fromdoing a | ot of things because of that |evel of
uncertainty about whether they could be hit by sonething.

And especially given the greater aggressiveness of
t hose who have | egal establishnents to call upon to nake
life mserable for you. As was nentioned at the begi nning
of today's program the tendency tends to be to back off and
not to do it at all, not to take the risk, not stick your
nose too close to the nachine and risk getting entangled in
one of these things, even if, ultimtely, you'll be proved
right. 1t's not a question of being right. [It's a question
of :  How do you survive six years of litigation, $400 an
hour | awers as opposed to sinply going on and doi ng
somet hi ng el se?

In terms of the role of antitrust in this arena,
think there actually -- in some ways, | would say
unfortunately there mght be. | say unfortunately because

t hat suggests the presence of narket power, at |east by and
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| arge represents the presence of narket power in the
i ndustry, either together or through individuals. And |
typically, would rather see the industry remain one in which
t hat has not been as much of it.

| think sone of the history of the industry
suggests that it does tend to be happily the kind of place
where nmar ket power doesn't survive very |ong.

Oten tinmes, market power is actually the seeds of
your own destruction. And that's been true in a nunber of
situations which |arger conpani es have managed, basically,
to topple on their own, fromtheir own weight, as opposed to
requiring a governnent influence to cause that to happen.

On the other hand, | think, characteristically, we
need to keep track of is that there are conpani es who now
have increasi ng market power who cone fromroots of being
the small, scrappy fighter. And ny general sense is that
they don't appreciate their new responsibilities or their
new rol e because it's not sonmething that's devel oped over a
long tine period and they' ve not been historically |eaders
in this sense but still view thenselves as being the
underdog. They still act like the bottomfishing kind of
aggressi ve conpany, even though they are, perhaps, on top of
the heap and are in a position, even within their sector, to
do rather nasty things to people.

But they still act like they're fromthe streets

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1838
as opposed to having had a little bit of the sort of,
nobl esse oblige, a little bit of the sense of deference that
woul d nake them behave a little nore kinder and gentler, to
use an older term towards other people in the segnment or
towards their custoners and towards their suppliers.

But it's a tough thing to actually portray or be
sure of; and, yet, | think when you actually get down and do
the technical analysis and say: Do the antitrust |aws
really apply to those players? it gets awfully hard to cone
out with an answer. Even in your heart you' d say: Cee,
they're not acting very nice. | wi sh there was sonme way to
spank them

But inreality, the antitrust laws turn out to be
the wong paddle. |It's not a paddle that really works. And
so you're forced to kind of back off and say: | guess we
can't spank them Because, realistically, it's not really
an antitrust thing they' ve done wong. They just haven't
been very nice. But not being nice is not an antitrust
violation, as far as | know.

You may di sagree. But the last tine | checked, it
was not.

COW SSI ONER STEI GER: Wl |, antitrust enforcers
are al ways accused of not being nice. So | guess we'll
| eave that half of it on the table for your consideration as

wel | .
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|"m sure there are nany questions.

Let's start with M ke.

MR. ANTALI CS: Yeah, you highlighted sone of the
[imtations of the antitrust |laws and the intellectual
property area here because we're dealing largely with
vertical -type restrictions with cross-Ilicensing technol ogy.

Do you see, from your experience, horizontal
probl enms or problens with any inter-firmcoordination with
respect to intellectual property rights, whether it be
cross-licensing or simlar arrangenents?

MR. HECKMAN. Actually, in some ways | wi sh there
were nore cross-licensing, not in the patent pool sense,
whi ch, obviously, would be a bad thing. And I know you're
al so active in setting those types of issues.

But this industry has historically been |ousy at
wor ki ng together with each other. They're really pretty bad
at cooperating as opposed to really good at it. Wen you
get three of themin the room you will get six different
opi nions. And the reasons why they're entrepreneurs -- and
even the | arger conpani es have, particularly, strong
entrepreneurial roots is because they don't do things other
peopl e want to do and don't share the sane perspective and
have a very headstrong ki nd of sense.

It's different than other industries | think that

have a century or sonething of establishnent and, therefore,
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oper at e based upon, "to get along, you have to get al ong"
kind of basis. These are people whose roots are often that,
if I don't like the way you're thinking, | go out and form
ny own conpany.

And so | would say, generally, horizontal-type
i ssues have not been the big play.

O her things that happen through natural
econonmi c-kind of issues -- | nean, let's use the personal
conputer arena, definitely, you know, sone things sort of
happen between the bl essing for IBMfor the Intel
m croprocessor and the blessing for the Mcrosoft operating
system-- that it's inportant to renmenber that in 1981 when
this occurred, IBMwas not the big player in personal
conputers. In fact, it didn't really intend to becone a
pl ayer in the area.

So even when those things were carved out, they
were not with the intention of: W can create a whol e new
worl d order. The people who were doing it for |IBM were
sinply trying to scranble to get a product together as fast
as possi ble and put together what, for IBM was an unusual
transaction of calling upon other suppliers to build a
product. It just turned out that, for a variety factors, it
becanme an incredibly inportant product and gave those ot her
conmpani es trenmendous | everage into the marketplace, which

t hey have been very intelligent and adroit at utilizing and
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t aki ng advant age of.

But | would also say, | nean, there are a | ot of
peopl e who bash Mcrosoft and Intel; and I think it's not
unusual for people who understand antitrust doctrines and
al so sort of how things work to sort of, on the surface,
say: These are nean conpani es.

But | don't think you should | ose sight of the
fact that, honestly, they are also very smart conpani es who
are doing very good work and who are, nuch to their

conpetitor's dismay, staying ahead of the pack and actually

are not behaving the way | arger conpanies -- although, there
are still sone |arge conpanies in other technol ogy arenas,
and even in this one -- that sonetinmes behave this way who

are not seeking to slow people down or throttle the change.
They're racing as fast forward pretty nuch as anybody el se
is. | don't really see themin that kind of a capacity.

Anyway, to get back to your question, as | said,
the horizontal part, to be honest with you, | don't
typically see very nmuch. People are pretty skittish about
the antitrust laws along those lines. Besides the natural
tendency not to want to do that, there isn't a |ot of that
ki nd of behavior that I'mfamliar wth.

M5. DeSANTI: | just want to note for the record
that we're lucky to have M ke Antalics, who was the | eader

of the Dell investigation that you just referred to in your
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testinmony, with us this norning.

A lot of what you were tal king about had to do
with the interface between conpetition and protection of
intellectual property rights as spurs to innovation.

And one case that raises those issues is the Lotus
v. Borland case that the Suprene Court has just granted
certiorari on.

| was wondering if you had any views or insights
into that case that you would be willing to share with us?

MR. HECKMAN.  Well, only that | think it's a good
exanple. | nean, the case has been pending for an
extraordinarily long tine. It has cost both parties a | ot
of noney and a |l ot of attention.

Certainly, Borland's position today is
substantially weaker in, at least no small part, | think
because of the cost that that proceedi ng has taken,
regardl ess of kind of how it cones out.

It also pinpoints a tricky issue, | think, a very
difficult bal ance between -- and it goes back to
Commi ssi oner Steiger's question, | think, about on the one
hand a conpany that canme along and said -- one conpany that
devel oped a product and becane the | eading product and sai d:
Don't | have the right to exploit that? | canme here and
cleared the land first and created my farm Don't | have

the right to gain the benefits, the fruits of my |abor?
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And anot her party that came along and said: Hey,

farm ng over here seens to be good; and you' ve already

pointed the way to me. 1'mgoing to take advantage of that
and utilize sone of the same things we even -- you know,
we'll share the brook or 1'll take advantage of your water

supply to do what |I'm doing as well.

And that would the form of Borland, who cane al ong
and wanted to live off of the interface that, in sone
extent, that Lotus had made popular. So it's a very hard
guestion as to which is better for conpetition and which is
the better role. And there are those who woul d say that,
you know, poor Lotus deserves to have a chance to use what
it's hel ped develop. Ohers would say that Lotus -- it got
to the point where it was too inmportant in the industry, and
t hey shoul dn't have been allowed to, then, control the world
j ust because they happened to do it first and that there
ought to be an avenue through which conpetitors could be
added to the market.

So, | mean, | think in ternms of copyright |aw
doctrine, fromny personal sense, again it's ny persona
sense that Judge Keaton did not get it right, and that the
First Crcuit was correct in reversing, that it was not the
correct analysis that -- the Ninth Crcuit's analysis of
t hese kinds of cases tends to be better.

My own general sense is that we've undergone a --
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t he pendul um went way too far on the | ook and feel kinds of
cases; and, therefore, froma conpetition perspective,
tended to suggest that people could be entrenched, could
actually develop a very rigid position, and once you got
there, and as long as you got to the top of the nountain
first, nobody could, then, come up the trail to even knock
on your door. And that would be a bad thing for
conpetition.

So I'm happy to see the courts retrenchi ng back
fromthat stand about intellectual property in such a firm
rigid way that woul d get these 10 foot walls around these
ki nds of devel opnents and these ki nds of products.

As | said, it does remnd ne a | ot of what
happened when barbed wi re becane available to the Wst. And
i nstead of having the open plain, where there was a fair
anount of, at the fringe, in particular, people playing with
borders and peopl e sort of making use of -- the kind of
sharing that was going on. And, instead, you got the kind
of boundary line that couldn't be crossed. And it,
therefore, really divided private property and segnented
things in a very rigid way. And | think it tended to
stabilize the West econom cally and devel oped haves and have
not s.

And in the technol ogy area that could be nasty.

COW SSI ONER STEI GER:  One | ast question for ne.
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And that involves the rather conplex area of standard
setting.

M5. VALENTINE: That's what | --

COW SSIONER STEIGER: Did | steal it?

MS. VALENTINE: No. Well, let's see. Go ahead.

COW SSI ONER STEI GER: You go ahead and ask it.
That will be the way to do it.

MR. HECKMAN. Commi ssi oner, when you do it, it's
not stealing.

M5. VALENTINE: We nmay wel |l have different
guesti ons.

COW SSI ONER STEI GER:  They all sign that
agr eenent .

MR. HECKMAN. That's right.

M5. VALENTINE: We've got this great covenant not
to conpete here

No. You may well have a separate question. But
one thing we have been asked by several other people who
have cone to testify is that we look at the lawin a joint
venture and standard organi zati on area and perhaps attenpt
to rationalize it with sone of the way we approach the
anal ysis of nergers. And sone people have gone so far as to
suggest that we have a safe harbor for joint ventures.

And what | was wondering is whether you are seeing

any sort of either exclusionary or strategic behavior in the
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joint ventures and consortia or standard-setting bodies as
they affect your industry that woul d, perhaps, caution us to
t hi nk otherw se than creating safe harbors right off the bat
as a generic matter for joint ventures?

MR. HECKMAN. As | say, | tend to have a fair
anount of skepticism about nost of these. Well, it seens to
me the established end i s nmaking kinds of bodies which have
been around for a long tinme and do great stuff and are part
of an ongoing effort to do things, especially the ones do a
good job of being grassroots kinds of organi zations and do
have the due process processes in place.

Probably, to the mnds of a |ot of technol ogy
people, it tends to be very slow and only create standards
when, in fact, there actually are standards anyway. And so
all they're really doing is codifying what already exists.

That's sort of one flavor of this type of
behavi or.

Anot her flavor may be at the other extreme, which
I think we're past to sone extent -- but for a while there
was a great flurry of, it was very nmuch the fad, at least in
Northern California -- particularly was that a conpany had a
product and it decided that the way for it to win market
share was to establish that as an industry standard.

And so they woul d seek to convene a standards

maki ng body under sone artificial name around sort of
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t hensel ves. Basically, they would spearhead it. O her
people would join. And you ask: Well, why would they join?
And the answer was, first of all, you hate to sort of niss
the party. So you sort of see what's going on. It was a
way of getting a straw into sonebody el se's ear is what they
were doing. And you were kind of afraid that you would m ss
out, that the party would go away wi thout you and that you
woul d be left totally out the door.

So you kind of grudgingly got involved. But it
typically was one conmpany's thing; and they were trying to,
basically, enbody their technology. And that way their
custoners woul d then be buying the standard as opposed to --
and to some extent the Dell inquiry -- | think it reflects
some of that kind of behavior but went, obviously, one step
too far with the deception of the -- or at |east the
m sscomuni cation, shall we put it, about what patent rights
woul d be asserted or would not be asserted.

And | think there is sonme mddle ground of efforts
to be involved in this kind of behavior that takes place
and, perhaps, to noderate the growh of change and to try to
sl ow t hings down in certain fashions.

| certainly have -- in fact, |'ve personally been
i nvol ved, or have been dragged into, standards making
situations. And it would seemvery clear to nme that the

prime nmovers were people who were behind in the technol ogy
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and saw this as a neans of distracting consuners as to the
advant ages of things that were not -- that were outside of
what standard was bei ng proposed by these people and to see
this as a way of kind of slowi ng down the show until they
coul d get caught up with their own products by naking the
clai mthat other people' s things were not standards or were
not open or things like -- that's been a very popul ar phrase
of late is about open products which woul d suggest that they
are -- actually it was a distinction of what is open and
what is proprietary and things like that.

And on another level that | think it's inportant
to think about is that, froma custoner's perspective, there
is definitely a lot of uncertainty and confusi on about
these. The information flowis definitely a problemwe face
in this industry, especially as in areas such as the
per sonal conputer market where a nore mai nstream consumer is
entering the marketplace. There's a |ot of opportunity for
i nconpl ete conmuni cation or reliance upon abbreviations or
summary terns to affect buying decisions.

And so that's why certification marks | think have
beconme so rmuch nore popular. It really goes back to the
18t h century and having a sign on your door. The consuner
doesn't really know if sonething is good or not, so it | ooks
for that synbol and uses that as its indicator and says:

I"'mnot sure if this thing is good or not, but it has this
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nice | ooking seal on it; and that says they've approved it;
| guess it guarantees it's going to work; so | will buy it
on faith based upon that synbol

And the sane would be true about these standards
maki ng, that there seens to be this belief anbngst the
peopl e who buy the software that their lives will be a | ot
easier -- if everything would just sinply get done with
standards, then this all would be so nuch easier; and we
woul dn't have to worry about anything any nore. W woul dn't
have to study different kinds of products.

And as peopl e are concerned about conpetition and
about technol ogi cal devel opnent and progression, | think the
Commi ssion would look with a little bit of a jaundiced eye
to that kind of l|aziness on the part of buyers. But it is
out there. You have to realize maybe the nessage to send
out to sonme of these is: You' re going to have to do the
work. We don't want to snap everything down and | ock in
technology as it is perhaps today or before.

| often reflect back on the late -- I wasn't alive
at the tine -- but the late '40s when the Federal
Comuni cati ons Commi ssi on was | ooking at col or tel evision
and actually managed to | ock in a nechanical wheel. It was
a color wheel with three filters for generating color TV.
There was trenmendous | obbying from CBS to acconplish this.

In fact, CBS, fortuitously, had a friend of CBS who becane
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Chai rman of the Conm ssion and nay well have been part of
t he deci si onnmaki ng.

There are a couple of things that intervened that
prevented that frombeing. |If you | ook at your TV set
today, you don't see a color wheel spinning. You may ask
why that happened.

One thing that happened is that David Sarnoff and
RCA, who were the |eading narketers in television at that
point, were pretty clever and before the Commi ssion's
decision really got going, they flooded the market with
bl ack and white sets that were inconpatible. And so it got
hi gher. The cost of switching to the system which was
i nconpatible with the existing black and white, became too
hi gh.

And the other, which is unfortunate, was the
Korean War. \Wen the Korean War cane at a tine -- and so a
tel evision set was really declared non-strategic and the
result was that the nmanufacture was halted during in tine.

And during that time period RCA was able to
i mprove color TVs, and by the end of the Korean War, the FCC
conceded, as did CBS, that the electronic version of color
TV was a better way to go than the nmechani cal wheel

But the point of the story really is just how
premat ure standards naking of this nature can cause us to

| ock into something that is the wong answer. And it's
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awfully hard, | think, to make those ki nds of deci sions.

COW SSI ONER STEI GER: Doctor, thank you. |'m
considering a nove to the West Coast. Wiat's the tuition
t hese days?

You don't have to answer that.

MR. HECKMAN. Well, the tuition is too high. But
the tenperatures are in the low 70's

COW SSI ONER STEI GER:  Thank you.

Qur final speaker today -- and we are al so honored
to have himwith us -- is Dr. Chickery J. Kasouf. He is the
Assi stant Professor in the Departnent of Managenent at
Worcester Pol ytechnic Institute. He's in the Departnent of
Managenent, as | noted. And he's been there since 1990.

He is also a Director of Managenent Research at
the Carl Gunnard Johnson Powder Metallurgy Research Center

And before joining the current faculty, he taught
at LeMoyne Coll ege in Syracuse and at Syracuse University.

Hi s teaching interests are w de-rangi ng. They
i ncl ude marketing managenent, marketing research, and
i ndustrial marketing.

And he, too, has witten so extensively that we
cannot list his papers in this brief introduction on
i ndustrial marketing and managenent issues, including
inter-firmrel ationships.

He's a nenber of the Anerican Marketing
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Associ ation, the American Powder Metallurgy Institute, and
the Institute for Operations Research and Managenent
Sci ences.

Dr. Kasouf has sone transparencies for us, and
believe we all have copies.

So would you lead off for us, Doctor

MR. KASOUF: Thank you. And | appreciate ny
col | eagues' flexibility with ny travel plans being sent awy
with the weather. It's kind of enbarrassing comng in from
Wbrcester and coming in |ate when sonebody fromPalo Alto
makes it on tine.

|"mgoing to talk about netallurgy. Unlike
pharmaceuti cal s, al nost nobody knows what powder netall urgy
is. |'ve got sone sanple parts here that people can | ook at
since every tine | do a presentation to a new group they
say: \What's this powder netallurgy stuff.

| want to start by noting when | was asked to cone
down, | had sent sone papers to Susan that | did on behalf
of the Sl oan Foundati on and requested those -- or indicated
that we were doing sone studies in this area.

|"mnot an attorney. M |aw background is |imted
to three hours of business lawin ny MBA program But we
spent a lot of time dealing with this industry. And ny
perspective is not an official industry perspective in the

sense that | represent Metal Powder Industry Federation or
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| EPM .

But we have done sonme enpirical work in the
i ndustry. We've had a lot of access to firnms. And the
conclusions -- | think the data are -- I'mconfident that
t he concl usi ons are our own.

Just very quickly, what powder netallurgy is it's
a metal formng technol ogy that takes netal powder, which
| ooks like dust, |like sugar and presses it in a die into a
formwhat we call "near net shake.” And then that formis
sintered for strength. Then there m ght be subsequent
treatment |i ke secondary heat treating, tunbling to get
burrs out and so on. It uses 97 percent of starting raw
material, which nmakes it a rather environnmentally friendly
process. Typically parts of |ess than 5 pounds; although,
now we are seeing 30 and 35 pounds.

kay. One point | want to nake about the
i ndustry, which is one of the things that attracted me to it
bei ng sonebody with a background in marketing, there's not a
whole lot of interest in gears before | canme to WPI. But
it's a fragnented industry, which is kind of an interesting
phenonenon because there's a |ot of fragnented industries in
the United States that are supplying large industries |ike
auto, steel, and so on.

In a fragmented i ndustry, no firmhas the power to

affect industry events. And this is a classic -- it's a
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smal | fragnmented industry, $2 billion in total sales.

And you're looking at the largest firmin this
i ndustry having sal es of about $100 mllion a year. Wen
you get down to about the fourth conpany, it's about $70
mllion. So we're not dealing with |arge conpani es.

The inmplication of this, I think, is how did these
firms start to deal with some of the pressures of nore
sophi sticated engi neering and R& that they' re going to be
faci ng over the next year?

Their custonmer base is 73 percent autonotive. And
|'ve been reading for a while now the suggestion is to try
to diversify out of that, but the industry |likes to have,
you know, the | ong production runs that auto gives you; and,
you know, it's hard to get away fromthat type of vol une
when you're so heavily in the process.

And if you look at the industry trends in auto,
which is the main area, in the last 12 years, from'80 to
'92, we've gone from 17 pounds a vehicle to 25. W're
| ooki ng at sone vehicles right now with 40 pounds. So
there's a |l ot of conversion of these parts fromgrid iron
casting, fromstanping, into P/Mparts.

But not all firns are likely to participate in
this growh; and I'll talk about why that is in just a
second.

What | would like to do is tal k about autonotive
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suppliers, because the challenge is for autonotive
suppl i ers.

We're | ooking at an evolution in this industry --
and | would refer any reader to the Susan Hel per itens that
| cited in the handout that you got.

But what we're | ooking at nowis conflicting
pressures between price reduction -- and | think that's very
wel | docunented in the popular press -- and the pressure
today to generate nore service requirenents, which we al so
will docunment in a few mnutes in our studies.

Basically, the auto suppliers went from
i ndependent suppliers, that existed before autonotive
conpanies, to being vertically integrated into autonotive
conpani es then to having nore of an out-sourcing
relationship. And, in fact, sone -- General Mdtors just
spun of f a conmpany. So vertical integration really inhibits
i nnovation. There's a |ot of fixed costs there associated
with that.

Suppliers can affect price. They can affect tine
to market. |If you |look at the Chrysler Neon, one of the
reasons that car was such a success in the product
devel opnent phase is that Chrysler worked very, very closely
with their supply base in order to get the car out quickly.
And they cut about six nmonths off the typical product

devel opnent tine. And a |lot of that was because of supplier
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rel ati onshi ps.

And a new phenonenon that we're | ooking at is, you
know, the gl obal manufacturing of the big three is resulting
in nore pressure for even small supply firns to be dealing
with the gl obal market, which, then, typically, a |ot of
t hese conpani es were regi onal conpani es.

Now, one of the studies at WPl on inter-firm
relations, attitudes towards rel ati onships with custoners
with suppliers and with other firms in the industry.

And we were notivated to do that because we | ooked
at the changing requirenents and we al so | ooked at the
[imted resource where you' ve got tight margins and | et
there be sonme notivation for these firns to cooperate, in
R&D, perhaps joint buying, or whatever.

And did two phases, a questionnaire and a case
study. I'mgoing to focus a little bit nore on the
guesti onnai re design.

What we found -- and if you | ook on page 5 of the
testinmony -- you'll see the specific itens. Basically
val ued added engineering is inmportant in this industry and
will be nore inportant in the future.

So what we're |ooking at is a higher degree of
service required. And these conpani es perceived that. So
they see that there's nore engineering expertise required to

get contracts. They see that there's going to be multiple
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contact points between different parts of the organization
and that they're going to have to work nore closely with
their custonmers to devel op the part.

And that was consistent with a piece | read in the
Wall Street |ast year by Krystal MIller, you know, that a
| ot of manufacturers have cut back on their engineers to
push a |l ot of that engineering back into the supply base.

Now, if we |look at the benefits and barriers to
inter-firmrelationships, that was -- we had a nunber of
items in our questionnaire where we asked people to eval uate
the benefits of barriers and the risks that are associ ated
with getting into relationships with other P/ M car
pr oducers.

Basically, the greatest benefits we're seeing is
in efficiency and also in narket access. But the biggest
fear was | osing proprietary technology. And that solution
reduced to four factors, and the detail of that is in the
testinmony handout, if you'd like to take a | ook at the
fact or | oadi ngs.

Now, what we did is we picked on another phase and
| ooked at what we called relationship orientation of
percei ved i nportance of inter-firmrelationships. And we
tried to relate that to perceptions of benefits and risks
and al so to sone denographic variables |like size and al so

expect ations about the industry and the perceived rate of
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change.
The three nost inportant variables in
di scrimnating between a high and a |ow relationship

orientation were size, where smaller firns thought

rel ati onships were nore inportant. It kind of surprised ne
at one level. But it looks like the larger firnms in the
i ndustry -- and they're not that large -- are feeling

sel f-sufficient.

| ndustry expectations, if firnms think that there's
going to be nore firnms surviving in the industry over the
next 5 or 10 years, they're nore likely to get involved in a
col | aborative rel ationship because they don't think it's a
zero sum gai n.

And finally the rate of technol ogical change, they
saw that as positive. | think there was just a concern
there | ooking at a positive rate of technol ogi cal change in
relationship orientation. People are |ooking at having to
keep up with R&D changes.

Now, one thing to bear in mnd here is that in the
auto industry there has been a |l ot of conversion in parts,
and a lot is driven by technol ogy.

| was at one conpany | ast year that invested three
times the net worth of the conpany on a part, and the part
was a success; but the only reason it was -- well, the main

reason it was a success was because of the proprietary
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metal lurgy that went into the part. And, basically, that
effectively created a switching cost for the customer. But
that coul d have gone south. It was a real big risk
situation, and that could have gone south very quickly.

Now, the types of collaboration that we found in
the industry, much nore often vertical collaboration between
the supplier and the P/ M part producer, the P/ M part
producer and the custoner, sharing sone engi neering, having
t he powder suppliers help you with your R& to devel op
powder mi xes.

And the benefits that we saw tended to be
operational rather than strategic. W did not see a | ot of
evi dence of joint research in this industry, which given
t hat about al nost 70 percent of the people in the industry
who responded to our survey felt that private R&D anong car
producers was inmportant, we're not seeing the joint R&D
And you're also dealing with firns that don't have the
resources to do a lot of R& on their own.

But, basically, they're using alliances primarily
as operational, |ooking at delivery, |ooking at perhaps a
relationship with a press nmanufacturer to, you know, inprove
a piece of machinery. But we're not |ooking at nore
strategi c uses.

And what facilitates the relationships were

basically effective conmuni cati on between the conpanies
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havi ng sone consi stency of objectives.

Now, just to go back to sone of the inplications
of what we have observed over the last few years, what |'ve
tried to do here is sumari ze a few studi es sinmultaneously.

A obal capabilities are becomng nore inportant in

this industry for the supplier. If you ook in Autonotive

News | have seen about three or four articles this year that
i ndi cated that even small suppliers -- Ford, GV and
Chrysler -- want to see those suppliers having the
capability of noving into what they see as the grow h areas.

| tal ked to sonmebody at Ceneral Mdtors; and
they're looking at growmh in India. They' re looking at it
in South America. So, you know, what you're |ooking at here
is a desire to see conpani es nove down there.

Real i stically, when you' ve got $50 mllion in
sal es, you're probably not going to be building a plant in
South America. One conpany | visited |ast year was doing a
joint venture in Sao Paul o, starting up in January, to
continue to supply General Motors.

Renault just dropped a mllion dollars down there
as wel | .

Agai n, the customers' requirenments are changi ng
very, very quickly. More engineering is required. And, you
know, nore service, you know, after sales, nore research,

and the sal es process.
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And sal es and application increases are very
likely. There's very little question. WIlIl over 90 percent
of our respondents indicated that they felt that there was
going to be gromh in demand. But not everybody thinks that
there's going to be a growh in the nunber of firns.

Typically, if you | ook at the academ c notion of
muni ficence in an environnment, you will |ook at rates of
sales growmh. Wll, sales growh is probably going to
continue to grow. But that's no longer, in this industry, a
representation of how well an industry is going to be able
to support |arger nunbers of organizations.

The shakeout is starting. Ford is cutting back
from32 P/Mpart producers to 8 in the next year. So you're
| ooking at -- that's typical in the industry right now. And
peopl e are | ooking at Ford 2000 with a conbi nation of, you
know, | ooking at a great opportunity for the people that
make it and probably sone real problens for those that
don't.

Some things to think about as we -- you know,
custoners and policynmakers nay nake col | aboration nore
attractive by creating incentives for cooperation.

" m presenting a paper at the SAE conference at
CGeneral Mdtors next nonth, and that's basically the thene of
the paper. General Mdtors is trying to get parts suppliers

to think in terms of developing strategic alliance to enter
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overseas markets and foll ow GM

So one of the things that we want to think about
is how -- you know, this isn't going to happen w thout the
custoners, you know, creating that incentive.

Secondly, | think Diran tal ked about this when he
was here back in Cctober, about the maintenance of the bl ack
box, that if you do want to have strategic alliances or
joint research, these firnms have to be able to keep sone
piece of this proprietary and really not shared with the --
so you're always bal ancing the sharing and secrecy in any
strategic rel ati onshi p.

And as | said, cooperation may be a very viable
nmeans to devel op gl obal capabilities. Nowif you | ook at
those parts that | passed around, there's a little --
there's a bunch of mniature parts that are in there. Those
you can ship. | nean, you can just Fed Ex those things
wi t hout too much -- |'ve seen those things go out of Allied
Sintering, and they're in boxes like this (gesturing).

| f you |l ook at |arger gears, bearing caps, piston
rods, you're not going to ship those and have t hem shi pped
inatinely fashion -- you know, scheduling, realistically,
you' ve got to be able to produce, you' ve got to devel op
production capacity in the host country. And to do that,
you may want to develop a strategic alliance with a firmin

that country.
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And, finally, university-based research
col | aboration m ght require sone adjustnment of expectations
and rewards.

We found -- and | should report this -- there was
not a |l ot of enthusiasmfor university-based research in
terms of having joint research projects. They were
concerned, our respondents, about the tine horizons of
university faculty.

And havi ng been around a university for five
years, | can certainly understand that.

And they were al so concerned about the publication
pressure, because people, not surprisingly, want to get
tenure in institutions of higher education; and there's --
if you can put something in print before your sponsors would
care to have it done, then that could be a problem

What we did at WPI is we got 13 nenbers that pay
$10,000 a year to join our research center. But that took
us well over a year to get to the point where we could even
begin to ask them for noney. W cultivated that
rel ati onship over tine.

Wen we put the center together, we had agreenents
wi th our people when we could release information. So you
really have to be thinking about, if you want that kind of
private funding, to accommpdate that effectively.

In summary, powder netallurgy is a small industry,
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and I woul d suspect that very few people in this room had
heard of it before | canme in here today.

It's undergoi ng trenendous change. | mean, you're
| ooking at a growing industry that's going to be shaking
out. And you're also |ooking at an industry with a |ot of
small firms that's going to have to be producing parts with
sonme substantial engineering expertise. And | think that
the next 5 or 10 years is going to create a very different
i ndustry.

Thank you for your attention.

COW SSI ONER STEI GER: W thank you in particular,
not only for your extrenely hel pful remarks, but for the
sanpl es.

It is rather hunbling to conpare about a pal msize
gear with the other products which are barely visible to
even the assisted eye. So, obviously, the range of
nmetallurgy is certainly larger than | would have thought.

MR. KASOUF: Yeah, the miniature parts are
especially interesting. | was at that plant |ast week.

It's an amazi ng operation.

COW SSI ONER STEIGER: Fairly or unfairly, | think
one of the questions that is of interest to ne is that we
appear to be dealing here with an established industry that
is on the cusp of substantial innovation.

MR. KASOUF: Yeah, | would say that's accurate.
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COW SSI ONER STEIGER: | am therefore, interested
in the kind of joint venture that you nention as being
possi bl e in additional technol ogi cal devel opnents and
application particularly in a gl obal econony.

And could you explain a little further for us the
"bl ack box" concept and why you think it is critical to
further coordination of research and devel opnment ?

MR. KASOUF: Ckay. Taking the joint venture,
think you can have a few different |levels of that.

One that | think is especially inportant is the
potential to have joint ventures to devel op overseas supply
capability. Not only are you talking in terns of getting
parts there on a schedule that | think requires that
production overseas, but you're also | ooking at the pressure
to be able to deal with -- to have engineers and the
supplier and sales reps dealing with locals in the host
country.

So putting together a production capability where
you can transfer sone technol ogy overseas to continue to
supply Ford, Chrysler, General Mdtors I think is really
critical.

It's attractive for the auto producers as wel |
because once the part has gone through the validation
process and that technology is known and accepted, they

don't have to pay to do that a second tine.
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So as the vehicle platforns becone nore
standardi zed, | think that devel oping those sorts of joint
ventures between, say, a U S. part producer and a part
producer in, say, India or China or Brazil adds trenendous
potential so that you' ve got the capacity to increase sales
vol unes through that type of market presence.

In terns of research, | think probably -- you
m ght find smaller pairs of -- you know, trios of conpanies.
But | think research is probably best done through broader
types of collaboration. W're one exanple of that. And I
think we've done it quite well. There's also the Center for
Powder Metal |l urgy Technol ogy, which has a |arger nunber of
menbers and a snaller fee.

But when you're | ooking at the necessity to
continue to change technically and firns that are dealing
with tight margins, | think those sorts of joint ventures
make a | ot of sense.

So those are the two types of ventures that | see.

COW SSI ONER STEI GER You nenti oned
gqualifications. By that | take it to nean an acceptance
that the product neets a certain specification and it
perfornms at that specification.

MR. KASOUF: The validation process, yes.

COW SSI ONER STEI GER  Does this nmean that nost of

the products sold are sold in a bidding nodel or a bidding
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f ramewor k?

And, if so, how rmuch role, if any, do the
governments you deal with play in establishing the
qualifications that the parts need to be validated for?

MR. KASOUF: |'mnot aware of the governnents
role in this. M experience is that it's typically in the
big three, you know, that their engineering staff -- or
perhaps a first-year supplier makes sure the part neets
speci fication.

Whul d you repeat the first part of the question?

COW SSI ONER STEI GER: | presune these products
are marketed or sold based on a bid?

MR. KASOUF: Ch, yeah

An established part is often sold on a bid. 1In
fact, one of the problens in the industry over the past
coupl e of years when there was a ot of price cutting is
that -- you know, your contract was basically your purchase
order. Sone custoners were sending up products to be rebid
on a routine basis.

And | talked to people in the industry and they
said, well, you know, | got parts and | knew that they were
bei ng made by Conpany X; but, you know, we just didn't want
to bid on them because -- you know, the custoners were
trying to get price concessions by taking established

products and getting | ower prices.
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Soneti mes you have devel opnment contracts where
you're trying to develop the part and you agree to do sone
up-front R&GD to see if that part can be nanufactured.

| know one conpany did a contract |ike that a few
years ago and they actually got the part to work and put it
out, | think, for $4. And once the technol ogy was
establ i shed, the customer turned around and started bidding
it out. And by the tine they got out fromunder it, it was
down to bel ow $2. They just said, we can't nake a living
maki ng this part any nore.

So there is that conbination.

| know one major -- the conpany that | tal ked
about that had |l everaged -- basically invested three tines
the net worth of the conpany to develop a part, they got a
t hree-year contract for the part.

But that's a very -- in the industry, that's an
eternity.

COW SSI ONER STEI GER:  Thank you.

Susan, did you have sonet hi ng?

M5. DeSANTI: Yeah, | wanted to follow up on one
of Conmi ssioner Steiger's questions about the joint
vent ures.

| note that you remarked that a concern about
giving up proprietary intellectual property rights m ght be
one concern that would make a firmhesitate to join a joint
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vent ure.

Are there other risks that are perceived about
col | aboration with conpetitors that are preventing the kind
of joint R&D in this industry?

MR KASOUF: Sonetines there's a concern about the
time frames, you know, the inconsistent tinme frames and
establishing consistent priorities.

If you look on the -- | think it's on page 7.

Yes. Page 7 lists the benefits and the risks that the
conpany has identified.

| nmentioned the two about universities. But you
know, primarily it's giving up proprietary technol ogy and
dealing with some of the inconsistencies with universities
are the biggest threats.

That goes back to the black box, which | believe
was anot her one of your questions. That is not nmy concept.
| don't want to be stealing intellectual property. That was
devel oped by Peter Lorange of 1&D, fornerly of Wharton.

But when you devel op an alliance with a conpany,
you're trying to bal ance your exposure and what you're
sharing with something you can take with you that's uniquely
yours. And typically that's the downstream application of
t he technol ogy.

You may col | aborate on a basic piece of research

and then use that research in the marketpl ace
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differentially.

COW SSI ONER STEI GER:  Does this mean reverse
engi neering, then, of the conponent of the black box?

MR. KASOUF: | guess if you could get in there.
mean, the black box is in your enployees' mnds and
conputers. But if you could get access to that, | nean,
reverse engineering is always possible. General Mtors wll
go out and rent cars and take themon a test track and bring
t hem back.

MS. VALENTI NE: Just one quick question. Have you
found in this industry that antitrust is not a concern or
barrier to the various collaborations that you' re seeing or
encouraging and that it is far nore the concern of the

individual firms that they retain their trade secrets

busi ness?

MR. KASOUF: It's funny, when | was pre-testing a
guestionnaire, | went to a former CEO of a conpany in
Wbrcester and on the cover page it said -- | think it was

"Col | aborative Relationship Study," which was nmy ori gi nal
name for it. And he said: Chick, have you ever heard of
Sher man? Have you ever heard of the FTC?

So we changed the cover.

| don't hear antitrust comng up a whole lot in
this industry, and | deal primarily with the part producers

that are very small. | deal some with custoners, which are

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1871
the GMs and the Fords. And | deal sone with the powder
producers. But | don't hear that often.

Basically, this is an industry of a |ot of
entrepreneurs, a lot of famly businesses. And these have
been really lone wolf types of people. And for a nunmber of
years, you could be very successful at that because the
barriers to entry are very low. You get a couple of
presses, you know, and you get a sintering rmachine and five
peopl e you could start to produce parts.

So | think it's nore behavioral than people being
afraid of the FTC at this point.

COW SSI ONER STEI GER: Wl |, gentlenmen, you have
provided us with a very rich intellectual content this
norning in a presentation that we are truly, extrenely
grateful to have.

And we're sorry you were fogged in. W hope you
don't get fogged out on the way back to the West Coast.

MR. HECKMAN. W don't have fog in the West.

COW SSI ONER STEI GER: Just high tuition.

MR. HECKMAN:  Just high tuition.

COW SSI ONER STEI GER:  But we sincerely thank you
all. And we are grateful. And, again, on behalf of the
Chai rman and ny col |l eagues and the staff, you were an
extrenely hel pful panel. Thank you.

(Wher eupon, a luncheon recess was taken.)
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AETERNOON SESSLON
1:30 p. m

COWM SSI ONER STAREK: Wl |, good afternoon. |
would i ke to wel cone you all to the afternoon session of
Day 11 of our hearings on global conpetition and changes as
a result to markets by innovation-based changes in the
econony.

This afternoon we are going to take a | ook at an
issue which is famliar to all of us here at the FTC, and
that is just exactly how should antitrust eval uate the
effects of changing distribution systens, for exanple
slotting fees, on small firns.

| would just like to a extend the apol ogi es of our
Chai rman. Chairman Pitof sky has an unal terable comm t nment
to participate in CECD activities this week. And actually
he just left yesterday, so he's mssing sone of that as
wel |, and unfortunately is unable to be with us today; but
he extends his apol ogi es because | know he wanted to be
here.

The way we proceed in the afternoon sessions of
t hese hearings -- or the way we have in nost of them and |
woul d suggest it today if that seens to be agreeable to
everybody -- would be to hear fromour three wtnesses
initially, take a short break to allow our reporter to

exercise his fingers and recover and change his tape, and
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t hen reassenbl e and have a di scussion where this group here,
or anybody in the audience if you fill out a card could
submt a question, or any of our panelists; and we would
hope that we woul d have a di al ogue and sone debate on sone
of the issues that are raised by our speakers
present ati ons.

If that's agreeable to everyone, | think that's
the way we would |i ke to proceed today.

Qur first witness today is Nicholas Pyle. And
Ni cholas Pyle is Vice President for Legislation and
Environnental Affairs for the Independent Bankers
Associ ati on.

He has been with the IBA for 15 years and worked
on a diversity of issues relating to snmall business matters.

I"'mfamliar with the | ndependent Bankers
Associ ati on because |'ve had the good fortune of addressing
themtwice in ny tenure at the Federal Trade Conm ssion.
And | would point out that they're an extrenely astute
group. | talked to them principally about our
envi ronnental marketing guidelines one tinme, | think, and
then the second tinme was on our food policy advertising
statenent. And | found themto be extraordinarily
know edgeabl e about the kinds of issues that we work on
here. And it was a very enjoyable session, and so | am sure

we'll learn a lot fromM. Pyle.
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MR. PYLE: Well, good afternoon. And thank you,
Acting Chairman and | adi es and gentl enen of the Comm ssion.

My nanme is Nicholas Pyle, and | appear before you
today as Vice President of the |Independent Bakers
Associ ation for Legislative and Environnental Affairs.
speak today on the inpact of slotting fees and particularly
their inpact on independent bankers.

| BA is a Washington, D.C. -based national trade
associ ation of over 360 snmall to nmediumsized, nostly famly
owned whol esal e bakers and also allied trades of the
i ndustry.

The organi zati on was founded in 1967 to protect
the interests of the regional, nostly urban, independent
segnent of the baking industry.

The whol esal e baking industry sells breads, rolls
and sweet goods to institutional food service accounts as
wel | as grocery and conveni ence stores for resale to the
publi c.

The popul arity of breads and ot her grain-based
foods have increased in recent years, with a typical bakery
now of fering bagels, pitas, and other regional and ethnic
varietal breads.

The growth in varietal breads has led to an
expl osi on of new products in the bread aisle, in store

bakeries, and also the freezer case. |[|BA s nenbership grows
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despite a consolidation of traditional white bread baking in
the United States as niche and varietal bakers swell the
ranks.

Beginning in the late 1970s, supermarkets began
charging slotting fees for the placenent of new products on
grocery shelves. W consider a supermarket as a single
store or a chain of stores with greater than $2 mllion in
annual sales. The term "supermarkets” is nmeant to include
conventional, conbination, superstore, and warehouse retai
formts.

Please let it be noted for the record that
conveni ent stores also charge slotting fees.

"“New products” is a termwhich we're using here to
descri be innovative concepts, also brands extension, |ine
ext ensi ons, upgrades, replacenent and seasonal offerings.

To the best of our know edge, we find that
slotting fees originated fromthe 1970s when there were
bi ddi ng wars for space to | ocate branded in-store cigarette
poi nt - of - sal e devi ces called "merchandi sers.” These
end-of -ai sl e cigarette nerchandi sers placed the
manuf acturers' products at eye |level while a conpetitor's
product is placed on the bottom shel ves.

It didn't take very long for slotting fees to
spread across the grocery aisles to other products and to

mar kets i n ot her areas.
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The success of supermarkets in collecting these
fees fromsmall and sonme | arge manufacturers illustrates
their power in the narketpl ace.

Food marketers are quick to justify slotting fees
as the cost of the conpetitive store adm ssion process. By
charging slotting fees, the retailer is seeking a product
fromthe selection of a grocery itemfor stock. The
retailer profits, again, when the public buys itenms in a
second conmercial transaction. Furthernore, retailers
typically require volunme discounts and substanti al
advertising pronotions to coincide with a new product's
entry.

These lucrative pronotions require discount
coupons, in-store denonstrations, radio, television
advertising, newspaper co-ops -- that's where they're
involved with the retailer in an advertisenent -- as well as
st andal one newspaper adverti sing.

A conmon retail practice is to set a volune target
for six nonths and then charge the manufacturer a subsequent
failure fee if the product doesn't neet sal es expectations.

Besides the failure fee, the store can discontinue
a product after the denonstration period and order the
manuf acturer to buy back the product. This allows the
retailer the opportunity to sell the space again

| BA under stands that supermarkets have the right
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to be sel ective when deciding which of the 100,000 grocery
itenms mx well in their chain when a large store typically
only has room for about 40,000 itens.

The industry experiences approxi mately 10,000 new
grocery introductions a year, and | ess than 1-10th survive
12 nmonths in the nmarketpl ace.

The i ndependent segnent of the baking industry's
chief concern |lies with supernarkets that use the highly
negoti abl e and conpetitive store adm ssion process as a
profit center.

This is particularly disturbing when 80 percent of
t he new products are sinply m nor changes to existing
products or |ine extensions.

The rule of thunb for new, innovative product
concepts is to provide the chain buyer or store review
commttee with enough nmarket research to justify the success
of a product.

No conpany, large or small, despite the slotting
dol l ars, could get an untested product onto a supernarket
shelf unless armed with the nost basic of market research.

Regi onal i ndependent bakers have uni que probl ens
selling to | arge chain supermarkets. Baker service grocery
accounts with direct delivery of fresh baked goods to all or
part of a chain's individual stores. Oten a baker finds

slotting charges based on national accounts counting all the
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stores in a chain when, in fact, only a portion will be
served, those in the baker's normal delivery area.

The slotting charges further stifle innovation by
smal | er bakers since they cannot afford the slotting charges
to launch a new product. Slotting also hurts consunmers who
don't get the advertising nessage and coupon incentives to
try new products when budgets are stretched to neet the
demands for slotting fees.

Smal | er manufacturers with fewer | ocations and
itens at the store also have a difficult time passing al ong
the cost of slotting fees to the real payer, the consuner.

Unfortunately, slotting is broadening in the food
trade to include costs other than first-time product trade
deal s and all owances. Besides failure fees, there is a
staying fee, which is an annual formof rent charged by sone
chai ns.

When a maj or war ehouse chai n purchased anot her
war ehouse retailer in the early 1990s, the latter suppliers
received notices fromthe new owners that they would be
asked to pay an up-front fee in exchange for the supplier's
right to continue to do business with the conpany. This
type of slotting is defined by industry as "pay to stay."

If a smaller manufacturer has a product with
potential and marketing research, they will be allowed into

the chain for what's called a "free fill." This practice
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i nvol ves the manufacturer supplying the retailer with free
product in lieu of the slotting fee.

Also we find that bakers are requested to provide
a free fill when a chain opens a new store in an area.

The amount of noney a baker pays in slotting fees
depends upon the size of the supermarket chain and the
nunber of products being introduced. |If a product features
different flavors -- such as a "Plain" and "Onion" bagel --
the chain considers these different products, each with its
own slotting fee.

Slotting fees which, once again, are very
negoti able, typically start at about $3,000 per product for
a regional chain and can run as high as several hundred
t housand dol lars for a national chain.

There are press accounts following a 1990 j oi nt
i ndustry task force on new grocery product introduction
whi ch details slotting charges for new products in excess of
$1 million nationally.

It is hard to argue the legality of slotting fees
because of the different fornms of slotting and the varying
i ndustry practices. One thing is clear: There is a |egal
obligation for the manufacturer that pays a slotting fee to
one retailer to then pay the sane fee to other retailers.
By law, the manufacturer nust offer that same discount to

the retailer's conpetitor
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The sane problemexists for the retailer who
requires paynment fromcertain manufacturers for prem um
shel f space and does not offer the same or conparabl e dea
to conpeting vendors in the sane product category.

The follow ng are a few anecdotal slotting
reports. Please understand that in all cases, the nanes
have been disguised to prevent identification of the source.
As you can see, none of ny menbers were anxious to run up
here and testify today.

A New Engl and super nar ket chain was purchased
about five years ago by an individual who used the proceeds
of slotting fees to cover the portion of equity for the
purchase. A "pay or stay" slotting fee was required for
each itemin the supermarket.

| can't begin to convey the nunber of |everaged
buyouts that have been financed in the grocery store
i ndustry by such pay or stay fees.

A New York area supernmarket chain regularly
charges $20,000 for each new itemintroduced by a food
manuf acturer as well as requesting annual contributions to
t he purchasi ng manager's Christmas party.

A West Coast supermarket chain was solicited and
paid a $1 mllion fee to change from one food manufacturer's
products to another. The justification was the cost of
conput er reprogranm ng.
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A national supermarket chain recently quoted a six
figure anbunt to a specialty baker to carry his itens for a
single period -- and that was six nonths -- wthout
assurance of retention.

When openi ng new stores, one Eastern supermarket
chain takes a six-nonth grace period before paying its first
invoice. This extended fill gives the new store tine to
generate cash flow while the baker waits for paynent.

It is out of the ordinary to have requests of
$200, 000 and above for slotting fromlarger chain stores.

If an i ndependent baker cannot afford the fee, they | ose out
on the busi ness.

The issue is grow ng beyond direct paynents for
carrying a product. For exanple, many food manufacturers
are regularly forced to purchase space in home shopping food
catal ogs as well as send representatives fromtheir
conpani es and pay for representatives of the supermarkets to
attend food shows and various other trade industry events.

More and nore retailers are requesting that
manuf acturers pick up other costs: marketing research
advertising, and so on.

I n concl usion, |BA nenbers' concerns about
slotting fees are sincere. The situation, according to
reports fromour nenbers, is out of control. |In order to

stop the proliferation of the nore serious practices and
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prevent flagrant abuse, |BA seeks voluntary efforts between
suppliers and the grocery trade for a |level playing field
for all manufacturers and retailers regardl ess of size.

This m ght involve voluntary adherence to sonme formof a
supplier/retailers code of ethical standards.

Thank you for your interest in this critical issue
t his afternoon.

COW SSI ONER STAREK: Wel |, thank you for com ng
and educating us on sone of the practices that are ongoing
in the market here. And also thank you for an excell ent
i dea on how we will fund the Conmi ssion's Christmas party
this year.

MR PYLE: W can't afford a fee for Christmas
parties.

COW SSI ONER STAREK: Qur next witness this
afternoon is Greg Shaffer.

And Greg is an Assistant Professor in the
Depart nent of Economics at the University of M chigan, which
is a position that he has held since 1989.

Until Decenber of this year, next nonth, Geg is a
visiting scholar in the Bureau of Econom cs here at the FTC
And to show that he doesn't play favorites, in 1990, he
worked as a consultant at the Antitrust Division of the
Depart nent of Justice.

Prof essor Shaffer, thank you for com ng; and we
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| ook forward to your remarks.

MR. SHAFFER: Thank you.

| would |ike to begin by stating what the problem
is, as | see it; what the nmarket response to the probl em has
been; what the econonic effects are; and possible renedies
at the end.

Basically, the typical supernarket has room for
about 25,000; yet there are sone 100, 000 products avail abl e.
And between 10,000 and 25,000 itens are introduced each
year.

Retail ers are now confronted by nore product
categories and nore brands per category than at any tine in
t he past.

Coupled with the growh of retailing chains, this
expl osi on of new products has shifted the bal ance of power
away from manufacturers and intensified their conpetition
for the limted store space.

The scarcity of shelf space affects new and
established products alike. In many instances,
manufacturers are opting to pay retailers for their
patronage with up-front noney.

Manuf acturers of new products typically pay
"slotting fees" to secure a spot on the retailer's shelf and
in its warehouse, while manufacturers of established

products offer "pay to stay" fees to remain on the shelf,
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"facing all owances"” to increase their allocation of shelf
space or buy inproved shelf positioning, "street noney" to
pay for end-aisle displays, and "narket devel opnent funds”
to subsidize loosely related retail er advertising and
pronoti onal prograns.

The salient characteristics of all these paynents,
which I lunp together under "slotting allowances,” is that
they're not tied to the quantity sold. This |unp sum
characteristic of slotting allowances is critical to its
anal ysis, since the econom c effects would often be
different if the manufacturer were to purchase its shelf
space with margi nal price breaks such as whol esal e price
reductions or by offering nore generous quantity discounts.

Since slotting all owances are typically negoti ated
on an individual retailer basis, it's not known exactly how
much noney is involved in the aggregate. But by al
accounts, it is substantial.

Trade pronotions, of which slotting all owances are
a maj or conponent, annually account for nearly half of al
mar keti ng dollars spent by manufacturers, with the rest
flipped between consuner pronotions and nmedi a adverti sing.

Sone observers have estimated that the annual
amount of slotting all owance runs between 6 and $9 billion
dollars. | have seen estimates as high as $18 billion.

What is not in dispute is that the practice of paying for
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shel f space has grown considerably in the | ast decade.

The first cut at the analysis of the economc
effects of slotting all owances suggests that slotting
al | omances are neither pro-conpetitive nor anti-conpetitive.
A |l ot of noney changes hands; but in itself, this nmay be
viewed sinply as redistribution of surplus between industry
participants with no wel fare consequence.

Certainly clains that have been made that slotting
al | ownances are nothing nore than part of $30 billion in
annual food industry waste are exaggerat ed.

Wth so many products available and so little
space, retailers find thenselves in possession of a very
val uabl e input, nanely their shelf space. And so not
surprisingly, they will seek to be conpensated for it.

That manufacturers may have to pay for sonething
that fornerly was taken for granted nay not be wel coned on
their part, but it is an inevitable consequence of different
mar ket changes in the bal ance of power within the channel of
di stri bution.

Sone el ements of the distribution channel stand to
gain fromthe nonetary transfers, others stand to | ose. But
in the absence of additional plus or mnus factors, there
may be little overall effect on consuner welfare.

So ny remaining remarks today will focus on what

some of these plus or mnus factors m ght be.

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1886
| take as a given that retail shelf space is
scarce and that retailers are entitled to use whatever
bar gai ni ng power that nay arise fromthe scarcity to extract
concessi ons from manufacturers.

While | would prefer that retailers sometines use
t heir bargai ning power to negotiate | ower whol esal e prices,
which ultimately inure to the benefit of consuners, as
opposed to negotiating |lunp sumfees for thenselves, | do
not care who gets the lion's share of the profit surplus.

kay. So the first story is the risk sharing
story. It's a pro-conpetitive story.

Retailers often defend their solicitation of
slotting all owances by arguing that these paynents
conpensate them for the risks inherent in stocking a new
product .

One can think of these lunp fees, then, as a form
of insurance, a way of guaranteeing the retailer a m ni num
| evel of return against their opportunity cost of shelf
space; that is, how nmuch they could nake if they continue to
sell the product that they were selling.

The risk sharing story can be nore rigorous as
follows: Consider a scenario in which a retailer nust
choose between selling an established product that is one
whose future sales can be forecasted with a high degree of

accuracy, or selling a new product, one whose future sal es
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are unpredi ct abl e.

Faced with this choice, a retailer will only agree
to sell the new product if, after adjusting for risks, it
expects the new product to be at |east as profitable as the
ol d product.

Now, in general, there are two ways a manuf acturer
of a new product can provide the retailer with surplus. One
way is to lower its wholesale price. The other is through a
slotting all owance, or a |unp sum paynent.

Bot h ways may be equally good at transferring
surplus to the retailer, that is, increase the retailer's
expected profit, but the slotting is far superior in
mtigating the retailer's risk of carrying the new product.

Thus, the retailers incentives are skewed towards
bargaining for a slotting all owance, perhaps at the expense
of a | ower whol esal e price.

| ndeed, any offer by a manufacturer of a new
product to |lower its wholesale price may well be rejected by
the retailer if it cones bundled with a | ower slotting fee.

Consuners are affected by this risk sharing in
potentially two ways. First, if the retailer is going to
stock the new products regardless, then the retail price may
be higher as a result of the higher wholesale price. And so
consuner welfare may be | ower than otherw se woul d be the

case.
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On the other hand, slotting allowances may be the
very thing that induces the retailer to stock the product in
the first place. |If so, consuners likely benefit fromthe
change in variety. Oherw se, presunably the retailer would
have continued to sell the old product.

Now, while there's no way to know which of the
effects is nore likely to domi nate in any given case, on
bal ance, | believe the risk sharing story is, at nost,
probably pro-conpetitive, especially if there is sufficient
conpetition at the retail |evel

Second story: Allocating space to the highest
bi dder, a pro-conpetitive story.

Now suppose that there are several products
conpeting for a limted nunber of shelf space slots. Since
slotting all owances enable a retailer to choose which
products to carry on the basis of who will pay the nost,

t hese paynments can sonetines ensure that the right mx of
products gets sold to the consuners. An inplicit assunption
is that if a manufacturer is excluded fromdistribution
because it's unwilling to pay the going rate for shelf

space, then it nust produce a | ess desirable product.

So here's one story that can be told.

Suppose each manufacturer has better information
than the retail er about whether its product is likely to be

a success or a failure.

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1889

Assune al so that the manufacturer knows which type
of product it has, perhaps because it has previous
experience selling the product in other nmarkets or because
it has access to test market studies that are unavailable to
the retailers.

Then, in this situation, the burden is on the
manuf acturers to convince the retailers that their new
products really will sell well. Naturally the retailer wll
be skeptical of any unsupported clains, clains that can only
be made convincing if the manufacturer backs them up by
offering to pay a | arge sum of noney up front.

Slotting all owances, thus, provide a way for
manuf acturers to convey to retailers their private
i nformati on about the |ikelihood that their products wll
succeed.

Those who are willing to pay the nost in slotting
al l omances signal that their products will be nore
profitable and, hence, nore likely to provide better val ue
to consuners than the alternatives.

This story, like the risk sharing one before, is
nost convincing if the product is truly new as opposed to a
repackaged ol d products or a "me-too" version. Moreover,
the story is not a conpelling explanation of pay to stay
fees for established products, as these products already

have a track record recorded for all to see in the
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retailer's scanner data.

Now an anti-conpetitive story. Again, allocating
space to the highest bidder.

The presunption that a nmanufacturer's wllingness
to pay for shelf space is an accurate neasure of its
product's value to consuners is not always correct.

Wil e such a presunption may seem appeal i ng by
anal ogy to the role played by price in equilibrating supply
and demand in final goods sales, the presunption ignores two
fundanment al aspects which serve to distinguish internediate
goods markets.

First, unlike in standard consuner theory where
buyers' utilities are independent of each other, a
manufacturer's willingness to pay for shelf space wl|
depend, anong other things, on the degree of consunmer denmand
substitution anong its set of woul d-be conpeting brands.

The nore substitutable are the brands in the eyes of
consuners, the nore any one manufacturer would be paid to
acquire scare shelf space slots to foreclose its rivals.

Second, al so unlike standard consuner theory where
i ndi vi dual consuners are too insignificant to affect price,
the price of shelf space to any one nmanufacturer is
deternmined, to a large extent, by the anmount the retailer
could earn fromselling its nost profitable alternative.

This all ows nmanufacturers to be strategic in a
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sense that each can raise its rival's costs sinply by
increasing its own offer of slotting allowances, in effect,
unilaterally raising the ante.

The raising rival's cost story can be nade nore
rigorous as foll ows:

Consi der a scenario in which a retailer nust
choose between selling an established product that's al so
sold by conpeting retailers or a brand new product that's
not avail abl e anywhere el se.

If the retailer puts his shelf space up for bid,

t he manuf acturer of the established product will often have
an incentive to bid nore than the manufacturer of the new
product. The reason is that it will want to preserve its
nmonopoly in a product category; and, thus, it is willing to
share sonme of its profit with the retailer in order to do
Sso.

The manufacturer of the new product will be unable
to offer the retailer as nuch since, if it enters the
market, it nmust conpete with an established product that is
al ready entrenched at other neighboring stores.

Consuners lose out in the raising of rival's cost
story for two reasons:

First, nonopoly pricing is preserved on the
establ i shed product.

And, second, consuner choice is reduced.
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But for this story to work, several elenents are
necessary to work. First, the established product nmust have
power over price; otherwise, it has no nonopoly profit to
| ose.

Second, equally good alternative outlets nust not
be avail able to the new product.

Third, the exclusionist manufacturer and its new
product rival nust be conpeting for the sane shelf space.
O herwise, the retailer may sinply choose to drop an
unrel ated product.

And, fourth, slotting allowances nust be | egal.

The |l ast anti-conpetitive story | cal
"Danpeni ng- Retai | - Conpetition.” And it relies on the
observation that |ower wholesale prices tend to get passed
to consuners whereas slotting all owances do not.

Whenever a retail er has bargai ni ng power and,
t hus, can extract concessions froma manufacturer, he wll
often have a choice to nmake anong negotiating a | unmp sum
paynent, a whol esal e price discount, possibly sone of both,
or a lunp sum paynent at the cost of a higher whol esal e
price, or vice versa.

To the extent a retailer bargains for a | ower
whol esal e price, conpetitive pressures will lead it to pass
some of the discount through to consumers, thereby |owering

the retail price.
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The nmechanism for this pass through is subtle.

For any given retail price, a | ower whol esale price nakes
rival custoners nore attractive.

And so the retailer's own incentive will be to
lower its price. Anticipating this response, rivals wll
also be led to lower their retail prices as well because the
conpetitor they now face i s nore aggressive.

Therefore, lower retail prices result overall.

If the retailer were, instead, to bargain solely
for a slotting allowance, |leaving its whol esale price
unchanged, there would be no change in the attractiveness of
stealing rival custoners. Wth its incentives unchanged, it
would not be led to cut its own price, assunming it was
already maximzing its profit. And nore inportantly, rivals
woul d not be inclined to cut their prices either. As a
consequence, retail prices would be unchanged.

Last, if the retailer were to bargain for a | arge
enough slotting allowance, its concession would cone at a
cost of a higher wholesale price. This would nmake stealing
rival custoners |less attractive; and so the retailer's own
incentive would be to raise its price sonmewhat.

Anticipating this response, rivals would also be led to
raise their prices as well, resulting in higher retai
prices overall.

Since retail profits are higher in the second and
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third scenarios, slotting allowances will be the retailer's
concession of choice, both jointly and individually.

But consuners lose with this danpening of retai
conpetition story because retail prices are higher relative
to what they would be if retail ers bargained for | ower
whol esal e pri ces.

In practice, retailers nmay bargain for sone of
bot h, a somewhat | ower whol esale price so as not to
di sadvantage itself relative to rivals and a slotting
al | omance that does not get passed through.

The extent of the consuners' loss will depend on,
anong ot her things, the extent to which retail ers have power
over price. |If individual retailers have little contro
over price, conpetition will force retailers to negotiate
| oner whol esale prices to stay conpetitive. The potenti al
harmfromslotting all owances woul d then be di m ni shed.

This story differs fromthe others in that it can
apply equally well to new products as well as established
ones whenever retailers have bargai ning power.

In conclusion, slotting all owances have both
pro-and anti-conpetitive effects. The practice leads to
hi gher retail prices than woul d ot herw se ari se,
particularly in the short run, absent entry; but this
adverse consequence nay be offset by inproved retailer

product sel ection.
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Product selection is nore likely to be inproved
when slotting all owances arise for risk sharing reasons and
when manufacturers have better information regarding their
products' likely success or failure in the marketpl ace.

These notivations for the practice are nore cogent
for new products. Thus, slotting all owances observed on
establ i shed products should be viewed wi th suspicion.

Retail prices rise nore with slotting all owances
when the retail sector is relatively unconcentrated or when
there are only a few | arge buyers. Wen these initial
conditions are not net, slotting all owances nay be
relatively benign.

| have focused on slotting all owances and
whol esal e price reductions as bargaining substitutes. |
have not consi dered other dinmensions of the problem such as
the possibility that trade pronotions nmay substitute with
manuf acturing advertising to consuners. Nor have |
addressed the possibility of retailer entry in response to
slotting all owances. These issues are in need of further
resear ch.

COW SSI ONER STAREK: Wl |, thank you, Professor,
for pointing out that slotting all owances can be both
pro-conpetitive and anti-conpetitive. | found your
presentation extrenely interesting.

MR. BAER M. Chairman, could | just interrupt to
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correct the record on one thing?

COW SSI ONER STAREK:  Sur e.

MR. BAER: | think when you nade your oral
remar ks, the second to |ast paragraph of the text, you said
"rel atively unconcentrated.”

MR. SHAFFER: | neant "relatively concentrated.™

MR. BAER. And it probably has sone significance
to the ultimte conclusion here.

MR. SHAFFER. As written, it's correct. M verbal
statenment was incorrect.

COW SSI ONER STAREK:  Thank you.

Well, now that we know that slotting all owances
can be pro-conpetitive and anti-conpetitive, we're going to
call on a practicing |lawer to resolve this problemfor us.

Qur final witness this afternoon is Bob Skitol.
And Bob Skitol is a nmenber of the Litigation Departnent of
law firm of Drinker, Biddl e & Reath.

From 1987 to 1992, he was a partner at Pepper,
Ham | ton & Scheetz. And before that, he was a partner at
Wal d, Har krader & Ross.

Now on to the nore inportant part of his resune.
In 1970 and 1971, Bob served as an attorney advisor to the
Chai rman of the Federal Trade Conmi ssion and then served for
a year as a special assistant to the director of the Bureau

of Consuner Protection here at the FTC
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Bob specializes in antitrust and trade regul ati on.
And he has witten and | ectured extensively on this subject.

Bob, thank you for joining us again. | appreciate

MR. SKITOL: M thanks to you, Comnm ssioner, for
the invitation. [|'mactually delighted to have this
opportunity to talk to the Conm ssion about a subject that
has been of sone interest to ne over a period of years: The
proliferation of slotting fees and related arrangenents in
the grocery industry and el sewhere around the consumer goods
sector.

Al'low me, at the outset, to describe sone
experience fromny practice that underlie ny coments. It's
been a sonewhat uni que experience and quite a bit different
from nost other kinds of things that | do in ny practice.

On about seven or eight separate occasi ons over
the past five years, a manufacturing client of ny firm--
and, indeed, a different client each time -- has asked ny
advice on "what is the law' and "what can be done" about
slotting fees of various sorts that the client was being
forced to pay just to get onto retail shelves or, in sone
cases, to get decent space or to stay in the stores.

On each of these occasions, the client has told ne
about heavy handed demands for paynents of many ki nds and

about how injurious all of this was to its business.
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On each of these occasions, | have reviewed with
the client various possible grounds for attacking these
ki nds of paynments under one or another part of the
Robi nson- Pat man Act, under Section 5 of the FTC Act, and
even a variety of state |law provisions that provide causes
of action, in sone case, broader than avail abl e under
federal |aw.

Now, despite ny em nently sage and even creative
advi ce on each of these occasions, no client opted to have
me proceed with any action on the situation. Al of the
clients quickly rejected ny suggestion of a tough |awer's
letter to the retailers involved. The last thing any of
these clients wanted was to be identified as a conpl ai nant.

Right? Right?

And all clients also rejected, interestingly
enough, ny suggesting that | be authorized to wite or even
talk to anyone at the FTC on their behalf with a viewto
urging an investigation, even when |'ve offered to do so
without the client's identity being disclosed.

COW SSI ONER STAREK: That's why we don't have any
RP cases.

MR, SKITOL: Exactly. It's ny fault, and | take
the responsibility. And the reason is that these clients
have expressed to ne considerable fear that any

i nvestigation would be traced to them that sonehow or
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anot her the retailer, subject to the ensuing investigation,
woul d surmse the client's identity and would retaliate in
sone serious manner

So, in short, |I've encountered, over this period,
what has seenmed to ne a renarkabl e degree of apprehension,
anounting to real intimdation with regard to this subject.

The bottomline is that despite ny |ong-standing
series of encounters of the sort described, this afternoon
is ny first opportunity to discuss this practice with
representatives of this agency. | amhere today carrying no
client's water and offer only personal observations with
best efforts, ny prepared remarks say, in an unbiased
manner. | suppose | do have a bias that will be reveal ed by
what | have to say on this subject.

The term "slotting fee" enconpasses such a diverse
range of paynments and rel ated arrangenents occurring in such
a diverse range of market contexts that all of us need to be
extrenely careful about generalizations in this area.

Some of the paynments are just entry fees, flat
paynents for a new product's access to retail shelves, X
t housands of dollars per store |location without regard to
pur chase vol unes, or whol esal e prices.

O her arrangenents entail ongoing paynents,
nmonthly or yearly. Sone of theminclude negotiating

commtments on the retailer's part for such things as
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especially favorable shelf |ocation and other forns of
speci al attention.

Sonme retailers attenpt to be even handed,
extracting these paynents in sonme roughly equival ent nmanner
fromall suppliers. Qhers appear to have no reservations
about different policies applied to different suppliers in
t he sane product category, including, quite often, making
nore onerous demands on smaller than on |arger rivals.

Turning to the manufacturer side of the equation,
sonme manufacturers nmake at | east a senbl ance of an effort to
of fer these paynments or purported alternatives on
proportionally equal terns on quite an expansive definition
of that concept to all conpeting retailers with which they
deal. Most, however, don't have the slightest interest in
of fering anything of this sort to retailers not powerful
enough to demand their due.

Sonme manufacturers at |east nmake a stab at
papering their reliance on "neeting conpetition” from other
manuf acturers they say are al so paying the demanded tri bute.
Some manufacturers don't even bother going through those
noti ons.

Looking at this froma market structure
per spective, sonme paynents are nade in circunstances where
both the rel evant downstreamretail market and the relative

upstream nmanufacturi ng markets are reasonably conpetitive,
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inviting an assunption that the paynents are consistent with

efficient distribution and appropriate cost shifting -- or
"cost sharing,” | guess Greg would say "risk sharing" or
"risk shifting” -- with all being consistent with efficiency

goals and all being part of a healthy, conpetitive process.

O her paynents, however, are occurring in
ci rcunst ances where both the downstream and upstream narkets
are quite concentrated, oligopolistic, inviting an
alternative prem se that there i s nonopsony power at work on
the retail er side and perhaps al so nmarket power enhancenent
on the seller side going on at the sane tine.

The paynents may, in fact, be unrelated to and far
in excess of associated costs or any other efficiency
rational e; and the net inpact may well be anti-conpetitive,
entry-barrier-raising, concentration-increasing, inmposing
di sproportionate costs on snaller manufacturing rivals and
exacerbating the plight of smaller retailers with ultimte
adverse consuner welfare effects.

Now |'ve delineated a disparate picture of the
world of slotting fees, a world in which there's a w de
spectrum from situati ons at one end where the practice nmay
be entirely not benign and not deserving of this Agency's
attention, all the way to the other end where the practice
could be markedly injurious to the conpetitive process and a

proper target for enforcenent action.
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Surely this agency shoul d be cautious about even
dipping its institutional toe in this water, hesitating to
intervene in conplex relationships between retailers and
suppliers within rapidly changing distribution systens.

Let ne, nonethel ess, respectfully suggest sone toe
di pping at or near the end of the spectrumwhere there is
cause for concern. And to be nore specific, let ne outline
a scenario for you.

Assune a fairly concentrated regional grocery
market with two giants controlling between them 60 percent
or 70 percent of all supermarket sales, the rest of the
mar ket di vided anong snall players. One of the products
bei ng distributed cones from an upstream manuf acturing
market with two giants controlling between them 60 or 70
percent of sone nationally advertised product, the rest
di vi ded anong smal | er manuf acturers.

The two dom nant retail chains demand from al
suppliers three different kinds of paynents, albeit often
wai ved in the course of negotiations with the |eading
suppliers but never waived or virtually never waived in the
case of the smaller conpeting suppliers: First, a hefty
entry fee for every new version of the supplier's product;
second, hefty additional nonthly paynents for prem um
eye-l evel space on the shelves; and, third, hefty additional

paynents in connection with retailer support or sinply
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retailer allowance of any consuner coupon kind of a program

Al so assune that each of these fees markedly
exceeds reasonably allocable retailer costs associated with
t he product handling activities involved.

Now, the net conpetitive inpact of these kinds of
practices in the market setting that 1've outlined may not
be clear. One would want to know nore facts |ike, for
i nstance, whether or not these fees in this nmarket ever get
translated into | ower consuner prices on the products
i nvol ved; whether there is any nmaterial diversion of sales
fromsmaller retailers, indeed, any trend of increasing
concentration in an affected geographic area as retailers
fail and go out of business; and whether there is a parallel
concentration trend at the manufacturing |level as snaller
suppliers find it increasingly difficult to get effective
penetration at conpetitive prices.

G ven systematic practices of the kind |'ve
descri bed within market structures, both upstream and
downstream of the kind |'ve described, these factual
i nquiries should be nade because there is reason to suspect
the conclusion that there is a materially anti-conpetitive,
| ong-term i npact.

And, again, the effects could include: increasing
concentration at both | evels; higher costs of new product

i ntroduction and, thus, necessarily higher costs of product
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i nnovation; and, of course, ultimtely higher consuner
prices, |ess consuner choice.

Now, assum ng a conclusion that there are such
effects, the next obvious question is whether the described
paynents can be chal | enged under existing |egal authority of
this agency. And here I would suggest respectfully that the
answer is yes in the foll ow ng respects:

First, the hefty entry fees could be chall enged as
illegal brokerage for conpensation in |lieu of brokerage
reachabl e under Section 2(c) of the Robi nson-Patman Act.
Section 2(c) has historically been used agai nst secret
paynents to buyer's agents. But it's al so useabl e agai nst
paynents directly to buyers thensel ves.

Under this |ong-neglected, broad, and admittedly
blunt authority, there is no requirenment to show conpetitive
injury or, indeed, to show discrimnation; nor is there any
nmeeti ng conpetition defense.

The "except for services rendered" proviso should
pose a problemonly if the paynments can be shown cl osely
related to retailer costs in connection with actual services
rendered, which certainly seens unlikely in many, if not
nost, of the situations of the kind that have been di scussed
in the course of the afternoon.

Second, the other two paynents can be chal |l enged

as pronotional allowances, reachable under Section 2(d) of
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t he Robi nson- Pat man Act.

Bot h the provision of favorable shelf space and
support for couponing are services that facilitate resale
for 2(d), as the Conm ssion itself expressly recognized in
its issuance of revised Fred-Meyer guidelines five years
ago. Manufacturers' failure to offer the same paynents to
all conpeting retailers, including those who purchase
t hrough whol esal ers, should be rather easy to show.

The "meeting conpetition" defense could pose a
problem But here the Comm ssion would have an opportunity
to underline the neeting conpetition requirenments of good
faith, reasonable reliance, and neani ngful verification as
critical to distinguishing bona fide from sham applications
of this common rationale for paynents of all sorts.

These paynents, of course, mght also be reachable
under Section 2(c), as we've already discussed, and
concei vably al so under Section 2(a) if they effectively
anount to indirect discounts on price that translate into
| oner retail prices.

Third, the overall pattern of payments and
associ ated affects could be chall enged as an unfair method
of conpetition under Section 5 of the FTC Act.

This, admttedly, would be a novel, but | submt,
nonet hel ess, sound application of Section 5 given the facts

we are assumng, fully consistent with the historic purpose
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of this statutory authority as well as wi th | ong-standi ng
precedence defining its breadth.

It would be an appropriate use of Section 5 to
chal l enge a broad pattern of discrimnatory practices that
violate the spirit even if not the letter of the
Robi nson- Pat man Act, indeed, as applied to systenmatic
di scrimnation practiced by domnant retailers in a way that
al so works to the benefit of dom nant suppliers.

This theory of Section 5 liability should be well
received by antitrust scholars of all stripes: The
Popul i st, the Chicago- School, Post- Chi cago- School -

St rat egi c- Conduct - Rai si ng- Ri val s' - Cost Guys out there, and
even the m ddl e-of -t he-road, mainstream fol ks.

This could be the Conmi ssion's S&H case of the
1990s.

Now, having outlined sonme factual and |egal
grounds for a challenge to sone slotting fees in sone market
contexts, let ne offer two reasons why investnent of the
Conmission's limted resource in this area seens to e
war r ant ed.

First, fromall apparent indications slotting fees
have becone wi despread in the grocery industry, anmounts
bei ng demanded by powerful chains keep ratcheting up, and
the practice is spreading to various other consunmer goods

i ndustri es.
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For reasons |'ve already briefly outlined, the
practice presents significant potential for anti-conpetitive
i npact in some nmarkets.

Absent any hint of this Agency's concern with the
practice, there is every reason to believe the practice wll
continue growing and will continue spreadi ng throughout the
consuner goods sector, including into narkets where the
impact will, in fact, be anti-conpetitive.

And | et nme suggest this second, not unrelated, but
i ndependent reason; and that is that it's becone equally
apparent that a ot of the people involved with this
practice -- payers and receivers alike -- believe, rightly
or wongly that it is of highly questionable legality. But
that belief is no constraint on what people are doing.

Peopl e throughout the affected markets are now
convi nced that adversely affect parties will never institute
private suits and equally convinced that the FTC has no
appetite for intervention.

In short, the consensus is that while the practice
seens illegal, there is no risk to its continuation and
proliferation.

The result, in many quarters, is cynicism about,
and even contenpt for, the |laws that purport to regul ate
conduct of this sort.

The negl ect and, perhaps it's fair to say conplete
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negl ect of enforcenent in this area over the past several
years has underm ned incentives for voluntary conpliance
with these laws. And it entirely undercuts the ability of
the private bar to counsel appropriately in this area. And
by that | mean our ability to encourage | awful and
di scourage unl awful conduct of this ilKk.

So in this environnent, what nore specifically
shoul d the Commi ssion do? | have a suggestion.

For starters, a serious study of the practice in
several selected regional grocery markets and as applied to
several selected product categories.

The study could elicit detailed information on
slotting fee policies of the | eading chains in the regions
of interest, followed by interviews with personnel from both
the retailer and supplier firnms invol ved.

Such a study mght ultimtely generate one or nore
enforcenent actions, but its purpose -- its nmin purpose
woul d be broader. The end result would be a public report
wi th anal ysis of apparent conpetitive effects, good or bad,
and an information base useful in the foll ow up devel opnent
of Agency enforcenment guidelines in this area.

The promul gation of those guidelines would be a
critical second step of the program And it seens to ne
reasonabl e to defer enforcenent initiatives until after

gui del i nes are issued.
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The gui del i nes should be flexible, indeed, | would
say exceptionally perm ssive, nmaking it clear the Commi ssion
has no intention to regulate in depth or otherwi se neddle in
t he conpl ex give and take rel ati ons and financi al
arrangenents between retailers and their suppliers
general ly.

At the sanme time, the guidelines would nake it
clear that there are Iimts to the kinds and sizes of
di scrim natory paynents that power buyers nmay extract from
their suppliers and that this Agency will use the | aws
avai lable to it when disregard of those |imts threatens the
conpetitive process.

Now et me close, if | may, with a rem nder to al
attendees at this hearing that 1996 will soon be upon us;
and 1996 is the year of the 60th birthday of the
Robi nson- Pat man Act .

It was this Agency's chain store study in the
1930s that led directly to the enactnment of this
| egi slation. What better way to commenorate than with the
announcenent of a new chain store study, this tinme focused
on slotting fees?

| ndeed, the Comm ssion at this 60-year m | estone
point mght well want to take a hard | ook at whether this
particul ar depression era legislation, inits present form

is an appropriate part of 21st Century antitrust policy.
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There are sonme obvious reasons to believe it is,
in fact, not appropriate as it is nowwitten and as its
convol uted text has been construed by the courts over the
course of six decades.

The act inhibits selective price discounting in
situations where such a practice woul d enhance conpetition
and serve consuner interests.

At the sane time, as we've been discussing this
afternoon, the act does not appear to have inhibited
pervasi ve and markedly anti-conpetitive exercises of
nonopsony power by dom nant retailers, one of the
fundanment al objectives of this legislation at its inception.
That is an objective of continuing inportance to our econony
today and tonorrow and that warrants this Agency's fresh
revi ew.

Thank you very nuch

COW SSI ONER STAREK:  Thank you, Bob. Very
provocative testinony, very interesting suggestions that you
have made. | would like to follow up on them

| think what we need to do nowis to take a short
break and reconvene. | would say that when we conme back, we
probably ought to begin with an exam nation of how this
practice -- and we know that we're not tal king about one
particul ar practice, but we're tal ki ng about an extensive

series of practices -- is really harm ng conpetition.
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Prof essor Shaffer laid out a nodel where it could
harm conpetition. And certainly Bob and N chol as have
provi ded us with exanples where it appears that nmaybe
conpetition is being harned.

But the argunment on the other side of this, of
course, is who are really being harmed here are conpetitors
and not necessarily conpetition.

So |l would like to begin with that after about a
10-m nute break, if that's all right with everyone.

Thank you.

(Wher eupon, a brief recess was taken.)

COW SSI ONER STAREK: It |looks |ike we're ready to
reconvene. | ran up to ny office to check nmy nessages
during our break and found ny staff huddl ed around the
television set. And, of course, | assuned they were
wat chi ng the in-house broadcast of these hearings. But,

i nstead, they were watching Colin Powell announce that he
will not be a candidate for elective office in 1996.

So | guess there are other things going on.

MS. VALENTINE: Hard to believe.

COW SSI ONER STAREK: | can't inmagine why they
weren't tuned into Channel 2, which is the in-house channel
for these hearings; and presumably fol ks around the
Commi ssi on are wat chi ng.

Well, let's start with the question | posed before
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the break. Wth all these different players involved in
this process with retailers and whol esal ers and
manuf acturers, where is the harmto conpetition.

Prof essor Shaffer |aid out one nodel and maybe we
should start there.

MR SHAFFER: | laid out two.

COW SSI ONER STAREK: Right. You laid out two.
Exactly.

Maybe we shoul d start there and see just exactly
how t hese practices fit into the nodels that you descri bed
of potential anti-conpetitive effect with regard to these
practices.

Does that sound like a good place to begin?

MR. SHAFFER. (Okay. So there are two nodel s that
| laid out in ny paper.

One essentially is the retailer has a limted
anount of space, say this table. The retailer says: |I'm
going to devote this amobunt of this table to stocking a
certain kind of product. Wdgets.

So one manufacturer of Wdgets cones al ong and
says: Gkay. | want three-quarters of it. And as a result,

all of nmy conpetitors get one-quarter of it. O naybe |

want four-fifths of it, and I'mw lling to buy that amount.
It's possible that that one manufacturer -- or
maybe a couple of them-- could buy up all the space. And
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that would be excluding rivals. It's a raising rivals'
costs story. That's possible.

COW SSI ONER STAREK: But why woul d that be in the
retailer's interest to sell off the space?

MR. SHAFFER. Fromthe retailer's perspective, the
retailer is putting the shelf space up for bid and sayi ng:

I will give it to whonmever is willing to pay ne the nost.

Its incentive is very clear: It's out to
maxi m ze, whatever, how nuch noney it can nake.

M5. VALENTINE: And this is assuming this is the
only shel f space?

MR. SHAFFER: Yeah. Now, that theory neans -- so
there is an incentive for a manufacturer or a couple of
manuf acturers to crowd out the other products.

Now, what that requires, anobng other things, is
that if you say to the retailer: Well, I want four-fifths
of this table, what you're really hoping, if you're the
manufacturer, is that the retailer, therefore, will not
stock one of your conpetitor's products.

So instead the retailer mght say: GCkay. Wll,
there's this product down on the other end that's totally
unrelated to Wdgets and |'mjust not going to stock that;
but 1'Il stock your conpetitors'.

kay? So it better be the case, for this strategy

to work on the part of a manufacturer, that all of the
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manuf acturers of Wdgets are really vying for the same shelf
space.

MR. DANIEL: One question | would have to follow
up on that, to the practitioners who know t he nmarket and
know the practices out in the field, is: Do we see those
kinds of restrictions in slotting allowance contracts?

Because it would seemthat it would be relatively
easy, absent those restrictions, for a retailer to expand
the space to rivals if those rivals had nore attractive
products than the ones I"'mtrying to sell down here at this
end of the table.

And I'mjust curious as to whether the contracts
bet ween the manufacturers and the retail ers have these types
of restrictions to provide those assurances.

MR. PYLE: | can think of one instance in the
southern United States that's specific to that, and it was
that captive bakery assets were sold to a large nmulti-state
baker; and as a result, the bread aisles, he had 24 feet of
bread aisle. And prior to the acquisition of those assets,
t hat one manufacturer had about four feet of the bread
ai sl e.

After the acquisition was conpleted, they had 20
feet of the bread aisle. And all the rest of the
conpetitors were reduced to four feet. They couldn't buy

any nore or any less in the case of that one retailer.
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And that's still the case in those nmarkets in the
Sout h.

MR DANIEL: And the retailer can't or won't
expand the other conpetitor?

MR. PYLE: Has not, no. There is that inplied
control over the bakery shelf space as a result of the
pur chase of those bakery assets of the retailer.

MR. DANIEL: Interesting.

MR. PYLE: | nean that's one exanple.
M5. DeSANTI: | don't nmean to divert fromwhat |
t hi nk Conmi ssi oner Starek has focused on. In fact, the key

guestion for this Agency has to be: Wat's the affect on
conpetition? What's the affect on consuner wel fare?

It's not part of our jurisdiction to help
conpetitors.

But, obviously, | nmean it's hel pful to have all of
you cone and talk to us about it. And I'mjust sonewhat --
well, there are sort of two issues | would |ike to pursue
her e.

One is: How are we going to find out nore about
t hi s?

And part of what we would need for you to take
i nto account when you think about this is, M. Pyle, you're
telling us you don't have any nenbers who are racing to cone

down to tell the Conm ssion about this.
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MR. PYLE: Not publicly.

M5. DeSANTI: Not publicly.

MR. PYLE: | think behind closed doors they
woul dn't have any problem

M5. DeSANTI: Behind cl osed doors they woul dn't
have any problem if we wanted nore information.

M. Skitol, you have clients who woul dn't even do
it behind closed doors. And yet you're proposing that the
Commi ssion study this issue.

As a practical matter, how much farther can we go
if we have -- you know, I'mglad that you think you have
sonme nenbers who would be willing to tell us about this
behi nd cl osed doors.

But, inevitably, if we went farther in terns of
doing a study, we're going to then make public the results
of that study. |If there were likely to be any enforcenent
action, it would be taken in a public forum

How do we confront this issue that you' ve both
raised to different extents of whether people are willing to
speak to the Commi ssion?

MR SKITOL: | think that is a problemthat’'s got
to be addressed. There is no doubt about it.

My experience has been what | was indicating
before, that if the Conmi ssion were to commence a study in

some najor way and then were to ask the bar out there to

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1917
bring clients in, I would certainly go to ny clients, and ny
clients would say: No, no, no. Let's leave it to others.
But | would certainly try again and m ght or m ght not
succeed.

Certainly a place to start would be with the
Commi ssion's -- not just conmencenent of a formal study, but
t he Comm ssion's use of conpul sory process in a non-hostile
manner but as part of a Section 6 investigation.

There's no secret about who the targets woul d be.
My own bias on this is that the -- one clear line of
demarcation is conpetitive versus non-conpetitive market
structures.

| think the answer to the question: Wy would a
retailer not nmake nore space avail able? The answer is that,
in a conpetitive market, presumably the retailer is going to
be sure to stock products that consuners want. And if
Retailer A doesn't do so for this manufacturer or that,
there are other conpeting retailers out there.

But ny premse is that you' ve got |ots of regional
grocery markets that are non-conpetitive in structure that
are concentrated markets where there i s nonopsony power
where retailers have the ability to deny consunmers what
consunmers want and to be sent in other directions.

Well, the Comm ssion could certainly -- it's a

matter of public knowl edge as to which nmarkets -- you know,
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this region versus that region. |If you were going to pick
t he Washi ngton, D.C., grocery market, there's no secret as
to the identity of the | eading supernmarket chains in this
nmetropolitan area. |If the Conmm ssion were to decide to
study this phenonenon and to pick a half dozen particularly
concentrated regional markets, that woul d be one approach.

And in Washington, there wouldn't be any nystery
about how to start the investigation. You could start it
with Section 6 questionnaires directed at the two | eading
supernmarket chains in this netropolitan area.

You woul d get basic information about slotting
policies, about relations with | eading suppliers in any
nunber of product categories that m ght be identified, and
you go fromthere.

As a result of initial investigative efforts
directed at retailers, you would end up with a list of
smal | er suppliers that the Conm ssion could take the
initiative to contact.

And then it's a whole different gane. It isn't a
matter of a private |awer trying to lean on his client to
take the initiative and beconme a volunteer. |It's a matter
of the Federal Trade Comm ssion taking the initiative and
going to small manufacturer X, Y, Z, and those snall
manuf act urers, perhaps, going to their |awers and sayi ng:

VWhat should | do?

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

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

1919

And their |awers then being in a position to say:
Well, look. This is a serious and inportant inquiry. And
my reconmendation is that you cooperate with the Agency.

MR. BAER. May | follow up?

M. Skitol, let's assune all of that happened and
| et's assunme you found sone retail narkets where we all
concede that sone |local retail markets are concentrated --
and there probably is a degree of market power that gives
them nore control over what goes on the shelf than in other
mar kets -- what would you do with respect to slotting
al l omances in markets where you found that to be a probl enf?

Just so you know, my concern here is |I'mnot sure
what renmedy we're heading towards here. | really don't
know. And | don't know how that renedy is nmeaningful. And
that's really where I'mgoing with ny question.

MR. SKITOL: | think that you' ve put your finger
right on a very chall engi ng aspect of this.

| think where would you end up or mght you end up
that woul d be a manageabl e and workable rule of law? Wll,
it would have sonething to do with consistency and
reasonabl e rel ationship to costs.

It seens to nme that, in principle, there is --
Greg was tal king about risk sharing, risk shifting. And
that's an appropriate thing for all retailers to want to do,

whet her they be leading retailers or non-leading retailers.
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And it's a valid business objective in a concentrated and an
unconcentrated retailing environment.

But there is reasonable and legitimate risk
shifting, and then there is totally -- and then there's
sonmething el se where it may be | abeled risk shifting but, in
truth and in fact, it bears no relationship to actual costs.

The amounts bei ng demanded are so vastly in excess
of costs involved and the di sparateness of the demands on
t he inconsistency and the discrimnation in the way the
policies are applied are such as to conpletely belie the
legitimacy of the rationale

So, you know, it's like lots of other things in
antitrust law. W have a Section 2 | aw regi ne today, the
| aw of nonopolization that says that there's |ots of
conduct, that we regul ate conduct on the part of dom nant
firms by making factual inquiries as to whether or not the
particul ar conduct, whether it be a design decision or
excl usi ve dealing or whatever, whether or not in a given
factual context, the manufacturer can show a legitinate
busi ness justification for the particular way that its
polici es have been i npl enent ed.

And | think you essentially would end up the sane
way here. The Conmi ssion would be serving the public
interest and doing good if it got out the nessage to

retailers out there, to the domnant retail chains, that
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they need to clean up their acts. They don't need to drop
the whol e idea of slotting all owances, but they need to have
reasonabl e and consistently followed slotting fee policies.

MR. BAER  The sum and substance, then, of the
relief that you would tentatively posit here -- | realize
I"mputting a |l ot burden on you in a situation where you've
just called for a study. So I'lIl concede that at the
outset. But the tentative relief that you would see is,
basically, sonme sort of cost-based requirenent inposed on
the retailer and sone sort of even-handed treatnment
requirenent.

And the question | have is: |f the fundanental
probl em here is basically the bargaining relationship
between retailer and supplier and there is sonme market power
there on the retailers level, is that really going to solve
the problen? O is this going to be the equival ent of that
old study in the late '60s, early '70s when, in order to
deal with increasing crime in Manhattan, nore police were
put on the streets and the result was nore crine in the
subway; they put the police in the subway, and the stats
showed, you know, the crine went back up on top?

And |'m not necessarily saying here it's a crine.
But what I"'mtrying to understand is whether -- and maybe
Prof essor Shaffer ought to get into this -- but given that

nature of the relationship where there seens to be a bidding
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war for shelf space going on, what would econom c theory
suggest is likely to happen if we ban one manifestation of
that relation?

MR. SKITOL: Let ne just add one thing and then
turn it over to Geg.

| don't think it's so nuch a question of banning
as inposing a reasonabl eness standard.

| don't know if you'll Iike this anal ogy or not,
but it's simlar to where antitrust law and policy is today
on the essential facilities doctrine, if you will. You
could think of retail shelf space as an essential facility.
And there are some domnant firnms out there controlling this
essential facility.

And in some markets there is reasonable
even- handed access to the essential facility; and in other
mar kets, the controller of the facility is abusing its power
over that facility. And it's a little unconfortable to get
into the -- there's no denying the fact that antitrust
courts and agencies are into the regul atory busi ness al ready
in nore conventional applications of that doctrine.

And what we're tal king about here with slotting
al l owances is a variation on that thene.

MR. SHAFFER. Ckay. | have two points.

First of all, | see it as a fundanental problem of

shifting the bal ance of power that has gone nore towards the
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retailers.

In terns of banning the practice, here's the
difficulty with that: Suppose if the practice is legal, the
retailer says to the manufacturer: | want $100,000; and, by
t he way, when you show up with it, make sure it's all in
20s, or |low denonminations, bring it in your briefcase.

Now suppose the Agency says that's illegal, you
can't take the noney and put it on top of the table and you
can't put it underneath the table either.

That may not solve the problemfor the foll ow ng
reason: There are other ways that the manufacturer can
funnel noney to the retailer which you woul dn't dream of
chal I enging -- or nmaybe you woul d.

But for exanple, if the noney is tied to services
that the retailer provides. So, for exanple, it's legal for
t he manufacturer to conpensate the retailer for advertising
that the retail er does, cooperative adverti sing.

So now if you tell the retailers and the
manuf acturers that you can no longer -- we will no | onger
all ow these slotting fees, naybe what you'll see is an
i ncrease in anmobunt of cooperative advertising that's done;
where, in fact, the manufacturer has no intention of
verifying to see if the advertising was done and the
retailer has no intention of doing the advertising. |It's

just a way to get around any |law that you mght wite that
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woul d say: We're banning slotting fees. So instead, you
coul d channel it into cooperative advertising. O it mght
get channeled into paynents for end aisle displays. Instead
of $500 per end aisle display, you mght have $3, 000, $5, 000
for an end aisle display.

O there are a variety of other things that would
be ways around the problem

So | guess I'ma little unsure of exactly how one
woul d go about it, even if one wanted to, to ban this
practice, because manufacturers and retailers will find
ot her ways around it.

The second point that | wanted to nake pertains to
this cost-based relationship. Now, the relevant costs from
an econom c point of viewis the retailer's opportunity
cost. Ckay?

So the retailer's cost of stocking a new product
i ncludes the profit that it would have nade had it stocked
what it was going to stock. And so you take whatever that
turns outs to be, that's part of its cost of stocking a new
product .

So I'mnot sure how one coul d even go about
estimating what this is or defining it.

Now, sonetines what people nmean by cost-based is
what | referred to in footnote 6. There are costs, |ike

actual out-of-pocket costs for stocking new products. For
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exanpl e, paying soneone to enter new iteminformation into
the conputers or expenses that are incurred in actually
rearranging the itenms in your warehouse to make roomfor the
new products or notifying individual stores of the new
products or maybe you have to redesign your shelves. These
are out-of - pocket costs.

But on top of that, fromthe econom c perspecti ve,
there's also the opportunity cost of the shelf space. And
it just doesn't nmake sense to say that these things have to
be cost based, however you define costs.

MR. BAER. Can | just ask one nore question and
throw it back over to M. Pyle.

And what cones out clear is that your nenbers have
a concern that they're not sure they' re always getting
treated fairly with regard to slotting fees. But at the
bottom you conme up with a recomrendation not for this
Agency to do aggressive | aw enforcenent but for, perhaps,
sonme sort of code to be devel oped.

Now, aside fromthe usual quite sage counsel that
peopl e give their business nenbers -- "don't go near those
agenci es, you're asking for trouble” -- what is the reason
you get up to the line -- you know, you didn't pull the
trigger here. | nean, you didn't give us a chance to do
anyt hi ng.

MR PYLE: Well, our nenbers want a chance to
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council and coalesce in Florida in February at the neeting.
That's why | had a litany of very specific reconmendati ons
fromthe tax treatnent of the costs, et cetera, et cetera.

MR. BAER  Ckay.

MR. PYLE: Wich we want to consider in February.

However, | do not want to discourage this body
fromlooking into the question further by any neans. W
think that, at |east fromsonme of the conments from sone of
t he bakers that we got, that that was probably the thing
that they wanted the nost collectively.

But I"'mnot at liberty to say that that's what we
want to do.

Wth respect to your earlier question, what we're
| ooking for is a level playing field. |If XYZ Baker is
of fered prem um space for a certain anmount of dollars, we
want to nmake sure that ABC Bakery has been offered that sane
opportunity in sort of a creation of a level playing field,
with maybe a plack or a seal of good busi nessnmanship or
sonmet hing of that nature for that purchasing agent to have
on his wall.

That's what we need. W want a | evel playing
field.

MR. BAER You're not objecting to a bidding war,
if I hear you right, as long as it's fair, that is,

everybody gets a chance to bid for space.
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O is that an over sinplification of your renmarks?

MR. PYLE: | think that's a fair assessnent, that
what we want is a level playing field.

Wth regard to Conmi ssioner Starek's earlier
requests for comments of specific instances of
anti-conpetitiveness because of slotting.

| have a |l ot of bakers that are institutional
bakers. They sell to restaurants, hospitals, food service
accounts |ike that.

They have found it very difficult to go into the
retail side as a result of the slotting fees. You'll see
bread offered at smaller delis for sale in retai
establishments that nmay have a deli that you wouldn't find
avai l able on the regular bread aisle. At least here in
Washi ngton | find that experience.

And those sane bakers that are available in the
smal|l delis and snmaller retail slots have not been able to
afford their way into the big guys, particularly in this
mar ket, particularly for a baker whose trucks you see a | ot
on the streets here in Washington. But you don't see their
bread at Safeway and G ant.

COW SSI ONER STAREK: That's because the fees are
so hi gh?

MR. PYLE: To get into the big guys. But the

IGA's is another story.
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The other is particularly for southern,

i ndependent bakers. The snaller regional bakers have a very
difficult tinme conpeting against the nmega regi onal baker,
because they can't service every single one of the chain's
stores. They're only able to supply a limted region.

Yet, they're asked to base a slotting fee based on
what that nega bakery is charging in that region. And so
it's very difficult to get shelf space at any price, for
that matter, if you can't service all those accounts.

So that's where it's a big buy/little guy
conpetition thing, in my opinion.

M5. DeSANTI: | would like to follow up, M. Pyle.
It seens to me that you have an interesting proposal in
ternms of the voluntary adherence to sone formof a
supplier/retailer code of ethical standards. That seens to
nme to relate to Bill Baer's question about: What's the
remedy to this situation?

Are you at liberty to give us any nore information
on what such a set of standards m ght | ook |ike?

MR. PYLE: | would rather tal k anmong ny bakers and
get back to you with that in witing.

But it would be for an equitable playing field at
m ni mum Equal treatnent.

MR. DANIEL: If | could just ask, follow ng up on

your hypothetical and your description of the Washi ngton
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mar ket where we have sone, obviously, |arge supernmarkets
that do not carry certain products, how can we tell, as
enf orcenent agenci es, whether that outcone is the result of
t he bidding war, in which case there's a |limted anmount of
space in Safeway and G ant, and these are the ones who
prevailed in that war, which you presune to be the result of
some conpetitive process, and by contrast an
anti-conpetitive outconme?

How woul d you recomend we parse through that
difficulty?

MR. PYLE: Through a type of survey |like Bob was
tal ki ng about where you'd be asked -- you would be surveyed
by the Conmi ssion under its powers of review ng conpetitive
situations. | don't know the | egal ese, but you woul d have
to ask and go out and seek that sort of information fromthe
mar ket pl ace.

Per haps we could give you sone direction in who to
ask. But | think they would have to be conpelled to offer
t hat kind of feedback to you.

| don't think it would be --

MR. DANIEL: The question | have is that, suppose
that we were to be told -- what it sounds |ike you' re saying
is that the small bakers just cannot afford to get into the
| arger chains, and they say they can't pay the fee required

of the supermarket.
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MR. PYLE: O they refuse to.

MR. DANIEL: O they refuse to.

That is also consistent with the bidding market
that you described as a level playing field, that you're not
bei ng discrimnated against in the sense of being unwilling
to be offered that space, but that you' re just sinply unable
or unwilling to pay the price that appears to be necessary,
or at least the supermarkets claim which is the price for
t he space.

I"mtrying to get a handl e on whatever indicators
we mght be able to learn fromthe bakers and others to
di stingui sh between the bidding market and the
anti-conpetitive outconme?

MR. PYLE: That's a very good question. 1'Il have
to get back to you on that.

MR. DANIEL: W would greatly appreciate it.

MR SKITOL: Can | throwin a comment or two about
t hat ?

| don't think that a level playing field in and of
itself is sufficient. | think it's a necessary but not
sufficient solution to this.

You can have a level playing field with open
free-for-all bidding, biggest pocket book wins. As I
understand Greg's anti-conpetitive exanples, one or both of

theminvolved a I evel playing field, biggest pocket w ns.
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And that's anti-conpetitive.

There's another side of this. It's not just a
| evel playing field in the upstreammarket. W also need to
be concerned about a level playing field in the downstream
mar ket .

We still have a law violation, and we still have a
significant potential for anti-conpetitive inpact where you
have a domi nant retailer acting even-handedly and uniformy
Vi s-a-vis upstream suppliers but maki ng demands that result
in each of those upstream suppliers acting in a manner that
di scri m nates agai nst and undercuts the long-termviability
of smaller retailers.

In other words, you still have nonopsony power
bei ng exercised to get a bunch of upstream manufacturers to
pay one retailer a whole |ot of noney, which isn't going in
a proportionally equal or anyway at all to conpeting
retailers.

|f there was sone way to add to the | evel playing

field a reasonable relationship to cost standard of sone

sort -- and | recogni ze and appreci ate what Greg was sayi ng
about | ooking at opportunity costs; | don't knowif | agree
wi th himabout that or not -- but certainly there is a

di ff erence between reasonable relationship to cost and
somet hing that doesn't cone even close to that.

| f you adopted a standard of reasonabl e
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relationship to cost in sonme nanner or another, you woul d
have sonething that | ooks like there's a way to regul ate
this consistent with existing Robi nson-Patman |aw, and you
m ght al so have sonething that is even acceptable to the
retailing segnent.

MR. BAER | take it that everybody agrees that,
at a mninmum vigorous nerger enforcenment at the retai
| evel s, especially the supermarket |evel, is one way to
ensure that we prevent accunul ation of market power, which
effectively, | think is what you' re saying; and what you're
saying, M. Pyle, is give us a level playing field where, if
you' ve got real conpetition at the retail level, you're in a
much better position to have a fair fight to get on sone
shel ves in sone stores.

MR. PYLE: That's right.

M5. DeSANTI: | was interested in follow ng up,
Bob, on sonme of your remarks about the Robi nson-Pat man Act.

On the one hand, you have proposals for potenti al
enf orcement actions under the Robi nson-Patman Act. And, on
t he ot her hand, you have a proposal that maybe this is worth
a fresh | ook because there are sone aspects of that act that
are, perhaps, as you put it, not appropriate as they're now
witten.

| s there anything you can expand upon in terns of

why you think the Robinson-Patnan Act might be worth a fresh
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| ook?

MR SKITOL: Sure. Sure. And this would be a
nice kind of topic for a half-day sem nar at the birthday
party for the Robi nson-Patnman Act so we can talk this over

Over the years, | think it's becone pretty clear,
at least in counseling and doi ng Robi nson-Pat man counsel i ng
over the years, you really kind of get struck at just how
convoluted is the text of the different sections and how it
really -- what's come out of six decades of jurisprudence
interpreting the different parts; and the defense is really
gui te a hodgepodge that doesn't work too well together.

The act in its inception was primarily ainmed at
st oppi ng abuse by big buyers. And, in truth and in fact,
over the years, it's becone far nore a statute directed
agai nst and used against small sellers than it is against
big buyers. And there are a variety of reasons for this.

Section 2(f), which is the only part of the
statute which expressly applies to buyers, inposes a tougher
standard to prove a violation because of a know ng el enment
t han does 2(a) and the other sections directed at sellers.

Over the years, the neeting conpetition defense
has been interpreted in a way that has created just a huge
rational e for, some would say, evading the purpose of the
whol e statute and others would say that it's, as the Suprene

Court has said, that the neeting conpetition defense is the
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critical nmeans for making the whol e Robi nson-Pat man
apparatus reasonably consistent with antitrust law in
general .

| don't knowif it's proven. [It's nice to say
that, and the Suprene Court has said that a nunmber of tines;
but 1'mnot sure that's exactly right.

Certainly where we are in the |aw today, after
A&P- Borden, the knowi ng requirenment for buyer liability on
top of what the Suprene Court has done to the neeting
conpetition defense, effectively nmeans that 2(a) and 2(f)
are not very useable at all

| don't have any clear, crisp answer to your
guestion except that | think that the statute in its present
formcoul d used by this Agency now today nore than it has
been, if you picked sone good cases.

On the other hand, there are a |ot of anomalies in
the statute. And after 60 years of experience, given the
ri ght thought put behind it, I think the group of us in the
roomtoday could sit down in a roomfor a couple of days and
we could rewite the statute in a way that we would all
agree is nore sensible.

So one could inmagine this Agency, in the aftermath
of a study and so forth, naking sone respectful
recommendati ons to Congress for updating and refining the

statutory | anguage.
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MS. VALENTINE: | have one -- oh, you want to go
ahead? Because nine's going to be starting a new questi on.
So if you want to direct sonething back --

MR. BAER  (Go ahead.

M5. VALENTINE: COkay. This is actually returning
to, | think, one of the initial thoughts that Comm ssioner
Starek left us with at the break, which was trying to focus
on at what | evel sonme of this is taking place.

And | think some of the things that we' ve been
tal ki ng about now have been assum ng that the problemin the
concentration in the power, if there is a problem is at the
retailer |evel.

| was sinply wondering about whether you have ever
encountered i nstances when your conpetitors, your rivals,
have made your costs higher along -- or the pro-conpetitive
story, perhaps, if the problemis conpetition at the
retailer |evel.

Did you encounter any instances where conpetitors
of yours were effectively raising your costs by making these
paynents without the retailer starting the bidding war, so
to speak, and nmaeking it inpossible for you to cone in as a
new entrant ?

MR. PYLE: No. There are |arge manufacturers who
refuse to pay slotting fees, and they are public in that

announcenent; and grocery stores still carry their products.
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They feel conpelled to.

What's been reported in the nedia about Proctor &
Ganbl e and Canpbell's Soup don't pay slotting fees. And a
grocery store would leave a lot to be desired in the soup
aisle or in the soap aisle without the products fromthose
two manuf act urers.

So maybe this is sort of the reverse of what
you're |l ooking for, but there are instances when soneone is
so big that they just refuse to pay slotting fees.

COW SSI ONER STAREK: Let me follow up on that.
And, Bob, you also alluded to this in your testinony, where
you nentioned that, often, the demands are nore onerous on
the small suppliers than they are on the larger rivals.

Is that the case? |In other words, let's take
soap. kay? P&G doesn't pay any slotting all owances, but
we all know that P&G products are carri ed.

Wuld retailers still charge slotting all owances
to the other conpetitors then for the shelf space that
they're not going to allocate to P&G?

MR. PYLE: Assuning that P& was not part of the
pi cture?

COW SSI ONER STAREK:  No, no. P& G s in the store.
They're on the shelf and they've got 25 percent of the shelf
space for laundry detergent. Right?

What about these non-P&G fol ks? Wuld retail ers
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charge slotting all owances for the other 75 percent of that
space and everybody knowi ng that P&G s not paying slotting
al l omances for their 25 percent of the space?

MR PYLE: | would think if a manufacturer was
seeking to put a product into that soap niche that they
woul d have to pay dearly to get in there.

COW SSI ONER STAREK: Onh, | see. A new product?

MR. PYLE: A new product, yeah.

COW SSI ONER STAREK:  Prof essor, do you know about
t his?

MR. SHAFFER: | don't have specific exanples. But
you woul dn't necessarily want everybody to be paying
slotting all owances.

There are two ways that a retailer can get
profits. It can get it through when sonebody gives you a
[unp sum paynment up front. O it can get it through the
mar kup that it has on every unit that it sells.

| f Proctor & Ganble's product sells trenendous
vol une, the retailer can get profit that way. So there's no
reason why Proctor & Ganbl e shoul d have to pay, necessarily.
A retailer may well be getting enough profit to cover,
essentially, its opportunity cost for the shelf space that
way W t hout Proctor & Ganble having to pay.

Were sone of these snaller brands, they don't

have the volune, they've got to pay up front.
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COW SSI ONER STAREK:  Good poi nt.

M5. VALENTINE: That's a very different story from
what - -

MR. SHAFFER: There's no reason to require all the
manuf acturers to pay the sane anount, because the volune is
going to be different for each brand.

MR. SKITOL: Yeah, |'ve heard the story
articulated along the same |lines that there's a reasonabl e
and an unreasonabl e expl anation for disparate treatnent.

| f you accept that risk shifting or cost shifting
is legitinate, then when it comes to the risk of failure on
a new product, there's sonething to be said for the notion
t hat when Proctor & Ganble conmes out with a new soap and
backs it up with mega consuner advertising, the risk of
failure fromthe retailer standpoint is |less than the risk
of failure when it's a small regional advertising. And that
risk differential can appropriately be treated through
differential slotting expectations.

And to ny mind that's a plausible, legitinmate
differentiation. The problemis that that plausible,
legitimate explanation gets twi sted all out of shape.

See, ny suspicion is, if the Conm ssion | ooked at
this, if the Comm ssion studied what is actually going on in
a conpetitive market and then what's happening in a

concentrated market, you'd probably find in the conpetitive
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mar ket that there are differentials and so forth; but you'd
probably find in a concentrated market that the
differentials are quite extrene.

M5. VALENTINE: "Concentrated narket"” you're
tal king about is concentrated at the retailer |evel now?

MR SKITOL: Well, mainly at the retailer |evel,
but I"'mreally thinking in ternms of the real problemthe
bilateral -- what sone people tal k about as the bil ateral
ol i gopoly structure, where you' ve got a very concentrated
retailing segnent dealing with sone very concentrated
manuf act ured product categories, and you' ve got the
potential for two things happening sinultaneously: a
nonopsony power down bel ow, which is al so enhanci ng mar ket
power above at the sane tine.

COW SSI ONER STAREK: | have one | ast question.

G ven that this seens to be working quite well for
the large retail groceries, does anybody know if this is
expanded i nto other consuner product industries or whether
it's likely to expand?

| mean, if | were running a departnent store, |'d
sure give this a lot of good thought.

Does anyone know?

MR. PYLE: It certainly has stepped down fromthe
| arger conmercial grocery stores into the convenience store

mar ket .

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N Bk

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

1940

COW SSI ONER STAREK:  But it's still, as far as we
know, just limted to food and ot her products?

MR SHAFFER  Hardware stores.

COW SSI ONER STAREK:  Har dwar e?

MR. SHAFFER  Yeah

COW SSI ONER STAREK:  No ki ddi ng?

MR. SKITOL: You can certainly -- there's no
apparent reason why this would not work just fine and,
i ndeed, wouldn't work in a perfectly anti-conpetitive manner
inthe retail distribution of PC's, and given what's
happeni ng with i ncreasing concentration in nmass
mer chandi si ng of conputer products.

COW SSI ONER STAREK: But you think, Geg, it's
goi ng on in hardware stores?

MR SHAFFER: | believe so.

COW SSI ONER STAREK: It woul dn't surprise ne.
You know, | noticed in one that |I frequent has conpletely
elimnated a maj or brand of light bulbs. 1n other words,
you can't even find the General Electric light bulb in this
pl ace, whereas, it used to sell themall the tinmne. And I'm
sort of curious when | go in there why don't they carry
CGeneral Electric light bul bs.

Maybe the answer has to do with slotting. | don't
know.

MR. SHAFFER: It could be. O maybe whoever's
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I ight bul bs are being sold purchased an exclusive. | don't
know.

COW SSI ONER STAREK:  Yeah

Well, all right. |If there are no nore questions,
| certainly want to thank everybody. 1It's been very
illumnating for me. | learned a lot. You have posed sone

i nteresting suggestions about further studies.

We'll ook forward to hearing nore fromthe bakers
after they rendezvous in Florida for their annual neeting in
February.

And | would just |ike to thank everybody for a
very interesting and educati onal afternoon.

Thank you for com ng.

(Wher eupon, at 4:05 p.m, the hearing was
recessed.)
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