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UNI DENTI FI ED MALE: Absol utely.

MR, BRODSKY: It's not just the enployees that get
solicited, it's the custoners, because it's a period of
uncertainty, and especially for the acquired conpany, their
constituencies don't know what's going to happen to the
conpany. In that uncertainty, there's nore of a propensity
t o change.

MR. BOWNER: There's also an issue which Dan
Schei nman pi cked up. Sonetinmes when you' re addi ng products
to fill into a line, what you're doing is you' re dealing
with a problemthat the product division or the sales
organi zati on had created for you. And then you put that new
product line in an organi zation which is fundanentally
hostile to it or doesn't have the capabilities to sell it or
doesn't understand it, or you get into a fight and then you
| ose your revenue projection for that kind of reason.

Any nore ot her questions?

(No response.)

MR BONER Well, then, I'"'mgoing to thank the
panel. 1've heard a nunber of comments fromthe audi ence
and al so sone of the people who left. They were apol ogi zi ng
and said, “this is just fantastic,”. W really thank you.

PANEL 4
HOW AND IN WHAT CONTEXT DO COST SAVINGS OF VARIOUS KINDS
AFFECT BUSINESS DECISION MAKING?

WHAT HAVE BEEN THE FTC AND DOJ’S EXPERIENCES WITH EFFICIENCY
CLAIMS?

MR, SCHEFFMAN:. Al right, welcone back to the ice
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box. It's alittle warner today, isn't it?

GROUP: Yes, it is.

MR. SCHEFFMAN. Well, they will probably fix that, so
don't | eave your coat, all right? W're delighted you cane
back after yesterday's very interesting session.

Today we're getting back nore explicitly into
antitrust land. The first panel today deals with an issue
t hat econom sts have known about for decades, in fact
forever, which is that actual business decisions are often
made in part based on average costs rather than increnenta
costs. That's been a matter of sone concern to econom sts
for years. At various points, econom sts have done surveys
of busi nesses, where they’ ve asked, what's the nost
i nportant determ nant of prices? And the response has been,
average costs. Wich is an enbarrassnment to econom sts, but
| think it's because econom sts haven't really thought about
what the role of costs are in business decision-naking.

So, what we want to do today in this first session
i s have sonmeone put forward argunents about why busi nesses
use sonething other than increnental costs in decision-
maki ng. The person that's going to do that is David
Pai nter. For those of you not fromthe Conm ssion, David
Pai nter was at the Conmmi ssion for 25 years. He was our |ead
financial analyst. He was the internal person who actually
assessed efficiency clainms nade by parties, and now he does
a lot of work on the outside as a consultant putting forward

ef ficiency argunments, so he has an interesting background in
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t hat regard.

The chair of the panel today is Andrew Dick, who's
Acting Chief at our sister agency, the Departnent of
Justice, Antitrust Division. Andrew w |l not just be a
noderator but will be talking a little bit about the second
topic of today's session. The other nenber of the panel is
Gabe Dagen, who currently is the head of our financial
anal ysts. The financial analysts at the FTC have a very
i mportant role, such an inportant role that | stole them
back fromthe Bureau of Conpetition in the last year. Wre
you ever in the Bureau of Econom cs, David?

MR. PAINTER. Not as part of the conpetition part of
it. | was with the old Iine of business program

MR. SCHEFFMAN. Ckay. Well, 1 think at some point,
many years ago certainly, when the Comm ssion started, |
think there were financial analysts in what today woul d be
call ed the Bureau of Economics. At sone point the | awers
stole the financial analysts, and in the last year | stole
t hem back where they belong, with the other quantitative
geeks. The purpose of that was to really re-invigorate and
enlarge the role of financial analysis in our merger
investigations, and antitrust investigations generally. |'m
a strong believer, as a long-time MBA professor, that
financial analysis is very inportant, and we do nuch nore
financial analysis than we used to in the investigation of
cases.

Gabe Dagen is the | eader of a group of five
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financi al analysts that we have. W have hired severa

within the | ast year, and they are all busy doing |ots of

useful things. So, Gabe will provide sone coments on
David's presentation on costs, how costs may affect business
conduct in various situations. Gabe will provide a reaction

in part fromthe point of view of how we as enforcers can or
shoul d take such argunents into account in our analysis of
potential efficiencies.

Then Gabe and Andrew are going to tal k about our
so-cal l ed chicken and egg problem to cone back to Chairnan
Muris' conments of yesterday. That is, we actually are
prepared to assess efficiencies, but we don't actually see
substantial credible efficiency clains generally. There
seens to be a problemthat the private bar advises their
clients that it isn't worth it, and as the Chairnman
i ndicated, that's not true. As he also indicated, in the
majority of the cases, it's probably not worth it, but in
sone cases it is, and we're not seeing it. So, Gabe and
Andrew are going to speak a little bit fromthe point of
view of the two agencies, about what we see and what we
don't see in terns of efficiencies analyses.

So, I'"lIl turn it over to you, Andrew. Thank you.

MR. DICK: | should start with a disclainmer, and Gabe
asked nme to include himin this disclainmer. [|'mnot going
to be speaking as a representative of the Departnent of
Justice, and Gabe won't be speaking as a representative of
the FTC or its Conm ssioners.
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As David indicated, there are two gquestions, and
they are going to seemdistinct, but hopefully as we get
into the discussions, we'll see howthey relate to one
anot her. .

The first question, which David Painter will speak
to presently, is how and in what context do cost savings of
various kinds affect business decision-mking? The second
question that the panel will discuss is what has been the
experience of the agencies and private parties in presenting
and evaluating efficiency clains? Wat do the agencies
usually receive fromnerging parties by way of efficiency
argunents and supporting evidence, and equally inportantly,
what should parties provide to nmake their argunents and
evi dence as conpel ling as possi bl e?

David previously introduced the two panelists, but
l et me just add one or two nore words about them Davi d
Painter is a Director at the Law and Econonics Consulting
G oup (LECG. He specializes in antitrust, finance and
damage estimation. Fornerly, he was the Chief Accountant at
the FTC where he had responsibilities for accounting and
financial issues in a wi de range of merger and non-nerger
I nvesti gati ons.

To his right is Gabe Dagen, who is the Assistant
Director of the Accounting and Fi nancial Anal yst group at
the FTC. Gabe has been with the FTC for four years and has
performed efficiency, valuation, and viability analyses in a

wi de range of investigations.
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And as David nentioned, |'mthe Acting Chief of the
Conpetition Policy section at the Departnent of Justice.
"' mal so an econoni st, and so hopefully, anong the three of
us, we'll bring sone perspective froma nunber of different
experiences.

I"mgoing to ask David to begin. Again, his topic
Is how and in what context do different types of cost
savi ngs affect decision-nmaking by busi nesses?

MR. PAINTER: | appreciate the opportunity to be

here. It's good to see old faces and it's good to see new
faces here. | wanted to carve out sort of a narrow aspect
of efficiencies. It's narrowin the sense that it's a

di screte area, it's not narrow, however, in ternms of its
i nportance. |1'mgoing to address the inportance, as | see
it, of fixed cost savings in antitrust efficiency anal yses.
I"'mnot going to be touching on variabl e cost savings.
t hi nk everybody acknow edges and the Cuidelines speak fairly
clearly to the inportance of variable cost savings and the
potential for those savings to have a direct inpact on
prices. But | think that fixed cost savings may present
sone of the very sane benefits that variable cost savings
present and maybe nore, so that's going to be the area of ny
f ocus.

|'ve been asked to speak about the potenti al
consuner benefits that fixed cost savings froma nerger
m ght create or mght contribute to. It is an area, |

think, that nerits greater attention and credit by the
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antitrust agencies. Mre and nore, | confront experienced
antitrust counsel, and antitrust consultants who are very
reluctant to assert fixed cost savings as an efficiency of

t he proposed nerger based on the advice of antitrust counsel
and consultants. | amnot one of those consultants who
shares this view. The nmerging parties are frequently
unwi I ling to bear the cost required to properly identify,
substanti ate and neasure cogni zabl e fixed cost savings of
the nerger. Wiy is this the case?

It's largely because many antitrust practitioners
perceive that fixed cost savings will be accorded little or
no credit in the antitrust assessnent of the nerger, and
worse, will be used nore as evidence against the nerger than
as a pro-conpetitive benefit in the Governnment's eval uation

In their experience, fixed cost savings have been
acknow edged by the antitrust authorities only to
denonstrate the existence of high entry barriers and not
consuner benefits.

As David pointed out, however, | think, in recent
nont hs and naybe the recent year, antitrust enforcenent
officials have gone to great lengths to re-affirmthat fixed
cost savings, and indeed all efficiencies, are acknow edged
as potential consunmer benefits under the DQJ/ FTC Hori zont al
Merger Cuidelines, and are going to be given nuch nore
credit and attention by the authorities.

Wth that said, that is the reason why |I'mhere, to

sort of speak to the potential benefits of fixed cost
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savi ngs.

As seen on the slide at the bottomof the first
page of my handout, | want to make four points today.
First, | want to make it clear that the Merger Cuidelines do
acknow edge the potential inportance of fixed cost savings
as consuner benefits. The second point | want to nmake is
that fixed cost savings can provide direct price-related
consuner benefits. Third, fixed cost savings can contribute
to i nportant non-price consuner benefits. And fourth, it is
ny opinion that the inportance of fixed cost savings needs
to be assessed on a case-by-case basis. That is somewhat
dissimlar to variable cost savings, which, | think, alnost
across the board one woul d acknow edge are going to have the
potential to reduce prices.

First, how do the Merger Cuidelines acknow edge the
I nportance of fixed cost savings? As shown in the slide on
the top of p. 2 of ny handout, they do so by identifying a
vari ety of consumer benefits that could potentially arise
frommerger or acquisition. One, lower prices, first and
forenost. There's no question that the FTC and DQJ prefer
nmerger benefits in the formof price reductions. That
preference is understandable to ne and to others, in that
efficiencies becone |ess certain, both in terns of their
achievability and their nmerger specificity, and are | ess
able to offset the nore i nmediate potential conpetitive
harm the nore distant their realization is into the future.

Nonet hel ess, the Merger QGuidelines do point out the
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potential for benefits even when price is not imediately
and directly affected, and sonme of these areas actually fall
into the fixed cost savings consuner benefit area. Mergers
may | ead to new and i nproved products, enhanced service,

i ncreased output and nmay change for the better the

i ncentives of conpanies to conpete. And with respect to al
of these non-price consuner benefits, fixed cost savings can
contribute to the financial and econom c justification of
them as well as serve as a ready source of capital for the
fundi ng of these investnents.

First, let ne talk about price-rel ated consuner
benefits. Fixed cost savings clearly have the potential to
provi de direct consuner price benefits. I n many
ci rcunst ances, as David Scheffman pointed out, fixed costs
figure directly into pricing policies, nethodol ogi es and
practices. | want to point you to an article that was
publ i shed in the 1997 Journal of Management Accounting
Research, it was called "The Full Cost Price and the
[I'lusion of Satisficing.” | actually sent in a variety of
studies attached to a bullet point presentation that, |
think, may be avail able as part of handouts, but this is one
of those studies.

In any case, this study refers to two previous
studi es of corporate pricing practices, both of which
concl uded that fixed costs are taken into account far nore
often than not in setting prices. Let ne identify the

specific studies, which are referenced in the slide on the
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bottom of p.2 of ny handout. One of themis
Govi ndaraj an and Anthony, titled "How Firms Use Cost Data in
Price Decisions.” This was published in July of 1983 in the
Journal of Managenent Accounting. The other is Shim and
Sudi t, "How Manufacturers Price Products,” published in
1995.

The first study, a 1983 survey of the pricing
practices of the Fortune 1000 industrial conpanies, made a

nunber of startling conclusions at the tinme, as shown in the

slide on the top of p. 3 of ny handout. It found that 41
percent of the 501 responding conpanies -- 501 out of the
1000 surveyed, a very high response rate -- based their

prices on total costs, that is, both fixed and vari abl e
production and non-production costs. Another 41 percent
based prices on total production costs, which contains an
el enent of fixed costs, fixed overhead, plus sone variable
non- manuf acturing costs. Only 17 percent actually used
vari abl e cost pricing.

The reasons cited generally for deviating in actual
practice fromprofit-maximzing pricing nodels included the
| ack of time, the lack of resources and very nuch the | ack
of information that was needed by nanagers in order to set
t he optimum pricing nodel . The authors of this 1983 study
concluded three points. Two of themare quoted in the slide
on the bottomof p. 3 of ny handout.

First, “in the real world, nost |arge conpani es use

full costs rather than variable costs” in their pricing
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decisions. Second, the results of the survey -- and this
is a quote -- "unequivocally destroy [...] the nyth that
full costs, and especially allocated costs, are irrel evant
as a basis for pricing decisions.” The third point was that
t he apparent conflict between actual pricing practice and
econom c pricing theory was a sign, in the view of the
aut hors, that sonmething was wong with the theory.

As seen in the slide on the top of p. 4 of ny
handout, the nore recent 1995 study, surveyed 600 | arge
i ndustrial conpani es. That survey found that 70 percent of
| ar ge manuf acturing conpani es set prices by nmarking up sone
version of full costs; that is, a conbination of fixed and
vari abl e costs. Wen | say fixed and variable costs, |I'm
al so including allocated costs. Only 12 percent of the 141
respondents to this survey reported using a formof variable
cost pricing, and only 18 percent professed to set prices
based upon narket conditions or conpetitive conditions.

The studies were 12 years apart, but the
conclusions of the studies are very consistent with one
anot her. Both studi es acknow edge that, as we all know,
there may be instances where it nakes good business sense to
take orders at |ess than nornmal prices, as well as
situations that permt you to take orders at nuch higher
than normal prices. But these were considered in both
studies to be departures fromthe normal situation of
pricing to cover all costs and to earn a satisfactory return

on investnment. Also, both the studies suggested an apparent
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conflict between econom c theory and actual practice in
setting prices.

These are just illustrative exanples supporting the
proposition that fixed cost savings have the potential to
directly |l ower prices, and certainly not exhaustive of such
situations. As shown in the slide on the bottomof p. 4 of
ny handout, there are nunerous other exanples of instances
I n which fixed cost savings can lead to |ower prices. For
exanple, pricing may be tied to cost-based contracts and
contracts that allow for cost audits, and either of these
ki nds of contracts could cause prices to be reduced if fixed
costs are reduced.

Al so, there are many firnms that submt bid
proposal s that reflect on a line-by-line basis a variety of
costs and expenses, many of which are fixed, and in these
i nstances obviously reducing fixed costs could affect the
bids. There's also a very common situation that |'ve seen
enpl oyed on the outside, in ternms of setting prices for
sinplicity sake, which is where the pricing decision is tied
to a specific gross profit threshold. That is, we'll take
on this business and we'll price it in such a way that we
have to earn at |east 20 percent gross profit. And the
reason for enploying a gross profit threshold for setting
prices is that the firmneeds to cover other costs and
expenses that nay not be built directly into the pricing
nodel, a lot of those costs and expenses being fixed or

al l ocated costs. oviously, as one is able to reduce sone
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of that group of costs, then it nmay well be that pricing can
be tied to a | ower threshold.

There are other situations such as where power
buyers or very know edgeabl e buyers will learn fixed cost
reductions that their suppliers are realizing, either
t hrough nerger or on a stand-al one basis, and they can,
based on that know edge, perhaps force a | ower price.

| want to also bring up one other situation,
referred in the slide on the top of p. 5 of ny handout. |
will admt that it's speculative, and | haven't found
enpirical studies that sort of go to it. But, | think,
fi xed cost savings have the potential to provide nmanagenent,
particul arly nmanagenment of public conpanies, the latitude to
undertake price-cutting that have short-term earnings
consequences but offer the potential for |long-termgrowth
and | ong-term earni ngs enhancenent. Public conpanies are
under close scrutiny on a day-to-day basis and week-to-week
basis, and short-termearnings is sonething that oftentines
is the primary focus of nanagenent.

Wth respect to these conpani es, variabl e cost
savings and fixed cost savings have equal footing. They
both contribute to profits equally. And to the extent that
fixed cost savings that m ght be achi evabl e through a nerger
can sonehow hel p satisfy stockhol der expectations or market
expectations, it may provide the confort |evel to managenent
to undertake price cutting and a variety of things that may

have sone adverse consequences in the short term but
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positive benefits in the long term

The slide on the bottomof p. 5 of ny handout
identifies another area where fixed cost savings can have a
very positive effect on prices, and it's a very conmon area,
| think. There are situations where nanagers, people that
are actually responsible for setting prices, are held
accountable for obtaining a target level of profitability
that includes or reflects both fixed and all ocated costs.
Brand managers, product nanagers are often a part of this
managenment group. They typically operate their businesses
as a profit center, as contrasted, for exanple, to maybe a
manuf acturi ng operation, which is typically treated as a
cost center. They often will not have know edge of the
breakdown between fixed and vari able costs. They may be
dealing with costs that are inposed on themin terns of
mar keti ng costs, R&D costs, allocated corporate overhead
costs and so forth, and they are held accountable to nake
sure that their products and brands earn a profit to cover
t hose costs.

Typically the costs that they are hel d account abl e
for would include, for exanple, an allocation of corporate
charges for services and functions that are perfornmed at the
corporate | evel on behalf of not only their product area but
a variety of other business areas. Obviously, as one is
able to reduce the group of costs that typically gets
al |l ocated back to product managers and brand nanagers, then

one mght be able to see the beneficial effect on pricing of
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having a reduction in the fixed costs conprising that group
of allocated costs.

| just want to rem nd you again of one of the
studies that | referred to earlier. The study concl udes,
and, | think, it's consistent with brand nanagers and a
vari ety of other nmanagers that are responsible for the
busi nesses that they supervise, that people often |ack the
time, they lack the resources, and nore inportantly, they
| ack the information particularly on denmand si de ki nds of
things that will allowthemto really set optiml price.
They know that they're going to be eval uated based upon the
target profits that are inposed on them the P&s that are
i nposed on them the pro formas that are inposed on them
and for that sake and for other reasons, they, in setting
prices, will often take account of fixed costs and all ocated
costs.

Even managers that have access to the breakdown
bet ween fixed and variable costs in ny experience don't
necessarily use themin the cal cul ations of what prices to
set. Many conpani es keep their books and records in a way
t hat bal ances off the trade-off of the cost associated with
fine tuning your costs -- determning exactly how nuch is
fi xed and how nmuch is variabl e over various ranges of out put
-- with making it workabl e, nmaking the accounting system
wor kabl e for the people that need to work with it. For that
reason, the definitions of fixed and variable often are not

preci se within the books and records of a conpany, and the
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conpany’s nmanagers acknow edge that and are aware of that.

Anot her situation where fixed cost savings can | ead
to lower prices is in transfer pricing; that is, transfers
bet ween busi ness units of a corporation, goods and services
that are being provided fromone unit to another. These
transactions will usually lack the arm s | ength bargaining
and the influence of market forces as a basis for what the
pricing wll be. The ability of a nerger, for exanple, to
reduce the fixed costs of one of the business units that's
transferring sone good or service to another unit can well
affect the transfer price and ultinmately the final price of
the finished product.

Let’s nove on. | wanted to put together what I
t hought to be a typical brand nanager P& to further
enphasi ze sone of the points that |'ve already nade. The
slide on the top of p. 6 of ny handout is intended to be
such a typical P&. You can see that various line itens are
reflected which include fixed or allocated costs, and any of
these particular costs could potentially be reduced through
fi xed cost savings.

For exanple, one line itemis fixed manufacturing
costs, which generally are taken into account in a brand
manager's P&.. |If the product obviously shares
manuf acturi ng operations with other products, this overhead
conponent is an allocation to the brand nanager.

Mar keti ng and R&D costs are al so areas of

responsibility for the brand manager, and these are
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typically fixed in nature. Reductions in these costs, for
exanpl e, through mass nedia efficiencies or infrastructure
cost reductions that are possible through a nmerger could
reduce the anount that gets charged or allocated back to the
brand manager and may affect the price which the brand
manager sets for the product.

| want to use this opportunity actually to refer to
sonething that 1'"mgoing to discuss in nore detail in just a
few m nutes, and that is new product devel opnent and the
i nportance that fixed cost savings potentially can have on
new product devel opnment. The pro fornas that are prepared
for new products often will contain sonme of these sane cost
el enents in the brand manager’s P&L, including, for exanple,
al l ocated costs, marketing expenses and research and
devel opnment expenses. A variety of these and other costs
are fixed, and, obviously, to the extent that fixed costs or
i nfrastructure costs can be reduced as a result of a nerger,
it may well inpact the pro forma P& for which the product
manager i s responsible, as well as the financial viability,
the financial justification of undertaking new product
devel opnent .

And for this, | just want to refer you to a well -

known text, Cotler's text, Marketing Managenent Anal ysi s:

Pl anni ng, | nmpl enentati on and Control. In one of the

chapters dealing with new product devel opnent, a pro forna
P& is presented, and it includes both fixed and all ocated

costs that nust be covered by sales of the proposed new
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product. To that end, fixed cost savings m ght reduce sone
of the pro forma costs that nust be covered by the new
product .

| want to point out another area that can benefit
fromfixed cost savings, because we see it so often. | saw
it very often at the Conmm ssion and on the outside | see it
often. Conpanies engage in price wars that frequently
result in conpetitive pricing which falls bel ow average
total cost. In instances like this, reductions in fixed
costs can potentially affect the duration of bel ow cost
pricing and al so affect other consuner benefits, as shown in
the slide on the bottomof p. 6 of ny handout. W all know
that firnms have to cover all of their costs in the |onger
term and the | ower the fixed costs that the company has,
there may well be a correlation between how long it's able
to sustain or willing to sustain below full cost pricing in
such a conpetitive environnent.

There are al so studies that support nmy next point
in the slide at the bottomof p. 6 of ny handout. Fixed
cost savings may well enable a firmthat's engaged in
i ntensi ve bel ow cost pricing to maintain non-price consumner
benefits, such as R&D, new product devel opnent, product
| mprovenents, custoner-oriented services, and a variety of
ot her such consuner benefits. Commentators have noted that
firms that face aggressive pricing fromtheir rivals over
extended periods often will adjust to the new profit |evel

or loss |level through non-price responses, such as reducing
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R&D, advertising, custoner service and product variety.
For this |I refer you to another study, Goodl ock and

GQuiltinon, and it's called "A Marketing Perspective on

Predatory Pricing.” It was published in the Antitrust
Bul letin, fall-winter of '98. This study anplifies the
consuner | oss that possibly would result fromthis. It

concludes that a loss in such non-price conpetitive efforts
by conpetitors actually reduces pressure on the price | eader
to mai ntain bel owcost prices or to continue to offer those
sanme non-price consumer benefits, thereby conpounding the
consuner | oss.

The study al so concludes that at |east sone firns
that have pared costs in this nmanner to remain in the nmarket
becone unlikely to be aggressive conpetitors on either a
price or a non-price basis in the future. Finally, the
study concl udes that extended pricing bel ow average total
cost may then lead firnms to retreat to the nost profitable
channel s and distribution areas that they service.

|"ve actually been involved fairly recently in a
merger in which one of the nerging parties had al ready
started elimnating the | east profitable custonmer accounts
and the | east profitable products, in an effort to try to
remain profitable or viable in the face of a fairly
prol onged price war. Cbviously, to the extent that you
achi eve fixed cost savings, there nay be products that then
can continue to be maintained and custoners that m ght

continue to be serviced, resulting in greater product and
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supplier choice for custoners.

Let nme just summari ze sone of these remaining
points on price-related consuner benefits quickly and nove
on to non-price consuner benefits that can result fromfixed
cost savings. For the sane reasons fixed cost savings can
hel p extend or intensify price and non-price conpetition
during a period of belowcost pricing, it may al so del ay or
reduce the risk of exit by conpetitors during those periods.
As shown in the slide on the top of p. 7 of ny handout, the
result of many price wars is a relegation of |losers to niche
markets or an exit entirely fromthe market. Again, the
prior study | nentioned confirmnms this happening, although,

t hink, we can observe this virtually every day if we read
t he newspaper, the Wall Street Journal in today's narket
econony. That's the Goodl ock and Guiltinon study.

Let me nake one last point on this. Fixed cost
savings can also intensify bel owcost pricing. Dell has
continually touted that it has a cost structure that's half
that of Hew ett-Packard as a percentage of revenues.

Clearly, you know, we get the benefit of sone trenendous
pricing in the personal conputer area. Nonet hel ess, Del
makes very large profits. |If Hew ett-Packard and any of the
ot her conputer manufacturers were able to reduce their fixed

cost infrastructure, to a level that nore approxi mated that

of Dell, you m ght see even | ower prices.
Simlarly, Delta -- we can see it with United as
wel | -- has publicly announced that it isn't able to conpete
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agai nst Sout hwest on price because of its very high fixed
cost infrastructure. It has recently announced that it's
going to consider starting up another airline, a conpletely
new airline, that could then establish a very | ow cost
infrastructure enabling it to conpete nore effectively with
Sout hwest. But the point is that if Delta were able to
reduce in a significant way its own fixed cost

I nfrastructure, that m ght, again, be the basis for being
able to offer |ower prices on its own.

The last point | want to make on this, and then I
amgoing to truly leave it for the non-price consuner
benefits, is that increnental investnments can be nade
possi bl e by fixed cost savings. The cost of capital can be
reduced, hurdle rates can be reduced, and, as shown in the
slide on the top of p. 7 of ny handout, increnenta
i nvest ments made possi ble by | ower cost of capital and | ower
hurdl e rates can, in and of thenselves, lead to | ower
vari abl e costs. And those |ower variable costs in turn,
can, as we all know, |ead to | ower prices.

Lastly, make/ buy deci sions can be enhanced by fi xed
cost savings. You can convert sonmething that's being out-
sourced into sonethi ng whose production is brought in-house.
That al one changes the cost structure for the firmfrom one
that is generally 100 percent variable cost, the out-
sourcing, to one that's a conbination of fixed and vari abl e
costs, again leading to the possibility that naybe they

could take that into account in pricing.
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Ckay, we're on to non-price consuner benefits.
Let me start first by addressing what | think is a
m sconception held by nany governnent antitrust enforcers.
| have been confronted with this in presenting merger cases,
but I admt that | probably was guilty of it nyself when |
was at the Conmission. It is the perception that fixed cost
savi ngs benefit sharehol ders exclusively. [It's erroneous,
and let nme refer you to the slide on the bottomof p. 7 of
ny handout. The fact is that the profit rational e behind
nost nmergers is not to retain all fixed cost savings in
order to distribute themas dividends, but rather, to
maxi m ze firm and sharehol der val ue by investing these
savings further in the business. As you know, fixed cost
savings contribute to added cash flow and thus contribute to
the | evel of investnent nade in the business.

There are nunerous studies that show this to be the
case. Dividend rates as well as the percentage of firns
that are paying dividends have declined substantially over
the last five to ten years, even as earni ngs have gone up,
as shown in the slide on the top of p. 8 of ny handout. For
exanpl e, dividend yields have fallen fromb5 to 6 percent in
the md-1970s to just a little over 1 percent in 2001. The
di vi dend payout of earnings has fallen from60 to 70 percent
in 1991 to | ess than 40 percent in 2001. And this trend is
true whet her one uses 2000 as the cut-off or extends it into
2002 during the period where the econony has not perforned

wel | .
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Simlarly, the proportion of firnms that pay cash
di vidends has fallen from 66 percent to 21 percent, roughly,
from 1978 to 1999.

I mportantly, also, I want to point out that studies
actually indicate that the propensity to pay dividends has
declined for firms wth actual and anticipated high
I nvestment outlays. There's an inverse relationship between
dividend ratios and expected investnent outlays, as
indicated in the slide at the bottomof p. 8 of ny handout.

kay, now let's tal k about sone of the specific
non-pri ce consuner benefits made possi bl e or enhanced by
fixed cost savings. Non-price consuner benefits flow from
reduced financial |everage, as shown in the slide on the top
of p. 9 of ny handout. There are a |ot of highly |everaged
firms in the econony. Fixed cost savings can enable a
highly |l everaged firmto reduce its debt levels. As we all
know, debt |evels establish cash flow requirenents and
restrictions that in turn limt the amount of cash that can
be invested in the business. H gh |leverage |imts narginal
i nvestments, those that approxi mate the conpany's cost of
capital, and often can |limt quite profitable investnents,
those that could substantially exceed the conpany's cost of
capi tal

Fi xed cost savings can represent additional cash
flow for use in reducing existing debt |evels, or additional
cash flow that can serve as a cushi on agai nst very
restrictive financial covenants in these debt facilities,
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ei ther of which can enable a firmto undertake investnents
that it otherwise would not be able to undertake. This is
not sinply speculation. Fairly recently, | worked on a

nmer ger between Aneri Source and Bergen in which one of those
two conpanies faced this very dilema. The Conm ssion
ultimately decided to allow that nerger to proceed, and one
of the reasons, |I'mcertain, was that that nerger was goi ng
to lead to substantial fixed cost savings that a | ot of

evi dence showed woul d lead to inproved financial |everage,

| ower cost of capital and greater investnent in the

busi ness.

I won't go over all of the itens listed in the
slide on the bottomof p. 9 of my handout, except to say
that SEC filings routinely point out the types of operating
limtations that are inposed by high | everage.

Finally, as | have said, fixed cost savings froma
nmerger can lead to a |l ower cost of capital for the nerged
firmover the pre-nerger levels of the conbining firns. As
we know, credit ratings are driven by forecasts of cash
flows and the related ability of the firmto nmeet financi al
commtnments and to grow the business. The expectation that
the nerger will enable the nmerged firmto achi eve greater
cash flow due to fixed cost savings can well affect the
credit rating of the nerged firmand allowit to borrow at
| ower interest rates, as shown in the slide on the top of p.
10 of ny handout.

Chai rman Muris of the Federal Trade Conm ssi on and
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ot hers acknowl edge the inportance of capital savings
efficiencies, citing enpirical studies that show that |arge
firms of a billion dollars or nore enjoy borrowing rates 6
percent |lower than firms of $200 million or so (e.g., about
7.0%versus 7.5%. And the courts have al so acknow edged
the benefits to conpetition and to consuners of capital
savings efficiencies. This is just one that I'mciting, but
I nternational Harvester found that the acquired firmwas at
a conpetitive di sadvantage because its financial condition
forced it to pay nore for capital, and it held that the
merger would lead to a capital efficiency because it would
i nprove the acquired firnm s cost of capital

Finally, as shown in the slide on the bottom of p.
10 of my handout, fixed cost savings can provide an internal
source of readily accessible capital. Funds generated from
i nternal operations are the prinmary source of capital for
fundi ng the day-to-day operations of the business. There
are transaction costs and often very long lead tines
associated with obtaining capital through external sources,
such as debt and equity, and often this will nake internal
capital a preferred source of funding.

Because internally generated funds are readily
avail abl e, fixed cost savings may allow fundi ng of consuner
benefits to take place nore quickly. In any event, | think
it's inmportant to point out that fixed cost savings can help
establish an adequate profit and cash flow from operati ons,

whi ch can serve as the basis for being able to obtain
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external capital

Let nme nove on to one of the nore inportant non-
price consuner benefits that can flow out of or be enhanced
by fixed cost savings. It's in the new product devel opnent
area, referred to in the slide on the top of p. 11 of ny
handout. There are so nmany industries now that are driven
by new product devel opnent, the food industry, consumner
el ectronics, and so nany others. As a consequence, every
i ndustry has effectively been required to cone up with new
product introductions nuch nore frequently than they had
historically. Product life cycles are getting so much
shorter.

As | nmentioned earlier, the decision to undertake
new product devel opnment has associated with it a set of pro
forma financial and operating statenents projected three,
four, five years out, which effectively show what the |ikely
return is going to be by undertaking the new product
devel opment. Oten these pro formas will contain itens that
represent fixed costs or that represent allocated costs from
out side the actual business unit responsible for the new
product devel opnent. The ability to achieve fixed cost
reductions can hel p enhance the pro forma financial
statenents and the investnent decision to undertake this new
product devel opnent.

| think that so nmuch of this is intuitive or
obvious. For the sake of tinme, I'"'mgoing to skip over sone

of these points on new product developnent. | think the
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nost i nportant point is to know that fixed cost savings can
enhance the ability and the willingness of a conpany to
undert ake new product devel opnent.

The next slide on the bottomof p. 11 of ny handout
identifies a variety of industries, but certainly is not an
exhaustive list, where new product devel opnent has becone
critically inportant.

Bill MLeod made a presentation to the Conmi ssion
as part of the global hearings that were held at the
Comm ssion four, five, six years ago. He was representing a
food manufacturer, and he gave sone astoundi ng statistics
with respect to the food manufacturing industry as to how
many products that were on the shelves had been devel oped in
the prior three to five years. M recollection is that 50
percent or nore of all the revenues of a variety of
different food manufacturers were represented by new
products. So again, new product devel opnent is quite
i nportant to conpetition and to the conpetitive viability of
afirm

There al so have been studi es that have established
a correlation between firns in these and other simlar
i ndustries and the need to invest proportionally higher suns
in R&D each year. Again, fixed cost savings can contribute
needed funds as well as help justify the investnent in new
product devel opnent.

Fi xed cost savings can certainly help inprove the

success rate for new products. [|I'mgoing to skip over the

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

254

slide on the top of p. 12 of nmy handout, which addresses
that. Instead, noving to the slide on the bottomof p. 12
of nmy handout, fixed cost savings can help bring new
products to market quicker. That is becoming critically

I mportant, because the wi ndow of opportunity for recouping
the investnent in new product devel opment is becom ng
shorter and shorter as product life cycles are becom ng
shorter. So, the justification for new product devel opnment
is becom ng that nmuch nore difficult.

There are studies that point out that where new
products are becom ng nore and nore inportant, conpanies are
i nvesting proportionally larger sunms. Let nme just refer you
to one of them It's Von@inno and Mornon, "Managi ng
Compl exity in H gh Technol ogy Organi zations."” There are
others. Again, I've tried to cite sone of these studies in
ny handout .

Before |I shift to the final point on the non-price
consuner benefits, let ne add that fixed cost savings
provi de funds for increased advertising, product pronotion,
and custonmer service --sone of this is obvious. But let ne
go now to the |ast point nade on non-price consumner
benefits, the diffusion theory, which is in the slide on the
top of p. 13 of ny handout. Gary Roberts and Steve Sall op
have witten an article titled "Efficiencies in Dynamc
Merger Analysis,” published in 1996, in which they point out
very clearly that price reductions made by a conpany tend to

di ffuse throughout the nmarket. This diffusion has a
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mul tiplying kind of effect, and the authors acknow edge
that, simlarly, non-price consuner benefits can have the
same kind of rmultiplier effect through diffusion in the
mar ket pl ace.

| ve spoken a | ot now about the inportance of fixed
cost savings. The key question remaining is, when do they
count? As shown in the slide on the bottomof p. 13 of ny
handout, | think the obvious answer is that one has to
decide for each specific nerger. It's alittle different
fromvariabl e cost savings, which are inportant in virtually
every nerger. There are going to be sone industries in
whi ch fixed cost savings are going to be nore inportant, and
sone industries or markets in which fixed cost savings wl|
be less inportant. There are a nunber of factors that one
m ght consider in judging the inportance, to include the
fol | ow ng:

First, judge the potential inpact of fixed cost
savings on prices within the market. Next, judge the weight
to be given to potential non-price consunmer benefits by
assessing the value of such benefits within the particul ar
mar ket. For exanple, there are sonme nmarkets that are driven
by non-price factors. In consuner electronics, a reduction
in variable costs mght not be considered so inportant. The
devel opnent of a new techni cal concept underlying consuner
el ectroni cs, however, m ght be deened very inportant.

To continue, as shown in the slide on the top of p.

14 of my handout, fixed cost savings should receive much
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nore credit in nmarkets where there are other conpetitors
having a nore efficient cost structure. The fact is that
there are nmany nergers that involve nmarkets where the target
conpany i s unable to conpete against the nore cost-efficient
mar ket |eaders. | think in instances where the merging
conpanies are less efficient, it's easy to place a value on
fi xed cost savings, because in these instances, fixed cost
savings are highly likely to be used in ways that lead to
consuner benefits.

Next, one shoul d assess the effect of fixed cost
savings to the nmerged firnm s cost of capital or to its
i nternal business decisions and its internal hurdle rates.
If fixed cost savings are sufficiently large to neasurably
reduce the cost of capital of the firmor to positively
affect credit ratings, you can feel certain that there are
going to be new investnents undertaken that woul dn't have
ot herw se been undertaken.

| certainly encourage conpanies I'mrepresenting to
be very specific in terms of consuner benefits fromfixed
cost savings, and hopefully, nost nerging parties will do
that and try to identify very specific projects and the
consuner benefits that would arise froma | ower cost of
capi tal

| think you should judge the intent of the merged
firmto use the fixed cost savings to grow the business.
There are a whol e slew of things that one could | ook for in

this area. First, are the post-nerger business plans
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projecting greater growth than the conbi ned stand-al one

pl ans predict, for reasons other than price increases? Look
for evidence of intended new product devel opnent, greater

i nvestment in R&D, proposed market expansions after the
merger. Look for evidence of pre-nerger capital

constraints, rejected investnent opportunities, any trends
of either of the nerging conpanies toward conpeting only

Wi thin niche markets relative to the other conpetitors in

t he mar ket .

Al so you may see nergers that are proposing, and
you' ve judged themto be true, very qualitative kinds of
synergies and conplinmentarities that would allow you to
concl ude that possible new products or nore efficient
manuf acturi ng processes could cone out of the merger. 1In
those instances, | think it's fair to say fixed cost savings
are far nore likely to be used in ways that benefit
consuners.

Finally, I think you should try to assess whet her
past nergers or stand-al one fixed cost savings have been
used to further consuner benefits. Est abl i shing such a
| i nkage between historical cash flows and consuner benefits
would go a long way toward allowi ng the authorities to give
credit for fixed cost savings.

Let me just finish up very quickly, referring to
the slide on the bottomof p. 14 of ny handout. ' ve
menti oned Aneri Source/ Bergen as an exanpl e where the

responsibility for denonstrating consuner benefits rested
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primarily wwth the nmerging parties. | think they did an
out standi ng job of denobnstrating that there were not just
assertions and unverifiable representations being made, but
rat her there was absol ute evidence provided on virtually
every one of their assertions. In addition, they provided
enpirical studies showi ng that highly | everaged conpanies
grow their business at a slower rate and typically have

hi gher prices than other conpanies within the sane industry
that are better capitalized.

| have tried to identify just sone of the
i nformati on that one should look for in trying to assess the
i nportance of fixed cost savings in a particular nerger. |
will not go further into them except to note that these are
just sone of many ways of trying to discern the inportance
of fixed cost savings. And let ne just say in concl usion,
do believe that fixed cost savings historically have been
given less attention and | ess credit than they deserve. At
the sane tinme, | think there is a nove afoot by the agencies
to give themthe credit that they nerit.

However, with that said, | do believe that the
primary responsibility for denonstrating consuner benefits
rests with the nerging parties, not with the Federal Trade
Comm ssion or DQJ to go in there and prove your case for
you. | amnot advocating, when |I talk about fixed cost
savi ngs, any |l ooser standard for denonstrating cogni zabl e
efficiencies. They still nmust be nerger-specific, they need

to be verifiable, they cannot be the result of anti-
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conpetitive reductions of output or service, and, with rare
exception, they still have to fall within the problematic
mar ket .

Wth that said, | have appreciated this
opportunity, and | think I've taken a little |onger than I
shoul d have. Thank you.

MR DICK: | found David's talk quite persuasive on
the point that we sonetines take too static a view of cost
savings and efficiencies, and that we should be | ooking for
cost savings that m ght conme about over tinme through fixed
cost savings, through R&D stimulation and ot her sources that
may take a little bit longer to show up in prices and profit
st at enent s.

I"d |ike to pose one question to David first, and
then 1'Il invite others to add their thoughts. One of your
slides towards the end, David, said that credit should be
accorded on a case-by-case basis to fixed cost savings.
Specifically, you said that we should judge the potenti al
i npact of fixed cost savings on prices in the nmarket.

Shoul d parties be prepared, in your view, to cone in and
say, look, in the last year, here's sonme very specific itens
on our bal ance sheet, or on our P&L statenent that |ook Iike
they're fixed costs, but here's how we have actually
translated theminto our pricing decisions? Should this be
very conpany-specific? |s there a conpany-specific evidence
hurdl e that says we know that R&D has to be paid for

sonmehow, and this is a very R& intensive industry, and so
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you shoul d give us sone credit for the fact that we're
likely to be able to achieve sone fixed cost savings in the
foll owi ng cost categories?

What is the level of evidence, what is the |evel of
specificity that you think conmpanies need to nake in order
to persuade the agencies that their fixed cost savings
really should be credited as a consuner benefit?

MR, PAINTER | think that if you rely sinply on
studies, it beconmes a battle of studies, I'"'msure there are
studies out there that will say sonething contrary to what
sone of the studies | cited say, and | think that wthout
very specific evidence, it just sinply becones a matter of
assertion and representation to the agency.

Wth that said, | advocate a practice that requires
the nerging firns to prove their point. If a nmerging firm
wants to get credit for fixed cost savings with respect to
pricing, then | think it behooves themto cone in, and in
every which way they can, either by using pro forma P&Ls
that pricing managers rely on or by pointing the agency to
pricing nodels that inplicitly or explicitly take account of
fi xed cost savings, prove their point. Literally, when I
say case-by-case, | think it has to be that.

"1l go one step further on this point. | believe
that in denonstrating non-price consuner benefits - |
probably will wish | hadn't said this - that you not only
have to denonstrate that fixed cost savings are going to be

used in a way that can enhance non-price consumer benefits,
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but I think you have to show that it nmakes a difference,
that what is going to happen as a result of the fixed cost
savi ngs woul d not have happened wi t hout the fixed cost
savings. | think that this goes beyond sinply a yes/no
answer, and woul d i nclude show ng that new products are
brought to market sooner or they are brought to nmarket at a
| ower cost through the nerger. 1It's got to be sonething

di fferent happening wwth the fixed cost savings than woul d
have happened without the fixed cost savings.

MR, DICK: Let nme ask one foll owup question and
then open it to the audience. One of your last slides also
i ndi cated that you thought that responsibility for
denonstrati ng consuner benefits should rest primarily with
the nerging parties. | wondered whether that was a
statenent about the fairly obvious point that the parties
are going to be best situated to have informtion about
ef ficiencies, about whether they are fixed or variabl e cost
savings that they're clainmng, as conpared to other economc
i ssues that the agencies have to eval uate, such as market
definition, conpetitive effects, entry. There are lots of
different market participants that we can go to ask about
how easy or difficult entry is, or whether sone product is
in the market or out of the market, but nerging parties are
particularly well situated to providing us infornmation about
ef ficiencies.

So, were you nmeaning responsibility in that sense,

that they have a burden or responsibility to provide
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I nformati on, or were you going one step further to say that
t he burden of proof is on the parties to convince us that
these efficiency clains are credible?

MR. PAINTER. Maybe it's a conbination, but clearly
one of the things that has inpressed ne since | left the
Conmi ssion in 1997, based on the work that |'ve done since
that time, is the anount of information that people on the
out side, consultants, attorneys and the busi ness people
t hensel ves, have access to that truly can be beneficial and
hel p them present their case. Linked to that, it stil
anmazes nme how good a job the antitrust enforcenment people do
in trying to uncover that information through second
requests and depositions and so forth.

|'ve been on cases where at first glance and in
first interviews with business people, the response is, we
don't have that; we knowit's true, we rely on this guy for
t hese kinds of things, so when he says that the fixed cost
savings are going to be such and such, we know it's true.
But subsequently, when push conmes to shove, it is anazing
how nmuch informati on one can put together to raise the
confort level and the credibility of that assertion to a
skeptical audience |like the Comm ssion and DQJ, an audi ence
that really does need to be convinced of it.

There's a tremendous anount of historical
i nformati on available within a conpany that literally wl|l
go to virtually every single efficiency point that | think

can conceivably be identified with respect to a nerger.
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MR DICK: Let nme ask if there are questions from
t he audi ence. Yes?

MR. FINKELSTEIN. My nane is Neal Finkelstein from
Bl ake Castles in Toronto. I|I'minterested in the proposition
that | ower fixed costs can lead to lower prices, and |I'm
interested in the regulator's viewof it. | was |ead
counsel to Superior Propane in the Superior Propane case,
and | can tell you that in the Conpetition Tribunal, neither
our econom sts nor the Conpetition Bureau' s econom sts woul d
accept that proposition, notw thstanding ny best efforts.

" mwondering, nunber one, whether that proposition is
acceptable to Anmerican regulators, and if it is, what kinds
of evidence you | ook at?

MR. DAGEN. | guess that was addressed to ne. [ m
going to discuss that a little bit in ny presentation, but
the short answer is, | agree with nost of what Dave has said
in his presentation. Having cone fromindustry, | know that
fixed costs are involved in pricing decisions. Total costs
are involved in pricing decisions. If you price for an
extended period of tine below total costs, you're going to
be out of business. So, they are, in fact, considered.

| think fromour perspective, regulatory
perspective, in |ooking at fixed costs within the agency, we
don't see a lot of thempresented to us, so we haven't nade
a |l ot of decisions based on fixed costs. | think prior to
ny arrival here, there were sone cases - Conmmi ssion nMenps

and/or in litigation scenarios — where we argued that fixed
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costs don't matter. But | think it’s incunbent upon the
parties to denonstrate that their fixed cost reductions
will, in fact, have an inpact sonmehow or another on their
conpetitive aspects of their business.

MR. FI NKELSTEI N: But by using what kinds of
evi dence?

MR. DAGEN. Sonme of the evidence I'mgoing to talk
about that they can use is how they have historically
managed their business. Al nobst every conpany has cost
savi ngs prograns within their business: ongoing total
gual ity managenent prograns, Sigma 6, nunerous state-of-the-
art cost reduction prograns as they have progressed through
the years et cetera. They have internally docunmented how
t hese cost savings have benefited themin conpetition with
their conpetitors. Conpanies should provide evidence of how
they have historically been able to use their fixed cost
reductions to pronote price reductions, new product
i ntroductions, cost of capital reductions; any of those
hi stori cal achievenents fromthe nerger; and tie theminto
the kinds of future pricing or other consuner benefits that
may be achieved. This would be an adequate presentation
that would allow us to evaluate fixed cost reductions.

MR DICK Bill?

MR. KOLASKY: Bill Kol asky fromWInmer, Cutler &
Pickering. | just wanted to comrent on David's conment that
there's a conflict between what the surveys show as to

actual business practice and what econom c theory teaches,
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because there actually have been a couple of recent nore
t heoretical works by econom sts that | think help to solve
t hat apparent paradox.

There's a new book by WIIliam Baurmal, for exanple,

entitled The Free Market | nnovation Machi ne whi ch uses

contestability theory to show that in nmarkets where you have
substantial recurring R& costs and ot her substantial conmon
costs, you need to be able to price-discrimnate in order to
stay in business, and therefore, very few custoners, as you
poi nt out, pay prices that are equal to nargi nal costs.

Most of the customers are infra-marginal, and the conpanies
charge higher prices to those custoners, which include an

el ement of those common costs, and what constrains them from
chargi ng even higher prices is if they raise prices any
nore, that would attract entry fromtheir rivals and drive
the prices back down.

So, they are price-takers. They don't have market
power, but they are charging discrimnatory prices, and they
need to do so in order to be able to stay in business. |If
t hey were not doing so, they would not be able to stay in
busi ness, and, obviously, in those circunstances, savings in
t hose conmon costs, recurring R&D and even sone G&A expenses
will directly benefit custonmers by reducing the prices
charged to the infra-marginal custoners. There's also an
article by Mchael Levine in the Journal of Regulation that
makes the sane point.

The other thing I just wanted to coment on is
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again for David -- | think that one needs to be careful in
using the term"fixed cost,"” because whet her or not costs
are fixed depends on what the conpetitive decision that
you're making is. In the case of airlines, which is the
cl assi c exanpl e, obviously, the cost of each seat is the
mar gi nal cost and may be close to zero. But if you're
deci di ng whether or not to add an airplane then it's the
cost of flying the airplane. So | think that you may be
better served by tal king about increnmental costs and conmon
costs rather than just the blanket term"fixed costs.™

MR DICK: Tinme for one nore question.

M5. TRI MBATH: Susanne Trinbath, Ml ken Institute.
[l just add a little bit to what David said in terns of
t he cost savings potential. | showed sone of ny research
results yesterday but certainly there wasn’t tinme to do
everything. The research | did is covered in the book that

we tal ked about, Mergers and Efficiencies. Basically, | did

find some evidence that the cost savings were com ng from
S&A and not from cost of goods sold. | didn't really focus
inon it because | didn't realize at the tinme how inportant
it is. I'mvery surprised to hear that the FTC is not
seeing a lot of clains of cost savings, in particular fixed
cost savings, because it seens to ne that the SG&A savi ngs
are the nost obvious and the easiest ones to find.

In order to actually change nmanufacturing costs,
you woul d have to be |ooking at a firmthat sonmehow had

fallen behind its industry in the manufacturing processes,
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so that you could update their equipnment, for instance.
think in the steel industry, there was a situation where
they were updating the manufacturing process itself through
nergers. That was actually affecting what woul d amount to
the fixed part of costs of goods sold. Frank Lichtenberg's
study of manufacturing plant change of ownership reflected
great savings fromoverhead. So, the cost savings are
certainly there, and it's very surprising that they're not
bei ng shown to the FTC in the pre-nmerger review docunents.

Anot her thing that I'll nmention that David tal ked
about was the effect of |leverage. W found that the nost
aggressive cost cutters, ex post, were those that had higher
| evel s of debt. Now, whether it's cause and effect, |'m not
sure. | can't look into the mnds of the people doing the
mergers. \Wether they cut costs nore aggressively in order
to service the debt or whether they used the debt to do sone
sort of changes, for instance, in equipnent that woul d nmake
them nore efficient, can’t be discerned in a | arge sanple
study. But there certainly is evidence that there are nore
cost savings associated with nmerged firns who have the
hi gher | evels of debt in place.

Just to put this in the formof a question,
yest erday sone of the consultants said that one of the key
el ements of success in a nerger was to have a detailed
integration plan. |'mwondering if the FTC is not seeing
t he evi dence presented up front because the nmerging firnms

have not gone sufficiently deep into their integration plan
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to be able to say, “yes, we'll need fewer people in human

resources,” “we'll only have one conputer system” sonething

of that nature, and that's why they're unable to present it.

I f any of you could comrent on that, I'd appreciate hearing
it.

MR DICK: If I can use ny role as noderator to hold
that question in abeyance, | think it's going to feed into

sonme of the things that Gabe's going to tal k about, and I
want to nmake sure we have tine. It seens |ike a natura
segue into the very practical nature of what the agency sees
and what it needs to see in evaluating efficiency clains.

MR. DAGEN. Good norning, and thank you, Dave and
Andr ew.

Yest erday, we heard a nunber of esteened speakers
tal k about the factors involved in achieving a successful
merger and achi evi ng cost savings, synergies or
efficiencies, and there were sonme questions yesterday about
what the appropriate definitions of those were, and they're
all slightly different. But those were sone of the key
factors that made a nerger successful. Standing here today,
| would say that | agree with npost of the assessnents nade
yest er day.

Stock price review gives mxed results of nerger
success. Efficiencies are often conpeted away.

Ef ficiencies or cost savings are achieved in nost cases.
The magni tude i s dependent upon the integration planning and

successful achievenent of the plan that's put into place.
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al so whol eheartedly agree that cost savings are usually
achieved in the nmagnitude clained by the nerging parties.

| also agree with Dr. Scherer's assessnment that a
| arge portion of the savings clained can be achi eved wi t hout
this particular nmerger or without any nerger. This is where
the synergy and efficiency analysis that the agency does
di verges fromthe synergy or cost savings analysis that the
corporations do in preparation for either their offering or
t heir takeover bid.

What | plan to do today is talk about sone
efficiency clainms experience that the agency has seen, and
I"mgoing to go over sonme of the Merger Cuidelines that
specifically address sone of the topics Dave was tal king
about -- how they play into the divergence between corporate
cost savings and the analysis that we perform

Specifically, as seen in the slide on the top of p. 1 of ny

handout, | will talk about nerger specificity, verifiability
and the cogni zability of efficiencies. Then I will briefly
mention what we would |like to see. |I'mgoing to go into a

little bit of detail about the kinds of things that we
actually do see submtted to us. Then I'"'mgoing to talk a
little bit about how nerging parties can provide the
information that we would like to see.

The first area that | want to tal k about is
cogni zabl e efficiencies. As seen in the slide on the bottom
of p. 1 of ny handout, by cogni zabl e efficiencies we nmean

efficiencies that are merger-specific, that have been

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

270

verified and do not arise fromanticonpetitive reductions in
out put or service. To begin, | want to tal k about nerger
specificity as it relates to cognizability. As seen in the
slide on the top of p. 2 of ny handout, efficiencies are
merger specific if they are “likely to be acconplished with
t he proposed nerger and unlikely to be acconplished in the
absence of either the proposed nerger or another neans
havi ng conparabl e anti conpetitive effects”. That's one of
the criteria for the agency to recogni ze the efficiencies as
cogni zabl e.

The second area that needs to be achieved is that
the efficiencies have to be verifiable. Verifiability isn't
really explained in the Guidelines, and there's a little
| eeway there. It's very difficult for merging parties to
submt data that's verifiable to us, because we're talking
about an act that's going to take place in the future.

So, what | propose, and the way | suspect that

woul d benefit nmerging parties the best, would be to submt

data that is supported by conpany docunments. It could be
busi ness plans. It could be bal ance sheets, incone
statenents. It could be trial bal ances, expense |edgers,

capacity reports, product profitability reports, whatever
docunents they have that have substantiated past savings and
that will tie into what they're reporting to be future
savi ngs.

We understand that the identification of

ef ficiencies and the magnitude of these efficiencies require

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

271

some guesswork and sone estimates, but it's inportant that
the parties, in fact, take this upon thenselves to do, and
do it in as accurate and supportable a way as possible.

It's very unlikely that the nerging parties have access to
one another's records. They're not available in |arge part
because of what's going to be tal ked about later, which is
the gun-junping issue in a nerger analysis. But if a deal
I's being done, enough should be known so that it is possible
to make a reasonable attenpt at quantifying the
efficiencies.

As di scussed extensively yesterday, pre-nerger
planning is a key to success in integrating a nerger. So,
you have to plan it, you have to know where the efficiencies
are comng from and you have to be able to establish what
you're going to do after the nmerger. W would like to see
that analysis that's being done by the corporations. |If
it's not being done, it nakes a pretty good case for the
fact that the conmpanies may not be able to achieve all the
efficiencies that they're submtting to us.

| want to address what we receive fromparties and
how we anal yze what we receive. Efficiencies are generally
grouped and item zed to us in the follow ng manner. W get
efficiencies that are corporate overhead savings. W get
efficiencies that are divisional overhead savings. W get
R&D savi ngs; procurenent savings; distribution savings;
production savings; and sal es, general and admi nistrative

savings. Those are the main categories that the savings we
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see fall into.

I'd like to tell you a little bit about how we
anal yze those groupings. To start with, corporate overhead
woul d, for the nost part, fall into what Dave would cl assify
as fixed overhead. Now, corporate overhead woul d al so fal
into the category, for the nost part, at |least historically
wi thin the agency, of savings that are likely to be achieved
with the nerger but unlikely to be cognizabl e under the
Merger Quidelines. They can very well be very substantial,
and in some cases, there nay be an argunent made so that
they are cogni zabl e and nerger-specific; however, there's
usually an alternative opportunity for nerger that would
al l ow the sane corporate overhead reductions to be achieved.

The other portion of the analysis with corporate
overhead that we see quite frequently is that when
subm ssions are nade, we see one of the two conpanies’
entire corporate overhead elimnated in their projected cost
savings, and this clearly can't be the case. |n sone cases,
when it's a big firmtaking over a small firm it may, in
fact, occur. But if it's two firnms of relatively equal
size, for instance, a corporate audit departnent won't be
able to be conpletely elimnated. |In fact, it's probably
going to have to stay proportionally the sane size as it was
before the nerger. Legal expenses to a |arge extent and
possi bly even human resources may fit it this category.

So, the analysis has to be pretty concise for us to

accept the corporate overhead savings, as well as give us an
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I ndication that they are, in fact, nerger-specific.

Di vi sional overhead is the next area that |
mentioned, and it's probably nore likely to be nerger-
specific. The divisional overheads for two conpanies that
are nergi ng probably have a | ot of duplicative resources
that can be elimnated with the merger. They are likely to
be achieved, and the analysis that's submtted should be
det ail ed enough to substantiate them The divi sional
over head savi ngs may, therefore, be considered to be a
cogni zabl e efficiency.

R&D savi ngs are not usually consi dered cogni zabl e
under the Merger Cuidelines, because they usually result in
a reduction of output. R&D cost savings submtted froma
nmerger are usually a result of personnel reduction such as
researchers, not managers. The savings would likely result
in a reduction of output. |If however, infrastructure was
elimnated, and the costs to run the R&D departnent were
reduced, they mght qualify as a cogni zabl e efficiency.

Procurenent is another area that we al nost al ways
see in a subm ssion of cost savings and efficiencies, and I
think there is agreenent that procurenent savings are
l'i kel y; however, the position taken is that procurenent
savings are pecuniary and that it's just a transfer of
profits fromthe supplier's pocket into the buyer's pocket
through a bit of buyer's nmarket power and fear of |oss of
busi ness fromthe supplier. Nevertheless, there could be

savi ngs that are cogni zable. Increased capacity utilization
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at suppliers post nerger, resulting in reduced production
costs which are passed through to the nerged firm would be
an exanpl e.

Di stribution savings are frequently presented in
consuner and busi ness product nergers. Usually in
distribution, there are a |lot of variable cost savings, and
we, obviously, acknow edge those. As Bill nentioned
earlier, we shouldn't be tal king about fixed and variable -
- the fixed cost savings in a distribution environment
aren't really fixed. They're fixed to the extent that you
have equal nonthly paynents or equal depreciation on a
busi ness, but the business, in fact, is distribution, and as
you gear up or increase volune running through that
di stribution center, your costs to run it on a per-unit
basis are actually variable. |If a nerger doubles the vol une
that's taking place at a distribution center, the product
costs don't change, but the distribution expense, which is
your cost of goods sold, so to speak, of running the
busi ness do, in fact, change.

For production efficiencies, we | ook at fixed and
vari abl e cost savings. Consolidation of manufacturing
between facilities of the acquirer and acquired, insourcing
from nore expensive contract manufacturers, and utilization
of nore efficient production processes would all be anal yzed
for cognizability.

Subm ssions of SG&A savings are frequently | unped

t oget her as one cost saving. The GRA portion of these
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savings are usually corporate overhead and | have al ready
di scussed these. The sal es savi ngs, however, may be

cogni zabl e and we woul d | ook to determ ne whet her they are
nmerger specific and verifiable.

Now, I'd like to talk a little bit about what we
actually receive fromthe parties in the way of subm ssions.
To begin with, the big cost savings nunbers that you see in
press rel eases are usually the nunbers that appear in the
initial investnment banker's analysis of the deal. This is
often the nunber that's calculated to help the parties
determ ne the premumto be paid on the deal. It may have
been arrived at through analysis of conparable deals. As we
all know, each deal is different and every conpany’s
operations are different. Wiile calculated to justify the
deal price, these savings rarely have any relationship to
cogni zabl e effi cienci es.

Conpani es can usual |y achi eve cost
savings significantly greater than the cogni zabl e
ef ficiencies recognized in the Merger Quidelines. However,
t he achi evabl e cost savings are the cost savings that are
usually reported to us. The shortcom ng of reporting these
Is that the nerging parties haven't net their burden of
provi di ng cogni zabl e efficiencies to the agencies, which is
sonet hi ng Dave nentioned earlier. W get efficiency studies
that really are cost-saving studies, and they are not done
on a mcro enough level fromthe parties' standpoint to

present cogni zable efficiencies to us. W then dig into
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themand try to figure out which ones are nerger-specific
and which ones aren't. This leads us to identifying non-
nmerger-specific efficiencies. It reduces the nunber that is
reported, and then the nunber that's reported becones |ess
reliable to us.

As the cogni zabl e savi ngs decrease fromthe
reported savings, the reliability of the efficiency clains
tends to decrease. This may pose sone risk for the parties
when the efficiencies are exanm ned as a defense to effects.
This could be either at the Conmission or at a Prelimnary
I nj unction heari ng.

| want to give you sonme specific exanples of sone
of the specific efficiencies that we've received recently.
We had a nerger recently between two parties, they were
i nternational conpanies, and we were | ooking at North
Anerican efficiencies. Each conpany owned two factories in
the United States, and to protect the innocent or guilty,
"mnot going to use any nanes in any of these cases.

One of the companies (call it Conpany A was
runni ng each of its two plants at 85 percent capacity, and
the other conpany (call it Conmpany B) was running each of
its two plants at approximately 35 percent of capacity. The
efficiency clained was based on the plants of Conpany B
conbining. The nmerged firmwas going to consolidate both
Conmpany B plants into one plant. They were to shut down one
and increase the capacity utilization to 70%for the

remai ning plant. Well, obviously, that would result in cost
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savi ngs, and, obviously, it could have been done w thout a
mer ger .

Anot her recent nerger consisted of two conpanies
t hat manufactured large industrial products. Conpany A was
the | ow cost producer in sone product markets and Conpany B
was the | ow cost producer in other product markets. Both
conpani es conpeted in all of the product nmarkets. The | ower
cost producer usually achieved a significantly higher market
share.

The parties claimed that the nmerger would result in
significant savings by transferring the best practices
nmet hods of the | ower cost producer to the other firm They
first cal culated how nany total projects each conpany
conpl eted annually prior to the nerger. For exanple,
Conmpany A, prior to the merger, built 96 Industrial
Structures and Conpany B, in direct conpetition, built only
4. Conpany A could build these structures for $100, 000
while it cost Conpany B $120,000 to build their version. As
can be seen by this exanple, if the nerged firm adopted
Conmpany A’ s net hodol ogy, it would achi eve a savi ngs of
$80, 000 (4 projects tinmes $20,000 per project). However,
the parties insisted that they would achieve $2 mllion in
savi ngs because after the nerger they would be building 100
I ndustrial Structures at a savings of $20,000 each. Cdearly
there were no savings achi eved by using Conpany A's
nmet hodol ogy to build the 96 projects they would have built

usi ng the sanme met hodol ogy wi t hout the merger.
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Anot her claimsubmtted by nerging parties had to
do with consolidation of operations. Prior to the nerger
there were three operating divisions in the one conpany, and
they were going to nerge a simlar type of conpany into
their operations and set up a new division. The
savings that were cal cul ated enconpassed not only the
savings fromincorporating the new division, but
I ncorporated the savings of nmerging the three divisions that
were in existence prior to the nerger. A substanti al
portion of the savings were for the operations that were in
exi stence prior to the nerger. Again, savings like this
tend to nake ot her savings that naybe are achi evabl e and
cogni zabl e 1 ook I ess reliable.

And the final exanple | want to give is, again, a
recent case where one conpany had underutilized
manuf acturi ng operations, and it was nmerging with a conpany
t hat produced product as well as toll-manufactured the
product. After the nerger, the underutilized manufacturing
operation was going to nmanufacture the product that was
toll -manufactured. While this would generally be
cogni zabl e, there was significant evidence that the products
produced were so different that their engineers weren't sure
that they could be manufactured in the sane facility w thout
a mgjor investnent. There was al so sone evidence that even
if they could manufacture it in that facility, that the toll
manuf acturer was a | ower cost producer than what coul d have

been achi eved i n-house after the nerger.
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These are sone exanples of the efficiencies we see
subnmitted to us that are probably concei ved and consi dered
at a high level in the nerging parties’ organi zations. As
t hese exanpl es indicate, when integration planning and
efficiency clains aren’t well thought out prior to comng to
us, they tend to be considered non- cogni zabl e by the
agency.

Now, here's what we would like to see. It's
pretty sinple. W would like to see a subm ssion of
cogni zabl e efficiencies presented to us in a verifiable
manner. The first question | think we addressed earlier is,
does this include fixed costs such as the ones David spoke
about. As shown in the slide on the bottomof p. 2 of ny
handout, the Merger Cuidelines state that "efficiencies..,
whi ch enable the nmerging firns to reduce the margi nal cost
of production, are nore likely to be [cognizable]."

Vari abl e costs are used as a proxy for narginal
costs in a lot of the econonm c analysis. As David
mentioned, there are a lot of gray areas. | won't go into
detail but fixed costs should be considered in situations
where fixed costs may not really be fixed. Distribution was
an exanple that | gave earlier.

As seen in the slide on the top of p. 3 of ny
handout, there's another part of the Merger Quidelines that
states, | quote, "The Agency also will consider the effects
of cogni zabl e efficiencies with no short-term direct effect

on prices in the relevant market." You can infer fromthis
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that if it's a cognizable efficiency and it doesn't have
short-termdirect effect on prices, it my be what we've
been tal king about as fixed costs. So, the Guidelines nmay
| eave open consideration of fixed costs.

And this last slide on the bottomof p. 3 of ny
handout tells us how savings, both fixed and vari abl e,

I ncl udi ng overhead, may relate to pricing or capital
reduction. The Merger Cuidelines state that “the nerging
firms nust substantiate efficiency clains so that the agency
can verify by reasonabl e neans the |ikelihood and magnitude
of each asserted efficiency, how and when each woul d be

achi eved and any costs of doing so, and how each woul d
enhance the nerged firms ability and incentive to conpete.”
| think that's inportant, and it doesn't say reduce price,

it says enhance the nerged firms ability and incentive to
conpet e.

It's inportant to recognize that it's incunbent
upon the nerging parties to let us know how efficiencies are
going to be used, not have us try to infer how they nmay
happen, and why each one of those would be merger-specific.

Just to put all this into perspective, over the
| ast five years, the agencies have received anywhere from
2000 to 5000 HSR filings. Only about 2-3 percent of these
filings have a second request issued. Approximtely 80
percent of those where a second request is issued either we
al l owed to proceed without challenge or have a renedy and

are fixed with a consent order, which usually requires
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divestiture, and only about 0.1 percent of all the filings
are litigated. These nunbers reflect the fact that

achi evabl e efficiencies are preserved in alnost all nergers
filed with the agencies. Furthernore, even when divestiture
Is required, the parties are likely to still achieve
efficiencies fromconbining their non divested assets.

Claimed efficiencies play a large role in
determ ni ng whether to challenge a nerger, carve out a
divestiture or let the transaction occur w thout
nodi fications. 1'd say that in an HSR filing where the vast
majority of cases just run through the agency, there's
probably no benefit to doing an efficiency analysis. But if
we' re tal king about the 2-3 percent where a second request
Is issued, there's probably sonme benefits to providing a
detail ed efficiency analysis.

So, just to wap up, what we'd like to see is a
cogni zabl e efficiency presentation to us that includes both
fixed and variable cost savings with a detail ed explanation
of how these savings will be achieved and how they're going
to affect the conpetitive environment that the parties are
operating in.

MR. DI CK: Thanks very mnuch, Gabe, for your
practical discussion about what we do see and what we'd |ike
to see.

I'"d like to make just a couple of short
observations. As you point out correctly, very few cases

eventually are litigated or turn on efficiency clains in
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litigation. But | don't think that should |l et us | ose sight
of the inportance of an efficiency story and hearing that up
front. It's extrenmely inportant, particularly during the
first 30 days of an investigation, for the parties to
provide the rationale for the deal, and that frequently is
framed in ternms of the efficiencies that m ght come fromthe
deal .

Qoviously, they can't do that or frequently won't
be able to do that with the same degree of specificity and
detail and backup that we would eventually |like to see if,
in fact, efficiencies really turn out to be the decisive
i ssue. But that shouldn't dissuade and in ny experience
frequently doesn't dissuade parties from explaining up front
the rationale for the deal and the efficiencies, the
synergies that they anticipate. O course, sonme of those
may not be specific to the deal, but they're presenting the
deal that they're presenting. They're comng forth with
this particular merger, not sone other nerger or sone other
joint venture, and so it's natural in the first 30 days for
themto adopt something | ess than a nmerger-specificity
standard when they're explaining the rationale. But that's
extrenely inportant, because it helps to frame the rest of
t he investigation.

The second observation that | would like to nmake is
that parties ought to take advantage of the full range of
types of information that they can provide to us. Gabe

pi cked up on this point in his remarks in part. It's
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extrenely hel pful to provide information on efficiency
claims froma nunber of different angles. Admttedly,
sonetines that information will be a little bit
contradictory or it will sinply reflect an updating, a
natural updating that the parties will go through as they
get nore information thensel ves, as the second and third-

| evel managers in the conpany start talking with one anot her
or they start sharpening their pencils a little bit nore.
But the fact that there nay be contradictions, the fact that
the efficiency nunbers nmay bounce around during the
presentations to the division or to the FTC hopefully

shoul dn't di ssuade them from bringing in those people from
wi thin the conpany or providing the docunentation, providing
the anal ysis, because that's extrenely hel pful to the

agenci es.

It's al so, obviously, very helpful if there is an
hi storical record of past nergers involving the sanme
conpani es or other fornms of integration short of merger that
generated efficiencies. So we can sort of test what has
been the track record of this conmpany in terns of actually
neeting its clainmed efficiencies. That can often be
extrenely helpful to evaluating current efficiency clains.

Let nme pose sone questions to Gabe. How specific
do the parties need to be at different stages of their
presentation? Wat types of evidence do they need to be
bringing in? Do they need to be providing a conplete
efficiencies story, do they need to be providing the
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anal ysis or do the agencies really just want to see the hard
facts and nunmbers and we'll crunch them oursel ves? What
type of bal ance between providing the story, providing the
anal ysis, and providing the backup information is the FTC

| ooking for?

MR. DAGEN. | think we look for all three. | think
we want the story as to how the efficiencies are, in fact,
going to be generated. W'd like the parties to do the
analysis. They're the ones that have the data. W don't
have the data, and we'd |ike themto point us in the
direction of the data and supply us with the backup that, in
fact, their analysis is based on.

One of the key issues that we see here quite
frequently is that one conmpany is doing the efficiency
analysis and they're doing it without data fromthe second
conpany. The first conpany makes assunptions on the data of
t he second conpany, and as |long as the assunptions are
somewhat based in historical data, we can verify the other
conpany's data and see if, in fact, some of the savings that
are being anticipated are being cal culated correctly.

Probl ens nmay arise, however, when a conpany, for
exanpl e, bases its efficiencies clains on best practice
savings. Although some can be quantified, it's hard to
quantify best practice savings. |In attenpting to quantify
best practice savings, the first conpany may say, well, we
do this process so nuch better than the other conpany. But

i n deposition testinony, the other conpany clainms to be just
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as efficient as the first conpany, so sone of the savings
maybe are unrealized. Therefore, it's inportant for us to
be able to verify, in fact, the savings that are being
clainmed by the party submitting the efficiencies. By them
suppl yi ng backup and the second conpany al so supplying the
information that's requested, we're able to do a test check
on whether or not the efficiencies clained are cogni zabl e.

MR DICK: Do we have naybe one qui ck question?

MR, SCHEFFMAN: |'m going to have to take over
because we are going to run late. There may be questions,
and Gabe and David will be around if you want to ask them
guesti ons.

Let nme just say, because we have nany people from
agencies outside the U S., Gabe's job, as all of our jobs as
enforcers, is to be skeptical about efficiencies clains, and
he's good at doing that. That doesn't nean that we don't
seriously consider efficiency clains.

| think a problemon the outside is that outside
counsel are quite willing to be advocates on conpetition
I ssues, and that's fine, that's their right. W don't give
those any credibility, of course. Now, on efficiencies,
you have a duty of good faith, because we have to rely on
you a lot, and we need corroboration and docunents and ot her
things, so that's a problem |If you stretch your efficiency
claim it's going to disappear, because we rely on good
faith.

Second, | think there's a problem of not involving
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financial analysts in developing efficiencies. Wen | did
work on the outside and on efficiencies, | always had a

fi nanci al anal yst invol ved, because an econom st is not a
substitute for a financial analyst. |In efficiencies, you
get into these issues about how costs are allocated and

ot her sorts of things, and you really need financi al
expertise in doing that. You're usually not going to be
able to use your internal business people, because they
don't really understand the sort of analyses we are going to
have.

But to go back to what Chairman Miuris said, we
think efficiencies of all kinds are inportant. W would
like to see better presentations. W don't think, as the
Chai rman said, that there are many cases where efficiencies
are going to nmake the difference, but there are sone. There
are nore of themthan we see, and |I thank the panel for very
i nteresting presentations, which will be available on the
website. W also will get a bibliography of the articles
David Painter cited, and that will be available. The next

session won't start until 11:00, so thank you very nuch.
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