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PROCEEDI NGS

COW SSI ONER STEI GER:  Good afternoon. In the
interests of the outstanding individuals who are giving
so generously of their tine this afternoon, we will try
and honor that by keeping on schedul e as best we can.

And we are pleased today that we will hear first
fromthe American Medical Association. Their testinony
will be presented by Dr. Reardon.

Thomas Reardon is a general practitioner from
Portl and, Oregon and Vice Chair of the Board of Trustees
of the AMA, and has been a nenber of the Board's
Executive Committee since 1994. He is also past
president -- now, you give ne the county, Doctor. | am
not going to try it.

DR. REARDON. Ml t nomah County.

COW SSI ONER STEIGER: | think once will be
enough to say that -- Medical Society and the O egon
Medi cal Associ ation. He has been very active in the
general practice of nedicine for over 30 years.

He is acconpani ed today by Ed Hrshfeld, Vice
Presi dent and Associ ate General Counsel for Health Law of
the AMVA. Prior to joining the AVAin '88 M. Hirshfeld
was a partner at the Chicago office of Gardner, Carton,

and Dougl as, where he specialized in antitrust litigation
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and counseling, especially for the health care industry.

Wel cone. W understand, Doctor, that you wl|
present the prepared statenment and then we w || badger
M. Hrshfeld with questi ons.

DR. REARDON: Thank you. Menbers of the Federa
Trade Conm ssion and staff, nmy nanme is Thomas Reardon,
MD. | amin famly practice in Portland, Oegon. |
al so serve as Chair of the American Medical Association
Board of Trustees.

Today | am pleased to offer our views on federal
antitrust |aw and enforcenent policies affecting joint
ventures. W comend the Federal Trade Conmmi ssion and
the United States Departnent of Justice for undertaking
this project.

Joint ventures are frequently used by busi nesses
that nmust respond to rapidly evolving markets. That is
certainly the case in health care. It is inportant that
antitrust laws facilitate and not inpede conpetitive
responses to evolving markets if consuners are to realize
t he maxi mum potential of innovations that drive change.

My coments today will focus on market trends and
the effects of current antitrust |aws and enforcenent
policies on physician network joint ventures. |[In that
regard, the AMA conmmends the agencies for issuing the

"Statenments of Enforcenment Policy in Health Care," on
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August 28th, 1996. The statenents were a significant

I nprovenent over previous versions, and we believe that
they have facilitated the formation of physician
net wor ks.

The AMA will submt a witten statenent by August
1st, 1997 that will address the questions listed in your
Federal Register notice in nore detail than I can provide
inthe tine allotted here.

I wll begin today by tal king about the
devel opnents in health care delivery and finance. And |
wi |l begin by describing trends in the health care
i ndustry that enhance the inportance of physician joint
vent ur es.

As you know, managed health care plans are w dely
credited with stabilizing the rapid growh rate of health
care costs. This has been acconplished prinmarily through
reduction in the use of the hospitals. Savings have al so
cone fromother sources, but the greatest anpbunt has cone
fromreduced hospital use.

Two factors are threatening this source of
savings. One is limts on the extent to which hospital
use can be reduced w thout further endangering patients.
There are nore savings avail able here -- hospital use
rates in many parts of the country are higher than in

areas where managed care plans domnate. But it will not
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be long before imts are reached. New efficiencies nust
be found if health care costs are to be stabilized.

The second factor threatening hospital savings is
public concern about the effects of reduced use on the
quality of care. For exanple, due to public outcry,
federal |egislation has been passed mandati ng m ni num
hospital stays for nothers giving birth.

Public concerns may force nanaged care plans to
be | ess aggressive in reducing hospital stays, thereby
blunting it as a source of savings. New sources of
savi ngs and ways to inprove quality nust be found.

One way that substantial gains can be achieved in
both areas is through the operation of physician
organi zations or POs in a conpetitive market. PGCs are
maki ng substantial advances in providing high quality
care to patients nore efficiently by applying innovations
in clinical managenent and nedi cal information
t echnol ogy.

The main innovation in clinical nmanagenent is
continuous quality inprovenent or CQ, a process whereby
PO physicians review detail ed data about their own
performance and that of their referral providers, and
t hen determ ne how to enhance quality and efficiency.

The innovation in nmedical information technol ogy

is new conputer software and hardware that enables

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



physi ci ans to gather and anal yze the data used to support
the CQ process. These innovations allow physicians
interactive access to detailed information about the cost
and quality inpact of treatnent decisions.

| nprovenents in quality and efficiency are
i npl emrented by nmeking systenmatic changes in the way that
medicine is practiced. Protocols are developed to
achi eve the best possible outcones nost efficiently,
given the facilities and resources avail abl e.

PO physicians follow the protocol unless, in
their nedical judgnent, an el enent of the protocol should
not be used due to the individual needs of a patient.

Use of the protocol is nonitored to determ ne what
nodi fi cations should be made to further inprove quality
or efficiency.

Successful CQ requires participation by the
physi cians that deliver care in their review and anal ysis
of data, and in the devel opnent, inplenentation, and
nonitoring of the protocols. The physicians nust
cooperate and educate each other about the opti nal
nmet hods to deliver care.

This must be done at the local |evel by providers
usi ng detailed data about their own perfornmance and
havi ng detail ed know edge and experience about the

resources and equi pnment that are available to themin
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caring for patients. These innovations cannot be
i npl emented from afar by health plan nmanagers that are
renote frompatients, the physicians, and the process of
rendering care.

Shifting nmedi cal managenent from health plans to
PCs will yield substantial benefits to patients. This is
made evi dent by conparing CQ wth the nedi cal nmanagenent
techni ques of health plans. The AVA believes that public
concerns raised about quality are largely attributable to
t hose heal th plan techniques.

The primary techni que used is called
preaut horization. It requires a physician to call a
reviewer and ask for authorization to hospitalize a
patient or to continue a hospital stay. The reviewer is
renote fromthe provision of care and does not have
firsthand know edge of the patient.

Revi ewers generally rely on predeterm ned
gui delines for hospital stays in making their decisions.
As a result, there is risk of error. Sonetinmes the risk
of error is increased by inappropriate use of
gui del i nes.

For exanple, an actuarial firm MIlimn &
Robertson, has used actuarial data to devel op guidelines
for hospital stays. These guidelines are based on stays

achieved by the |l east costly cases. It is reported that
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t he gui delines are based on the 90th percentile, with the
100t h percentile being the | east costly cases.

In other words, in the database used by MIIiman
& Robertson, 90 percent of the actual cases had hospital
stays greater than the stays called for by the
gui del i nes.

The gui delines offer no information on how to
achi eve the |l east costly cases. They present best case
cost scenarios towards which providers can aspire.
Meeting the guidelines is dependent on having the sanme
ki nds of patients and resources, such as adequate hone
health services, as did the physicians who achi eved these
results.

However, many payers are treating the guidelines
as a standard as opposed to a target. The AMA hears
regularly from physicians who are confronted with
hospital stay requirenents based on the MIliman &
Robertson gui delines. |nappropriate use of these
gui delines inevitably can lead to errors.

Saf eguards agai nst error include reliance upon
physi cians to press the case for hospitalization if the
physician feels that hospital care is essential for a
patient.

In addition, nost health plans have appeal s

process procedures available to patients. However,
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physi cians are often fearful of termnation fromhealth
plans if they chall enge plan decisions, and the appeal s
procedures are cunbersone and tinme-consum ng. Under
these circunstances, it is inevitable that the safeguards
will not catch all the errors.

Anot her technique is physician profiling. It
i nvol ves conparing informati on about the hospital use
rate of a physician with other physicians. Health plans
create profiles to identify physicians who use nore
hospi tal services than others.

Oten these physicians are term nated fromhealth
pl an participation. Sonetines the health plan gives the
physi ci an an opportunity to reduce hospital use prior to
term nation.

However, these plans rarely provide the physician
with informati on about how to reduce usage w t hout
endangering patients. This puts pressure on physicians
to reduce usage wthout the informational tools necessary
to achieve it. Again, under these circunstances it is
likely that errors will result.

PCs using CQ can avoid these probl ens.
Physi ci ans using interactive data can craft protocols for
care using the facilities and resources available to them
that will lead to inproved quality and greater cost

efficiency.
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They al so have the ability to depart fromthose
protocols when, in their judgnent, it is necessary for
the health of the patient.

In summary, the AMA believes POs using CQ can
substantially inprove quality and reduce costs. | should
poi nt out that the AVA believes that other forns of
health care delivery can also inprove efficiencies, and
that the AMA supports a pluralistic health care systemin
whi ch patients have a wi de choice of health plans and
providers. PGOs should be a part of the m x.

Let nme tal k about the inportance of flexibility
in POjoint venture analysis. The CQ process requires a
hi gh degree of cooperation anong physicians, and that is
of ten acconplished through joint ventures. |If patients
are to realize the benefits of CQ, it is inportant that
PO joint ventures be facilitated.

Antitrust joint venture analysis needs to be
flexible to facilitate POs. The AVA does not believe it
is possible to determne an optinmal financial and
operational structure for POs. On the financial side,
many have argued that the best results occur when PGs
conpete for capitation contracts.

However, not all payers want that. For exanple,
sel f-funded health plans face regulatory barriers to the

use of capitation. Anecdotally, the AMA is aware of a
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nunber of self-funded corporations that are | ooking for
alternatives to capitated arrangenents. The AMA believes
that payers are likely to use a variety of financial
schenes with PCs and that POs will use a variety of

met hods to conpensate their physicians.

On the operational side, nany have argued PCs
need to install multi-mIllion dollar medical information
systens. Certainly the key to CQ 1is access to
interactive data, but a variety of ways are available to
attain it.

For exanple, a PO can work with a service bureau
and pay it to gather and aggregate the data needed. That
kind of arrangenment allows the POto mnimze its own
i nvestnment in conputer hardware and software.

Al so on the operational side many have argued
that the POCs are nost efficient when fully integrated.
However, recent studies of independent practice
associ ations shows that they can be as effective at
reduci ng costs as fully integrated nmulti-specialty group
practi ces.

Further, not all nulti-specialty group practices
use CQ or otherwi se coordinate their care. It is the
intent and will to engage in CQ that is determnative as
opposed to the form of PO organization.

Finally, | should point out that the kind of PGCs
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that can apply CQ do not spring forth, fully formed,

i ke Athena fromthe forehead of Zeus. Instead, these
organi zations are built over time as the physicians gain
t he necessary experience and resources.

Further, many payers are interested in PGs that
are in early stages of evolution as opposed to the
advanced stage, since their enployees want the kind of
arrangenent offered by those PGCs.

In summary, joint venture antitrust policy needs
to be flexible enough to accommodate nmany different forns
of POs because it is inpossible to determ ne what kind of
a POis best for any market. |In addition, policy nust be
fl exi bl e enough to acconmpdate the evolution of POs from
si npl e organi zations to those able to engage in CQ.

Let me now turn to the inpact of the statenents
of enforcenment policy in health care.

The AMA believes that all three sets of
statenments of antitrust enforcenent policy for health
care issued by the agencies, including the 1993, 1994 and
1996 versions, have facilitated the formation of certain
ki nds of PGCs.

As you know, case |aw does not provi de adequate
gui dance for the typical attorney advising a PO The
statenents provided the guidance that PGs and their

attorneys need to have confort that they are in antitrust
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conpl i ance.

Each set of statenents has provi ded additional
assurance by clarifying the scope of PCs said to fal
within a safety zone or qualify for the rule of reason.
Significant clarifications introduced by the 1996 version
i nclude additions to the definition of substantial
financial risk, nore guidance about the size of networks
likely to pass a rule of reason analysis, introduction of
the concept of clinical integration as a way that fee for
service networks can qualify for rule of reason analysis,
and provisions that allow nmessenger nodel networks to
operate nore efficiently.

It is too soon to determne the full inpact of
these clarifications. Early indications are that the
greatest inpact is fromprovisions that allow the
messenger nodel to operate nore efficiently, and
i ncreased gui dance about when networks |arger than the
safety zone limts are likely to pass a rule of reason
anal ysi s.

We have been infornmed by physicians that both of
t hese provisions have all owed physicians to form networks
with a higher degree of confort than in the past.

However, the issue of appropriate size |[imts remains
unclear, and there is a strong need for nore information

about the agencies' views on this issue.

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



16

Unfortunately, there is substantial confusion
about what constitutes sufficient clinical integration
for a fee for service network to qualify for the rule of
reason analysis. Wll established networks with
capitation arrangenents generally feel that they have
sufficient clinical integration to negotiate fee-for-
service contracts with payers as an alternative to their
capi tated arrangenents.

However, physicians attenpting to establish a new
network, or to enhance the operations of a nessenger
nodel network, are not able to judge when they have
attained sufficient clinical integration.

There appears to be a substantial disagreenent
anong attorneys about what constitutes sufficient
clinical integration. Sone feel that multi-mllion
dollar investnents in nedical information systens and a
hi gh degree of coordination of the physicians is
required.

O hers feel that the effort to use data about
clinical performance to inprove network performance is
key, and that the data can be obtained from service
bureaus or payers w thout making substanti al
i nvest nments.

G ven uncertainty about what constitutes clinica

integration, it appears that further clarification of
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this concept by the agencies will be necessary before it
is widely relied on in the PO formation. This could cone
t hrough advi sory opi nions and business review letters,
speeches, or as a revision of the 1996 statenents.

In addition, a few attorneys are nmaki ng use of
the new definition of substantial financial risk that
al l ows physicians to establish cost or utilization
targets for the network as a whole, with the physicians
subj ect to subsequent substantial financial rewards or
penal ti es based on group performance in neeting the
targets.

This is being used to structure arrangenents with
sel f-funded enployers in ways that give the physician an
incentive to control wutilization, but which do not
require the network to obtain a state Iicense to operate
a heal th plan.

However, the nunber of attorneys who understand
and use this provisionis limted. It appears that many
experienced antitrust attorneys do not understand the
meani ng and potential use of this definition. Further
clarifications of this definition would help the
antitrust bar and physicians better understand this
di mensi on of the statenents and result in a w der choice
to patients.

Further, a problemthat existed wth the
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definition of substantial financial risk in prior

gui delines continues with the 1996 statenents. It is
uncertainty over when fee w thholds are substanti al
enough to constitute substantial financial risk. The
agenci es have issued advi sory opinions and busi ness
review | etters which provide sone gui dance on this issue,
but it is still a frequently asked questi on.

Finally, the AMA has been told that the new
exanpl es appended to the 1996 statenents have been
hel pful to attorneys and are a substantial inprovenent
over past versions of the statenments. This is a
techni que that could be used in other comuni cations that
provide information about the agencies' views or in
further revisions of the statenents.

Let ne speak now about suggestions for further
clarification of the statenents. The AMA regul arly hears
fromattorneys and physicians that further clarification
is needed to accommodate | oosely integrated fee-for-
servi ce networKks.

A nunber of attorneys have told us that a gap in
the statenments interrupts the natural evolution in the
mar ket of POs from nessenger nodel networks to nore
sophi sticated organi zati ons. Physicians starting out in
a network devel opnment find it easy to begin with a

messenger nodel, but find it difficult to nake the | eap
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from messenger nodel to clinical integration or risk
shari ng.

There is a mddle ground where the physicians
have increased their |evel of coordination and feel a
need to engage in joint negotiations. The statenments do
not accomodate this stage of PO evol ution.

A nunber of attorneys that work with physicians
advocate that POs be allowed to negotiate fee-for-service
arrangenents without clinical integration, provided that
their networks include no nore than 20 to 30 percent of
any specialty in the market.

They have suggested that given the current market
realities of contracting for groups of patients, it would
actual | y enhance conpetition to allow these networks to
exist. They would have to bid agai nst each other for the
busi ness of payers.

It is believed that this conpetition would spark
t he devel opment of clinical integration because a bidding
network woul d have to find ways to differentiate itself
fromothers by offering |ower fees, better quality, or
both. The AMA expects that the nunber of attorneys
advocating this argunent will grow

Let me turn to sone suggestions for joint venture
aw. CQur comments reveal the difficulty of drafting

antitrust guidelines for PGs. Each tinme the agencies
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i ssue new statenents, questions arise about their meaning
and | awyers argue that sone kinds of pro-conpetitive PGs
are erroneously considered to be illegal per se.
Sonetines these questions and argunents are
legitimate, so the agencies revise the statenents. As a
result, the statenments have increased in size from 46
pages in the official 1993 edition to 141 pages in 1996.
The core problemis the regulatory nature of the
approach to joint ventures by the agencies. This
approach, and the problens that it causes, are aptly
described by Cark C. Havighurst, a professor of |aw at
Duke University, in an article entitled "Are the
Antitrust Agencies Overregul ati ng Physician Networks?"
Prof essor Havi ghurst points out that the agencies
regul ate physician networks by evaluating the nerits of
the products that they offer and allow ng only those
networks wi th products perceived to be of sufficient
val ue to be | egal
In doing so, the agencies act in place of the
mar ket by determ ni ng whi ch products have nerit, rather
than facilitating conpetition by allow ng the market to
determne the nerits of the products that are offered.
Prof essor Havi ghurst traces this approach to the
Suprene Court's decision in Topco Associates, Inc. versus

United States 405 U.S. 596 in 1972. That case i nvol ved

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



21

a joint venture anong several independent grocery chains
to develop a private brand of products to conpete nore
effectively with national grocery chains.

In aid of that effort, they agreed not to sel
the private brand products in each other's territories
but to conpete in all other respects. The Court found
this to be an illegal horizontal division of markets.

Prof essor Havi ghurst argues that this agreenent
was reasonably ancillary to a proconpetitive purpose. He
argues that the only plausible explanation for this
result was a perception that the joint venture was a
pronotional gimmck and not a new or useful product for
whi ch antitrust rules could be bent. Professor
Havi ghurst points out that this is a value judgnent that
the market, not antitrust enforcers, should nake.

In his article, Professor Havighurst argues that
the rule of reason should be of w der application to
physi ci an network joint ventures. He believes that
net wor ks shoul d be viewed as joint selling agencies, and
revi ewed under the rule of reason to determ ne whether
t hey have a proconpetitive or anticonpetitive inpact on
t he market.

The AMA supports Professor Havighurst's views and
commends themto the FTC as a way to avoid the probl em of

having to create and interpret concepts such as
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substantial financial risk and clinical integration.

It would also allow a nore natural evol ution of
PCs that is based on the real demands of the market, and
that is responsive to what payers and patients want as
opposed to what is viewed as neritorious by the
agenci es.

Clearly, the statenents define what kind of PGs
are deenmed of sufficient value to be offered to
consuners. The market can nmake this decision for itself.

Finally, let nme turn briefly to the Nationa
Cooperati ve Research and Production Act of 1993. To the
best of our know edge, the National Cooperative Research
and Production Act of 1993 has not been a significant
factor in the devel opnent of PGCs.

Antitrust attorneys have not advanced it to their
physician clients. This is probably due to the
avai lability of the statenents, and to questions about
whet her POs woul d qualify under the Act.

In conclusion, let nme thank you very nuch for
this opportunity to coment on antitrust joint venture
| aw and policy. | would be happy to answer any
questions. Thank you.

COW SSI ONER STEI GER: Doctor, we indeed thank
you for your contribution, and we will |ook forward to

t he additi onal subm ssion on August 1.
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I think I would like to direct a question to Ed
Hirshfeld, if | may.

MR H RSHFELD: Sure.

COW SSI ONER STEI GER: When we started | ooking at
t he gl obal hearing report, toward the end of those
hearings, | and others asked whether it would be in the
vi ew of our experts possible that the health care guides
i ndeed coul d have sonme broader relevance in a w der joint
venture context. | don't know if you want to hazard a
guess to that.

I could narrow it and ask you if Professor
Havi ghurst's views applied nore wwdely than sinply in the
giant health care field?

MR, HI RSHFELD: Yes, | think Professor Havi ghurst
is tal king about joint venture analysis in general as
opposed to sinply in the health care field, and so the
principles he discusses could be of broader application.

COW SSI ONER STEI GER Do you see this as an
extension of rule of reason analysis? | amrather
curious about that, the Havi ghurst concepts.

MR. H RSHFELD: | am not sure what you nean by an
extension of the rule of reason anal ysis.

COW SSI ONER STEI GER: Expansion. May | say
expansi on.

MR. H RSHFELD: Certainly it would expand the
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nunber of organi zations that could cone under a rule of
reason analysis, at least in the health care area. |
think that part of the issue here, at least in health
care and conparing the way health care is treated
conpared to other industries, inevitably depends on views
of the market structure.

For exanple, in the health care industry, you
have a situation where there is the ultimte consuner,
you and nysel f, you have got enployers that devel op
health plans for them and then you have internediaries
whi ch package the health plans that are sold to the
enpl oyers and which ultimately are filtered down to us.

So you have to set -- and the insurers. You have
to set an internediary that stands between the physicians
and the ultimte consuner. And those internediaries
performthe function, have historically perforned the
function of organi zi ng networKks.

| don't think there is any dispute that
organi zi ng physicians in a network for the purposes of
serving a health plan and arranging for discounts or
consi stent standards fromthemis a benefit to the
market. In health care you have got a set of
internedi aries that stand ready and have done that for a
long tinme and continue to do that.

And | think part of the perception there is that
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as long as we have got those internediaries, why do we
need to have physicians organi ze these things for

t hensel ves? Shouldn't we require that physicians really
nmeet a very high standard or a high threshold before they
are allowed to organize it for thenselves in terns of the
efficiencies that they generate?

In other markets where you don't have those kinds
of internediaries that stand ready to organize the
sellers, | think the threshold can be a little bit |ower
for when the sellers are allowed to organi ze because the
perception is that unless the sellers do organize in that
way, then the efficiencies that they can generate through
that kind of organization won't benefit the market.

In addition, in health care there is the concern
t hat physicians are going through a wenchi ng change.
Well, we tal ked about sone of the prom se of the future
and the benefits that can be attained. W are all very
much aware of physicians that are going through a | ot of
econom ¢ and cultural trauma in this change and woul d
like things to be the way they were and do frankly want
to organize into things |like unions and collective
bargai ning units to prevent change from occurri ng.

So there is a great deal of concern that if we
al l ow physicians to formjoint ventures or allow w der

application of the rule of reason, that we are going to
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al l ow sone of these anticonpetitive conspiracies to cone
t hrough the sides of the tent.

So all those factors go into deciding how wi de an
application rule of reason should have in the context of
any particular industry, especially here in health care.

And | think Professor Havighurst's view, and I
think our view as well, we support it, is that the
conpetition anong physicians has becone intense enough
that the concern about allow ng anticonpetitive
conspiracies to cone through the sides of the tent and
allowng themto occur in a market and basically dom nate
a market are substantially |l ess than they were 20 years
ago.

And so it is possible to, you know, broaden the
rule of reason application to these joint ventures
because of market structure, because of what is occurring
in the industry. It is nore likely that these networks
are, as a matter of fact, going to have to behave nore
conpetitively than they did in the past.

And | think Dr. Reardon can tell you sonething
about that based on his own experience in O egon, which
is a pretty intensively managed care state. | don't know
if you have any comments you would |ike to make in that
regard.

COW SSIONER STEIGER:  If | may add a foll ow up
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that he could answer at the sane tine. | think one of
the things that we hear repeatedly is that the termjoint
venture covers an amazi ng range of practice.

Are you seeing, Doctor, nore short-term
smal l er joint ventures, for exanple, or interest in
those, say, for a particular treatnent, particular use of
treatment materials or are you seeing an interest in
broader, |onger-termjoint ventures?

DR. REARDON: Thank you. First let nme comment
about Oregon in general. | conme froma narket where
there is probably 80, 90 percent managed care
penetration, probably 50 to 60 percent in HMO and the
other in PPO There has been no prem umincrease in
Oregon in the last four years. | amnot sure when the
next will occur because of an intensely conpetitive
mar ket. Everyone is afraid to raise prem uns because
they will |ose market share.

We have several |arge players who have nore than
100, 000 patients enrolled in their various plans. So
conpetition, managed care plus conpetition has been very
instrunmental in containing costs in our area.

Now, in response to the joint venturing, what I
amseeing is a formation of organizations of -- first of
all, integration consolidation of the physicians. W are

seeing nore and nore single specialty practices
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consolidating. For instance, orthopaedi c surgeons. Now
there are 24 in a practice. Urologists consolidating,
nmore for conpeting, conpeting for business as well as
providing care. And they find that working together they
can have better coverage, they can provide better care
for patients.

Also it facilitates the use of clinical
guidelines. And it facilitates the collection of
informati on so that they can neasure what they are doing.

W have sone snuller players in the Oregon
market. | happen to be with one of those organi zations.
We are struggling. W think we wll survive, but we are
going to have to be innovative and find sone way to
differentiate ourselves fromthe rest of the market in
order to survive.

For instance, one of the things we could do as an
organi zation is to have open access to specialists, have
a point of service option. Along with open access to
specialists, another thing we can do is get a large
nunber of specialists in our panel so that patients have
nore choice and so primary care physicians have nore
choice of who to refer to.

So we are westling with that concept. Do we
have a small consolidated panel or do we open it up to

many physicians? Another way that | have heard of in
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M nnesota is using a panel of nurses to screen calls and
then they refer on to primary care specialists, depending
on what the call is and what the problemis.

So | think unless ny particular group finds a way
to differentiate itself fromthe market in Oregon, we
wi Il have a serious time surviving. Now, is that bad?
No, | don't think it is bad. | just think we have to be
nmore innovative and nore creative in the way we deliver
health care. So that's what is happeni ng.

COMW SSI ONER STEI GER: Extrenely interesting
answer. Let ne turn to our experts. Bob, does this
pronpt sonething fromyou that you would like to raise?

MR. LEIBENLUFT: | do have a question or two. |
notice, Dr. Reardon, in your statenent you nentioned
several issues which there is a tension between them you
menti oned Professor Havighurst's criticisns that the
agenci es sonetimes seemto have a preconcei ved notion of
what they thought was the right product, and you al so
descri be how PCs, the inportant thing wwth PCs is what
they actually do, their form and that there will be a
nunber of different fornms they m ght take, and we really
have to see what they are actually acconplishing.

On the other hand, you al so suggested that there
is even nore need for nore clarification wth respect to

clinical integration.
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And | guess ny question is do you have any
suggestions as to how the agencies m ght issue
guidelines, either in health care or in other fields,
allow ng the market to devel op innovative forns of
devel opi ng and arrangenents, but still providing that
ki nd of guidance that you think is necessary for the
menbers of the AMA and others out there?

DR. REARDON: If | may, let ne begin and then
maybe M. Hirshfeld would like to add to that. Certainly
we would |like to have the PGCs judged nore by rul e of
reason than just a per se violation based on what they do
or don't do.

For instance, in the evol utionary process of
formng a PO, you begin by form ng the organization and
t hen you have sonme sort of review You may have
preaut hori zati on, you may have second surgi cal opinions,
you may have concurrent hospital review, respective
hospital review, and then you can progress on to
collecting the informati on data on perfornmance
measurenents within your organization or you can coll ect
econom ¢ data on the performance of physicians within the
group.

And then you use this information to, within your
group, to inprove the effective care you provide. So |

think it is this range or this evolutionary process that

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



31

troubl es us because we need a guideline as to when you
think there will be enough clinical integration.

So if you use rule of reason, you would | ook at
that and say: |[If this organization nmakes the market nore
conpetitive, even though they haven't reached this point
of clinical integration, they are nore conpetitive, that
woul d be okay. So I think we are | ooking for sone
flexibility to say, for less rigidity, saying you have to
reach this level of integration before we would give our
bl essing. W think there are many ways which
organi zati ons can be conpetitive.

Ed, M. Hirshfeld nay want to add to that.

MR. H RSHFELD: Sure. Just to encapsulate it, |
t hi nk Professor Havighurst's point is then that we would
support, to the extent that there is a fairly regulatory
process, then you need a lot of -- you do need detail and
there will be increasing demand for detail.

So that's why there is the demand for increased
detail about what clinical integration is, for exanple,
or increased detail about what is substantial fee
wi t hhol d.

But if you nove towards the kind of analysis
where you ook to see, is this obviously a conspiracy or
not, and in your Carksville exanple, for exanple, in the

guidelines, is it obvious anticonpetitive conspiracy?
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Then if you can sort of take that quick | ook to see

whet her this is obviously a conspiracy or not or are
there plausible efficiencies, and if there are plausible
efficiencies, then nove on to the rule of reason, relying
primarily on whether there is market power there and

whet her the market power can be exercised in an
anticonpetitive way, then you probably woul dn't need as
much detail in the guidelines. | think that's the point
t hat Professor Havighurst is trying to make.

MR. SILVIA: Dr. Reardon, you nentioned in your
testi nmony about an evol ution of networks from nessenger
nodel type networks, | oosely conbi ned networks, | guess,
to nore sophisticated networKks.

And you said there was this mddle ground in
whi ch there was sonme increase in coordinated activities,
and at the sane tine this was acconpani ed by a feeling
that they needed to jointly negotiate. | wonder if you
could give nme sone exanples of what is this mddle ground
in ternms of the increased coordination of activities and
how is that related to the need to have joint
negoti ati ons?

DR. REARDON. Well, | think what we are referring
tois the fact that as a PO fornms and begins to function,
you have certain |levels of integration. | nentioned a

few of these, which is preauthorization, review, witing
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and devel opi ng the necessary infornation.

Anot her thing that a PO can do or an organi zation
as you go through this evolutionary process and maturity,
then you get in nore financial risk and again there are
sonme variances of whether you have to have capitation or
how much wi t hhol ds creates a substantial financial risk.
So when they begin they clearly have |imted clinical
i ntegration, but you go through a process to where they
have nore and nore clinical integration as they nature.
They sinply just do not start as a fully mature,
organi zed, clinically integrated organi zati on when you
formul ate them on January 1

It may take nonths or years. The advantage they
have is that a | arge insurance conpany or a |arge
hospital can conme in and oftentines, because of
resources, do a lot of that very quickly or they cone in
and do it for the doctors.

W woul d like to see physicians have the
opportunity to organi ze and go through that evolutionary
process where they can do the sane things and be
conpetitive.

MR, HIRSHFELD: |If | can add to that a little
bit, the issue is experience, partly experience and
resources. The m ddl e ground conmes when you have

operated a nessenger nodel network successfully and you
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want to nove on to a higher |evel of coordination and you
feel that you can do that, but you nay have to rely on,
for exanple, a service bureau to provide the data or you
may actually rely on a third-party admnistrator to
performthe preauthorization function, so the network
itself is not actually doing it, but they are using data,
for exanple, that a service bureau has provided to them
or relying on a third-party adm nistrator that they have
hired. Then it is not a salaried, not sonmeone who is on
their staff, it is an outside professional to performthe
pr eaut hori zati on.

And then they are starting to get into the
rudi ments of utilization review, but they haven't really
taken it all in-house yet. | think a lot of attorneys
woul d question: Is that clinical integration or not?
And | think | ooking at the bar that is set on the
gui delines they would say no. Then the question is
why is there a need to engage in joint negotiations at
that point? | think the feeling is there that network
managenent wants to have control over that critical
i ssue, that the payer will want to know. Wat is this
going to cost?

So instead of relying on, you know, the nessenger
nodel , which can result in sonme variances or

unpr edi ct abl es about what the physicians are actually
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going to do, then the network managenent does have sone
control over what the fee schedule will be. It can
assure that it wll be at levels that are conpetitive.

DR. REARDON: If | may add to that, for instance,
the organization | amwth is a 70-person primary care
group in 21 offices. W are in the process now of
conputerizing each office, so that at sone point in tine
in the near future we wll be able at any tine at the
central server to say how many wonen, how nmany
55-year-old wonen had their mamograns | ast year? How
many two year-olds are totally inmunized? How many
patients who have a di agnosis of hypertensi on have
di astolic pressures above 90? That's the type of
informati on we need to go to.

However, putting that sort of information system
inis quite expensive. One of the other things we are
doing now and with the patient data we have about cl ains,
is we have hired an outside consultant, Dr. Zack from
Data Medicas to analyze that data for us, give us better
informati on on how each physician is doing within the
organi zati on so we have sonething we can do sone interna
quality control and control on costs. This is all very
expensi ve.

COW SSI ONER STEI GER: CGeneral Counsel Cal kins.

MR. CALKINS: | was struck by your observation,
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M. Hrshfeld, that using ny words, not yours, doctors
are treated worse than nost nmanufacturers or suppliers
and you said that it is because there are third parties
t hat doctors have these difficulties, and | was trying to
think of other industries, and is there a conparable
situation where manufacturers or providers are allowed to
have joint selling arrangenents judged under the rul e of
reason? And | didn't conme up with a ot w thout having
done any research or preparation for this, but you may
have had sonething in mnd as to the conparison. If so,
| woul d appreciate your stimulating nmy thinking.
MR. H RSHFELD: Yes. The itemthat cane
i mredi ately to mnd was the newspaper industry. There is
a business review letter about, | amsorry, | didn't
refresh ny menory on the exact details of it, but it
involves joint selling of advertising space, | believe.
And, you know, that and other situations,
t hi nk, can be understood where you don't have an
i nternmedi ary, which is organi zi ng newspapers for the
pur pose of selling advertising space to buyers. That if
they want to do that, then they have got to do it
t hensel ves.
And the -- why don't | stop there. There are
sone other parallels | could get into, and | wasn't

intending to say that there is a seriously dramatic
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difference here, but | think it does inevitably shave the
answer when you know that there are -- when you are
concerned about the possibility of sellers cooperating
and the possibility -- when sellers want to cooperate,
you are concerned about the possibility of
anticonpetitive effects fromit.

But realizing that there are sone efficiencies
there, but there is no other way to generate those
efficiencies, other than allowing the sellers to organize
and go directly to the buyers. But what is unusual about
the health care industry is you have this set of
i nternmedi ari es which can performthat function.

So we are constantly concerned about, you know,
guestions about why don't we just allow the insurers to
do that, and what can physicians do that is different or
better than the insurers. W feel in making our case to
al I ow physicians to organi ze, we have to be able to
denonstrate what a physician network can do that is
better, or allows nedicine to go a step ahead nore than
allowing HM> or PPGs or third-party admnistrators to
performthis function.

M5. DeSANTI: Just so the record is clear, could
| note there are sone special statutory exenptions for
newspapers, and | am not sure whether this type of

arrangenment is covered by any of them but | would just
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like to echo Steve's comments that this m ght be
sonething that it would be useful for you to explain in
nore detail in your witten statenent. It would be

hel pful if you could give us other exanples that you
have.

MR. HI RSHFELD: Ckay.

MR. LEI BENLUFT: Maybe to expand on that just one
nmore question, part of the statenent seens to suggest you
are advocating a 20 or 30 percent screen, that if
networ ks are bel ow that, you wouldn't require evidence of
clinical integration.

I was wondering if you would require evidence of
any kind of proconpetitive potential or would that just
be basically a per se legality category and whet her you
t hi nk that should apply beyond physician networks?

MR, HI RSHFELD: | don't think it would be a
per se legality area. It would be a rule of reason
And, very frankly, you know, we did advance these
concepts a few years ago. And there was pretty unani nous
opposition to them

So we didn't want to be so bold today as to say
that's exactly what we are advocating but we did want to
| et you know that anong the antitrust attorneys that work
wi th physicians, we are hearing a | ot of comments now

about why should this be -- why isn't this considered
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proconpetitive.

We, antitrust attorneys working with these
organi zations, and, granted, | identify with themto a
certain extent, feel that they should be allowed. And we
may cone forward with nore formal recommendati ons on that
in the future, but the statenent is couched in ternms of
this is what we are being told by attorneys in the field,
but we didn't cone to the point of making a fornmal
proposal for it, but we did want to |ay the foundation
because we may well nake a proposal like that in the
future.

MR. CALKINS: One last little clarifying
guestion. | read the statenent as saying that protocols
are good and guidelines are bad. And for those of us who
don't spend a huge anpbunt of tinme on subtleties of
wor di ng and such, aside fromwho the author is, what is
the difference between a protocol and a guideline?

DR. REARDON: | wasn't aware we said that.

MR. H RSHFELD: We weren't intending to draw a
di stinction. The statenent tal ks about inflexible use of
gui delines that are not evidence-based as opposed to the
use that is evidence-based, neaning that physicians have
crafted the protocol based on data concerning their own
experi ence.

DR. REARDON: Basically guidelines or protocols
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are intended to try and take sone of the w de variation
in practice out of the systemand this does exist. You
may not be famliar with Jack Quinberg's work, but a
protocol is a guideline for the physician to follow, but
giving themclinical |eeway that not every patient neets
t he guideline or protocol, so you treat patients as

i ndi vidual s, that you can foll ow best practice or this
recommendation for the highest percentage, but having the
| eeway to individualize.

MR, HI RSHFELD: There is one interesting comment
that was made by Brent Janmes, who | don't know if you are
aware of, but he is a significant contributor to the
concept of applying continuous health care and has
witten widely about the subject and says that in
gui del ines or protocols that have been developing in
health care, they have a series of steps. You know,
sonetinmes the series of steps is fairly conplex, and that
at each step the physician can use that part of the
protocol or not.

And they actually graph what percentage of the
gui deline steps are used by the physicians. And they
find that on average it is about, if they are doing a
really good job, it is about 90 percent. And he feels
that if a physician consistently used 100 percent of the

recomendati ons of the guidelines, the physician would
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probably be a bad physician, probably guilty of
mal practi ce.

COW SSI ONER STEI GER Wl |, you have been very
patient, gentlenmen. W thank you both for com ng and for
answering our questions.

MR. H RSHFELD: Thank you.

DR. REARDON. Thank you.

COMW SSI ONER STEI GER: W are going to hear now
fromJanmes B. Kobak, Jr., a partner at Hughes, Hubbard &
Reed in New York City where he chairs the firms
antitrust practice group. He has represented clients in
bot h donestic and international matters invol ving
antitrust, trade secrets, patents, tradenmarks.

M . Kobak al so teaches intellectual property and
antitrust law at the University of Virginia Law Schoo
and at Fordham Law School. Since 1995 he has chaired the
Intell ectual Property Conmittee of the ABA Antitrust
Section, and, in addition, has published nunerous
articles on antitrust and intellectual property |aw.

We are delighted to have you with us and thank
you so rmnuch.

MR. KOBAK: Thank you. | amdelighted to be
here. As you know, | prepared a statenent which
submtted, so | will try to keep ny remarks this

af ternoon bri ef.
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As you know fromny statenment | tried to approach
this question particularly fromthe point of view of
joint venture rules and needs as they affect technol ogy
ventures, ventures where contribution of technol ogy are
key or which thensel ves involve research and devel opnent.

| think there are a few characteristics of these
types of ventures that the Comm ssion ought to keep in
mnd. It is true that there are nany of these ventures
bei ng forned these days, but | think the Conm ssion
shoul d be aware that, at least in ny practice, there are
al so many instances where parties are very hesitant to
join them

They have di scussions, sonetines the joint
venture energes; sonetinmes it doesn't. | have seen a | ot
of distrust and fear of people who fear they may | ose
control of their technology. | think, in addition to
affecting the incentive whether to enter a venture or
not, these kind of concerns also often lead to limts on
t he scope and use of technol ogy.

I think for antitrust enforcenent purposes, one
of the consequences of that is that the Comm ssion could
have sone confidence that very often these types of
ventures are only fornmed when there really is a need for
them that they probably will not be overly broad, that,

if anything, the incentives will be perhaps to keep them

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



43

too narrow, and that there shouldn't be too nmany
spi |l over effects.

| think parties in these ventures are often very
hesitant to reveal their deepest secrets, whether it is
mar keti ng strategy or research strategy.

So when | approach these questions, | think a key
question to ask is to | ook at the technol ogy of research
that's involved and see if it is real. 1Is there
sonet hing real and substantial there, either that the
parties are contributing or that they are trying to
develop or is it just a trivial snoke screen?

And is there a real reason that the parties need
to get together to acconplish what they are trying to
do? | think parties do need a certain degree of what |
call breathing roomfor restrictions in these types of
ventures. | think they need to feel that they are in
control of their technology, that they will be able to
maxi m ze the val ue of that technol ogy, and they won't run
the risk of losing it either to a joint venture that they
have created or to their joint venture partner who may
| ater becone their eneny.

I think it is wong for the antitrust agencies to
get in the business of m cromanagi ng sone of these
restrictions or the structure and rules that the joint

venturers agree on anong thenselves to structure and run
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the venture. | also think it is very dangerous to | ook
at these kinds of restrictions in hindsight.

I think the parties need to have sone degree of
assurance when they enter, certainly a major venture of
this kind, that the rules that they have agreed on anong
thenmselves will be the rules that wll apply at the end
of the day and they won't find that there are surprises
and things that they thought they had control over, they
find they don't have control over.

I think that in ny experience these kinds of
ventures are increasingly international, and | think
that, if anything, that probably increases the
uncertainty that parties have about their rights, which
j ust because of differences in intellectual property |aws
between different |legal reginmes, |I think it probably
contributes to sone degree to a degree of distrust, and
to a further feeling that the parties have that they
really need to have sone degree of certainty in how the
venture i s going to operate.

If the rules, the antitrust rules that are
applied are too rigid, parties may feel that their
technology is too vul nerable and they nmay be hesitant,
even nore hesitant to participate in these types of
vent ur es.

| also think that the increasing
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i nternationalization underscores a real need for

har noni zation of principles and rules that apply to joint
ventures around the world. And | think that's one area
where, although there may be fairly w despread agreenent
on the general antitrust principles that are applied, a

| ot of the particulars and a | ot of the procedures vary
very substantially, probably nore so in this area than in
many ot her areas.

One of the nost difficult questions | think that
peopl e have entering ventures of this kind is what | cal
the question of exclusion. Do you have to | et everyone
in the industry in? Are there people you can exclude? |
t hi nk the government's position on this as expressed in
the Intellectual Property Guidelines and as it is
expressed in the National Cooperative Research Act is
fairly clear, but I think that many of us in practice
still have a bias when push cones to shove not to exclude
or not to go too far in excluding because, frankly,
people are afraid of treble damage suits, or even if it
is under the NCRA, single damage suits.

It is possible that ventures can be operated in a
way that they beconme nore inclusive as tinme goes by. |
think that should be suggested in these hearings. And |
think sonetinmes that's possible, but sonetines that's not

very easy to acconplish. And | think in many cases
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peopl e are dealing in an atnosphere of some uncertainty
and they need to have as nuch certainty as possible at
t he outset.

| think this is a difficult problem and I think
the thing that makes it difficult is the coexistence in
our | egal system of governnent enforcenent with the
private right of action. And | amnot sure, frankly, how
far guidelines, further guidelines can go to solving this
probl em

And | think the problem of private enforcenent
makes nme a little skeptical or perhaps |I should say
agnosti c about how hel pful or effective a broad set of
guidelines can really be in this area. | don't think
this is |ike nerger |aw where the guidelines are so
influential and so helpful, but I think that's largely
because so nuch of the enforcenent is undertaken in that
area by the governnent, and there is not quite the sane
degree of concern about private action.

| also think that the general principles and
rules that ought to apply are pretty well understood, the
general legal framework. | think the thing that nmakes it
difficult is just the infinite variety of factual
ci rcunst ances that those rules have to be applied to, but
all that makes it very hard for ne to see how one set of

gui del i nes coul d cover those situations.
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| guess | amnot smart enough to understand what
the unifying field theory is, except at a very, very
overall general |evel of abstraction.

| think there is a danger if guidelines are
created they sonetines are interpreted as relatively
formal docunents, even though that may not be the intent
of the agency. | think sonetines there is a tendency for
the analysis in the guidelines to, if you wll, channel
and inprison thought and argunent so that it all follows
t he wordi ng of the guidelines, even though economc
t hought and experience may tell us that there are things
that aren't adequately covered in any given set of
gui del i nes.

| also think that you would be surprised
sonetinmes, but out in practice you do run across people
who, for instance, in the Merger CGuidelines, will take
things that are witten in the Merger Cuidelines very,
very literally, much nore literally than I think the
agenci es intended that they be taken.

I thought the Intellectual Property Cuidelines
were very hel pful, but | guess | saw themas a different
ki nd of guideline, nore alnost |like a restatement of a
law. | thought that was very hel pful because | think
there was a | ot of confusion about what the governnent's

policy and what the interface between intellectual
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property |aw and antitrust |aws shoul d be.

I amnot sure that that sanme degree of confusion
exists as to what the overarching theories, at |east,
that ought to be applied to joint ventures are. And as |
said before, | think that the variety of joint ventures
is so imense that it is hard for ne at least to
contenplate a set of guidelines that could adequately
deal with all those circunstances and possibilities.

That's not to say that | don't think there
couldn't be very limted policy statenents about
particul ar areas where the Conmm ssion has experience in
certain types of ventures. | think there could be
anplification, speeches, further anplification of
reasoning in consent orders and so forth, and | think al
those things are very hel pful.

One thing, as | nentioned in ny statenent, that |
t hi nk soneti mes nmakes people reluctant to undertake a
busi ness review procedure or even to file under the
Nat i onal Cooperative Research Act is this concern for
secrecy. And | think that one thing that m ght be very
hel pful to people would be sone kind of nore confidenti al
way that perhaps at the outset of planning they could
approach the Comm ssion or the Departnent of Justice and
get sonme kind of informal guidelines, and this is

certainly a systemthat has started to grow up in a |ot
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of other areas of the world.

As | nmentioned before, | think any efforts that
could be undertaken to harnonize the rules and the
approaches to joint ventures, particularly in the
research area and as they involve restrictions in
technology |icenses as part of joint ventures, with the
international, other international antitrust authorities,
woul d be very wel coned.

This is kind of an aside, but many of us work who
inthe intellectual property area have been saying for
many years that it would be hel pful if the
Hart-Scott-Rodino rules that are applied to the valuation
of exclusive |licenses could be clarified.

I think the safety zone in the Intellectual
Property Cuidelines is a sonmewhat useful feature.
don't think people rely on it to any great degree today.
| think that is partly because it is set at what | think
is too low a threshold. | think if it was nore of a
30 percent level, it mght be nore neaningful to people.

| think a very inportant thing is that the way
t he guidelines read now, even if you think when you form
the joint venture that it is only going to have a
20 percent market share or it only does have a 20 percent
mar ket share, and that's even assum ng that you can

adequately define what the market is and so forth, the
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problemis if it exceeds expectations and soneti ne down
the road has a greater nmarket percentage, it doesn't seem
to be eligible for safety zone treatnent any | onger.

And | think as several other w tnesses have
menti oned throughout these hearings, it is very inportant
for people who practice inthis field and for their
clients to have sone predictability and certainty at the
outset that what the rules are when they form sonethi ng
and what the situation is, reasons why they did
sonething, are the rules that should be applied, rather
t han | ooki ng at things too nmuch by hindsight when the
situation may have changed.

I think you have to renenber that it is very
i nportant to encourage people to enter into these kinds
of collaboration. |If you make it too hard for people to
exit fromthese ventures, they are not going to enter
themin the first place.

Thank you.

COW SSI ONER STEI GER: Thank you very nuch. |
woul d |'i ke you to expand, if you could, since you have
said that even if this Conm ssion and the Departnent
can't do a gl obal set of guides here, that there m ght be
specific areas that woul d be useful for further comment.

And | would like you to explain a little bit nore

about why you think the thresholds for, in the HSR for
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filing are particularly low, in your words, for joint
ventures and how you woul d treat the valuation rules as
it applies to intellectual property?

MR. KOBAK: In joint venture rules, when you form
a corporation, value that's agreed to be contributed to
the venture at any tine by the joint venturers, and they
set that amount at $10 nmillion, and you often have in
joint ventures at this tine existing |licenses and perhaps
agreenents to include future |icenses, future products,
future i nprovenents, future technology, it is very hard
to value those things, but if you are tal king about what
coul d be very substantial and inportant technol ogies,
t hey coul d conceivably have a very great value and the
$10 million figure is very |ow.

| think a lot of us are very unsure about exactly
how you go about evaluating a license to an intellectual
property right, particularly for a product that m ght not
exi st yet, if you don't have any kind of m ni num
royalty. It is pretty easy if you have a mnimnumroyalty
provision or sonething like that in a |icense, you can,
you know, multiply it out and determ ne whether it neets
the threshold, but if you don't have sonething |ike that
or if the mninumvalue is very low, you really don't
have nmuch gui dance.

And you may find, even in your client's
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docunents, that different people in the conpany may

eval uate the technology wth different value. And |
think it is just an area where the bar and clients coul d,
woul d very much appreciate further clarification.

And it is actually still a surprise to many
intellectual property |awers that exclusive |licenses are
even subject to Hart-Scott-Rodino if you are talking
about an inportant product.

COW SSI ONER STEI GER Has the section done any
work on the specifics as it relates to Hart-Scott
filings, do you know?

MR. KOBAK: | don't know. | know we have had
progranms fromtine to tinme and this has been one of the
guestions that has been addressed. Maybe M. Kol asky
woul d know in nore detail than | renenber today.

MR. KOLASKY: The section has had a working group
working with both the Federal Trade Conm ssion Prenerger
Notification Ofice and the Justice Departnent Prenerger
Notification Ofice to discuss various forns in the
Hart - Scott process.

Unfortunately, the subject of the threshol ds has
been declared off limts to this point, but this is a
subj ect obviously that the section does have a great
interest in.

COW SSI ONER STEI GER: Steve, you had a
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gquestion?

MR, CALKINS: Just a quick follow up question.
You tal ked about the difficulties of uncertainty in
formng joint ventures. That was di scussed at our
heari ng yesterday where Professor Cellhorn proposed a
sol ution of expanding Hart-Scott-Rodi no to cover nmany
nore joint ventures in order to bring greater certainty
to the field.

| take it your interest in greater certainty
means you would sign on to that suggestion as well?

(Laughter.)

MR. KOBAK: Well, | think a preferable solution
m ght be to have sone kind of informal channel where
maybe you didn't have to file all the docunents and
notification and so forth, which in sone of these
ventures mght actually be hard to do because you don't
have exi sting products.

But, frankly, | can tell you that there have been
circunstances that | have been involved in where people
have, when they have had a choice, say, between a
partnership and a corporate form nmay have chosen the
corporate formso they will get sone governnent review
because they woul d rather know today that there is a
probl em and find out about it ten years ago.

| want to think that through. | wouldn't say I
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endorse it enthusiastically, but, on the other hand, |
certainly would not dismss it, by any neans.

COMM SSI ONER STEI GER: Very well. Yes, Lou.

MR. SILVA: Yes. | was interested in one point
you had in your statenment about the problemof inconplete
agreenents between the joint venturers and going to the
antitrust enforcers with inconplete agreenents and then
there was this process of tinkering, | guess, with the
agr eenent s.

And | certainly recall, in ny experience, many
joint venture cases | have worked on where parties have
not worked an operating agreenent, there m ght be
production agreenents, and that kind of thing. | was
wondering if you had any opi nion whether it mght be
preferable to have parties to a joint venture have a
conpl ete set of agreenents before they cone to the
antitrust enforcers in order to avoid this gam ng probl em
you tal k about?

My understanding is that's the procedure they
have in Europe, that the antitrust authorities there wll
have the conplete set of finalized agreenents.

MR. KOBAK: The problemw th that is | think you
mght kill off a lot of ventures because | am not sure
the parties would want to undergo a review unl ess they

knew they were working toward a deal. And if they had to
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work out the details first, but you still had this
antitrust uncertainty as well as everything else, | think
that mght kill a lot of things off.

In one of the exanples that | was nentioning,
there actually was -- | nean, the agreenent in principle
was a pretty el aborate docunent. It was 30 or 40 pages
long. And it was nostly the |icense agreenents and
things like that that hadn't all been worked out.

So that was nore a question of the, in that case,
the Antitrust Division really saying: Well, we think
this provision has a little bit too nuch control on one
side or the other, so we think you should think about
changing that. So it wasn't so nuch saying we haven't
worked this out yet. It had been pretty well worked out,
al t hough everything hadn't been signed on the bottom
l'ine.

MR, COHEN. In order to nake things a little bit
nore concrete, at one point you talk about a need for a
l[ittle bit nore breathing roomfor sone of the
restrictions that are inposed on the use of technol ogy
out of concerns for maintaining secrecy and proprietary
control over your technol ogy.

Coul d you give an exanple or two of the types of
restrictions that you have in mnd and try to explain why

there isn't already sufficient breathing roomfor then
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MR. KOBAK: One of the things | have in mind is a
covenant - not -t o- conpete-type provision. And as | read
the Intellectual Property CGuidelines, that's one category
of restriction that's treated relatively harshly. And |
think often there is a need for that kind of
restriction.

Oten you don't know exactly what soneone will do
wi th your technology. And rather than having a | ot of
el aborate provisions, it mght be nmuch nore efficient to
just have them agree for sone period of tine, say, after
the venture breaks up or even while the venture is
operative, that they will basically stay out of sone
area. That's the exanple or that really is the key
exanpl e of the type of restriction | think comes up nost
of ten.

COW SSI ONER STElI GER: Susan?

M5. DeSANTI: | had a couple of questions. One,
your prem se seens to be that the tendency that your
experi ence shows for conpanies to want to hoard their
intellectual property neans that, as | understand your
paper, justifies an inference that when there is, in
fact, a sharing of that property through a joint venture,
the antitrust agencies should assune that that, in fact,
is efficient, good for conpetition, proconpetitive. |Is

that a fair sumary?
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MR, KOBAK: Yes, in general.

M5. DeSANTI: | am wondering about whet her
sonething along the Iines of an opposite inference
couldn't also be justified in the sense that there have
been exanpl es through history of anticonpetitive
cross-1licensing agreenents, patent pooling, putting the
assets together to keep out new entrants to raise entry
barriers, so given that one m ght have an opposite
inference, is it really justified to only say that that
m serly tendency works in one direction?

MR KOBAK: | think there are two things. One is
| think in some of those cases when you | ooked at the
technology, | wouldn't say the venture is a sham but it
m ght be that the technology was a |l ot | ess substanti al
than the restrictions and the inpact that it seened to
have, so you m ght ask yourself: |Is that really the
reason the parties are doing this?

And, second, | wouldn't say -- certainly you
could have a situation where all the parties in an
i ndustry or people with the two or three controlling sets
of patents or |ikely future patents decided that they
woul d pool those and not let others play or what have
you. And | think that there certainly could be
anticonpetitive tendency there, but | think you are

really tal ki ng about al nost a nonopolistic or an attenpt
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to nonopolize type principles comng in at that point.

M5. DeSANTI: And ny further question on the
uncertainty issue is given that there are all kinds of
uncertainties about what the future is going to be, it
seens that those are the sane uncertainties that the
antitrust agencies are dealing with, since obviously the
assessnment of the conpetitive consequences of anything
depends on what the circunstances are at that point in
tinme.

MR, KOBAK: Yes.

MS. DeSANTI: So | am wondering how it would be
the case that we could necessarily provide nore certainty
to conmpani es, given that we are operating in the sane
real mof uncertainty with respect to what the facts are
going to turn out to be?

MR. KOBAK: | recognize that that's a difficult
problem One of the exanples that I have was this one
busi ness review, where | thought the antitrust agency in
that point -- there was quite a ot of material that the
conpani es i nvol ved had generated about what these
products m ght do, future products m ght do, what the
shape of the markets would be, but obviously no one had a
crystal ball

If you read scientist A's study, scientist A

woul d say the thing he was responsible for was going to
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cure everything. Probably wasn't -- but | think the
parties were able to make a rel atively reasonable
assessnment, and | think the agency was. It may not have
agreed 100 percent, but broadly they agreed.

And | thought that was a fair approach. |
recogni ze there could be circunstances where a technol ogy
IS so speculative or sonmething that it nay not be able to
be marketed and so forth, that you may not be able to
make an accurate prediction, but I think many tines you
can.

| think just as the parties have to nmake their
estimates and proceed accordingly, | think it would be
very helpful if the antitrust agencies were to do the
sanme thing to the best of their ability and then let the
parties proceed.

I[f it turns out that a venture cones to control
40 percent of the market when everyone thought it was
going to control 28 percent of the market, that shoul dn't
make a great deal of difference at the end of the day.

M5. DeSANTI: Should it nmake a difference at that
point in tinme when the venture controls 40 percent of the
mar ket or let's make it even nore egregious, as an
exanpl e, and say 60 or 70 percent of the market. Should
it make a difference at that point in tine in howthe

agency assesses the conduct of that venture at that point
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in tinme?

MR. KOBAK: Possibly, but, you know, that's where
you get into this problemof we set it up, we are the
ones that did the research, we have contributed a |ot,
what do you do now? You let people into the venture. Do
you |license things to themthat you didn't intend to do?

| think it is a very difficult problem but,
again, | think if the parties thought that that wasn't
what they were doing and it was just happenstance or
sonet hi ng that maybe one technol ogy never cane to
fruition, I amnot sure you shoul d judge those
restrictions too harshly by hindsight because | think in
the long run you will only prevent people fromentering
this kind of venture.

MS. DeSANTI: So | guess | am having trouble
under st andi ng, are you saying that at the point in tine
when a joint venture would, say, control 60 to 70 percent
of the market, the output in the market, that at that
point in tinme the Federal Trade Conm ssion or the
Antitrust D vision should | ook at conduct by that joint
venture, say with respect to either exclusion issues or
any ot her kinds of conduct, licensing, how they go about
licensing with other entities, as though they were a
venture that had a nuch smaller share because that was

initially anticipated?
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MR. KOBAK: No, but | don't think you should -- |
t hi nk you shoul d be very consci ous of where they cane
from how they got there, what the reasons were, what
they did to invest it and not just look at it in a vacuum
as if the only fact was this is the kind of thing that is
controlling 70 percent of the market. | think that could
have a big influence on the way things are eval uat ed.

MR. CALKINS: Last quick question. | was struck
by your observation that private |itigation biases your
advi ce or biases your advice of sone private | awers
towards inclusion, even if you can find speeches by Bil
Baxter saying that you should keep ventures down to a
smal | si ze.

And the point nmade a | ot of sense to ne. And, of
course, it is an inportant issue for antitrust. So | was
di sappointed to have you follow that up with the
observation that even clear guidelines on the issue m ght
not well do a |ot of good.

And | guess ny indication would be to the extent
you have any bright ideas of other things that would do
good, whether it is a well-tinmed am cus plea or sonething
el se, | would encourage you to speak up because it may be
that that's an area where sone clarity would do the
mar ket a | ot of good.

MR. KOBAK: | guess the point | was trying to
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make is | don't see that a guideline in itself can cure
that problem | think to the extent the guideline is a
useful restatenent of a law that can be cited to a court,
that's helpful. A speech can be hel pful. Appearing as
an a amcus, | think, would probably be nost hel pful of
all in appropriate cases.

I think when either the Conm ssion or the Justice
Department does that, it has had a big inpact on a | ot of
cases in this area, in the intellectual property area, as
well as in the antitrust area.

COW SSI ONER STEI GER: Thank you very nuch. W
turn now to Professor N cholas Vonortas, Associate
Prof essor of Econom cs and International Affairs at
CGeorge Washington University's Center for International
Sci ence and Technol ogy Policy and its Departnent of
Economi cs.

Hi s areas of specialization include the econom cs
of technol ogi cal change, industrial organization, and
interfirmcooperation. Before com ng to Washi ngton he
t aught econom cs at New York University. And in addition
to teaching, Dr. Vonortas has worked as a consultant to
NASA, the Small Business Adm nistration, the Wrld Bank,
t he National Bureau of Econom c Research, and the
Departnment of Commerce publishing extensively in the

areas of cooperative research, conpetition in R&D, and
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strategic alliances.

And if you can't help us, given that range of
expertise, we mght be in nore trouble than | think we
are. Welcone, please, Professor. W are pleased to have
you with us.

PROFESSOR VONORTAS: Thank you very nuch. Let ne
first apol ogize for ny strong accent, but I wll try to
do as well as | can.

COW SSI ONER STEI GER: Then we wi I | apol ogi ze for
ours. If you have one, we do too on the other side.

PROFESSOR VONORTAS: | believe that | was invited
here to talk to you about a |long-termresearch project
that we are conducting at George Washington University
here. And this project actually is in many senses a
continuation of ny interest on these cooperative
agreenents since the m d-1980s.

As you notice, | do not have a witten statenent
because | never talk fromwitten statenents. | rather
have two papers | sent you, two papers which are excerpts
of a book that is about to cone out now on these things.

Now, let nme tell you briefly what this is. This
is the broad picture, actually. The people who talked
before ne quantitated on the detail. | wll give you
here the forest. And the heart of this project is what,

to the best of ny know edge, is the nost extensive
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dat abase on the research joint ventures that have been
regi stered under the National Cooperative Research Act,
actually, and the National Cooperative Research and
Production Act fromthe very beginning, 1985, until two
months ago -- well, six nonths ago. That's where our
data i s now.

We have themall. And what nakes this database
actually particularly useful for the analysis that | have
in mnd is that we conplenent the data, that data on the
joint ventures, which, of course, we get fromthe Federal
Regi ster, with data on the individual participants in
these joint ventures, which we gather from i ndependent
sources, commercially avail abl e.

So we have a huge thing sitting in the conputers
whi ch can actually answer or at |east attenpt to answer a
nunber of questions. My | use this?

COW SSI ONER STEI GER: Pl ease.

PROFESSOR VONORTAS: This will be a list, and
there are a few nore, of questions that we are dealing
with with this database. And | believe that these are
the type of questions that have been raised in the
literature, the literature that many people in this room
are famliar wth, and that is the industria
organi zation literature, but also in the literature on

the evolution of technology and the literature on science
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and technol ogy policy.

The research that is going on with this database
is actually convincing ne of one thing. It is convincing
me that the way | was thinking about joint ventures until
| got this data in ny hand was not entirely right.

The way | was thinking about the joint ventures
was the classic way that | was taught in school to think
about joint ventures, and that is the cost reduction
thing and sone general idea about risk, and
anticonpetitive concerns and all that.

In fact, let nme assure you that the way it works
fromthis database, it is that those joint ventures that
have been registered with your agency and the Departnent
of Justice are sinply a mcrocosm of what others have
described in databases as strategic alliances.

There is a problemhere. | was hearing the
previous comentators, and | was hearing the questions,
and one of the problens that | think we have in this area
is adefinition, is a definition of a joint venture. W
have a big problemthere in that what we had in mnd as a
joint venture and what we still teach in industrial
organi zation cl asses, our classes to be a joint venture
is not really what the firnms are doing today.

It is only a small part of what the firns are

doing today. Wsat the firnms are doing today is what has

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



66

been called strategic alliances, for the | ack of any
other term That's the best we have been able to do.

And these joint ventures have regi stered,
actually replicate in many respects what peopl e have
shown with very different databases on alliances to be
going on. In particular, there are really two or two and
a half areas, technol ogical areas where activity is going
on. It is information technology, No. 1, and that's the
nost extensive. It is new materials, No. 2. And then
there is sonme activity, not very much, but sone in
bi ot echnol ogy. And that's it.

That's what characterizes all the joint ventures,
98 percent of the joint ventures that have been
regi stered. These joint ventures, and | can tell you
there were 575 of themfor the first 11 years, from'85
to the end of '95, and there are 96, we just finished
counting 96 nore in 1996.

Those joint ventures are really pretty heavy in
t echnol ogi es that have no wel | -defined technol ogi cal
paradi gns. You see, this is a termthat is not being
taught in industrial organization classes. Nobody knows
in such a class what a technol ogical paradigmis. And
yet we, econom sts these days, understand quite a bit
about what the technol ogical paradigmis. It is the root

of technol ogi cal advance. It is the way technol ogi cal
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advance progresses.

So all these three technol ogi cal areas, and
particularly information technol ogy, is technol ogical
areas where there is a |lot of technol ogical uncertainty.
There is no well-defined technol ogi cal paradi gm

So what the firnms really seemto be doing with
these joint ventures is nmuch nore than the usual things
that one has in mnd, one who has just finished the
i ndustrial organization class. And those things actually
are not different than what all the business literature,
busi ness representatives say they are doing. They are
actually trying to decrease their risk

In fact, the best way | have nanaged to
characterize this is they are actually buying cal
options on technology. That's what they are doing, the
same way investors in the financial market by a cal
option on the stock of a firm because they are not very
certain, they have a hunch but they are not very certain
about whether the hunch is correct or not. That's
exactly what they are doing.

They are doing call options on technol ogies. And
t hey have hunches. It is pretty uncertain.

Technol ogi cal end market uncertainty is pretty high.
They are sinply not ready to spend the resources that are

necessary for all those to follow, all those. They wll
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get into those joint ventures and nmany of themw |l fail,
So be it.

Why shoul d we think about joint ventures as being
sonething stable? |In fact, | would be very skeptical if
they would, all of themwould be stable. And I don't
want themto be stable. The reason why they are being
done, actually, is for hel ping people to overcone this
fear that they have that they are going to waste a | ot of
resour ces.

So in this publication that we are preparing, as
a matter of fact, one of the papers that | have submtted
is comng out, is already about to cone out in Research
Policy and the other one is submtted and hopefully w ||
conme out.

But we have created beautiful pictures of the
joint ventures. And | can show you one, just one, to see
what is going on to get an idea about what things are
going on in this joint venture area. And this conmes from
t he second paper that | have submtted.

This, you see, one axis here, you can have the
technol ogi cal field of an RJV, and on the other axis you
can have the primary industrial activity of the
participants. And you can put them together and see
where the activity is. And guess where it is? You

cannot see it. It is on 73. You see 73 is sonewhere
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there. And it is software, 73 software. And it is on 48
down here, this is a big spike, and that is
t el econmuni cati ons.

And you have, if you go on the other side and you
see what the industries are, you will realize that there
is software, conputers, nmachinery that uses -- actually
conbi nes conputers and software, that's where the
activity is, and new materials. That's the best thing.

So to make the story short, the idea in the work
that we are doing with this data is that econom c theory
as we have them the mainstream econom c theory can take
us i ndeed sonme way, and we can start asking sone basic
guestions with that theory. Wuat is the effect on
society? What is the effect on conpetitors? It helps
us, mainstreamtheory just helps us think about the
I Ssues.

However, the analysis, | find it very poor. How
far the mai nstream econom c anal ysis can take us is very
poor, and for one reason. And that very inportant reason
is that we have not done well w th technol ogi cal change.
We really don't understand technol ogi cal change.

M. Kobak there was telling us about the fears
that the conpani es have of |osing what they have, the
nost val uabl e thing, actually, that they have, their

technol ogy. And we as econom sts do not really
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understand that very nuch, | think

| happen to, because of ny business at the
university, | do not talk with economsts only. | talk
al so with noneconom sts, extrenely smart people who are
interested in science and technol ogy policy. And from
them | have really managed to expand the way that | can
see. | can look at things, and indeed they have a very
different view of the world. They understand this
conpetition or conpetitiveness and all that, but there
are things that they have in their mnds that we
econom sts are a little bit behind in understandi ng.

So what | am saying here, | am saying the
followwng. | want to come down to guidelines because |
think that's where all this |leads to.

Before we conme up with guidelines or you come up
with guidelines, I think we need to think very hard. The
guidelines, | have a problemw th guidelines. And the
big problemthat | have with guidelines is that they are
like a steamroller. They are steamrolling over all the
i ndustries.

They go out there and say: |If you have
40 percent of the market, you are out or 50 or 20 or
what ever. Industries are very, very different. And
situations are very different fromone another. And | am

sure that we don't want to be unfair in that respect.
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So I would urge that we think about research
joint ventures a little bit different than we have up to
now. | really think that this idea of technol ogy
options, thinking of the firns as buying an option to
t echnol ogy through these joint ventures takes hold.

Now, this is not, of course, | amnot the only
one to advocate such a thing. 1In fact, you can go two
years back, three years back, and you can find that very
ni ce book by Dixit and Pindyke on uncertainty in
investnment. And you will see that all in that book, they
don't really talk about research joint ventures and al
the conplications that they bring, but they put down
sone -- they have the groundwork to start doing sone
theory on that.

And actually I aminvol ved in doing theory on
that right now | cannot present it to you because it is
in the beginning stages, and | amnot certain about it
nysel f, but hopefully in a year or so | wll have
sonet hi ng.

Now, | want to tell you also that | don't know
what you have in mind with this, but next year, this work
has been funded by the National Science Foundation, and
t he National Science Foundation actually is funding
sonebody el se too who has, fromthe University of North

Carolina, who has a conplenentary project to m ne.
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And | am | ooking at the big picture and | am
| ooki ng at the questions of interest in industrial
organi zati on econom sts and policynakers and the
regul ator and whatever. He is |ooking actually at case
studies, so he is going here and taking interesting case
studies of this and | ooking at themin sone depth.

One of the things that | have in mnd to do,
actually, his next survey is to find out sonething about
the questions of intellectual property. Intellectual
property in these joint ventures, given that they are
research joint ventures, intellectual property is of
course the primary concern or one of the primry
concerns.

And we know just very little beyond the case
studi es that you have. W know very little about how
peopl e behave, actually, on this.

Surprisingly we know nmuch nore about the European
joint ventures. Actually | amabout to | eave for Europe
next year on sabbatical. And | amgoing to be doing the
same work on European joint ventures.

And surprisingly for nme, at least, | found out
already that | know nuch nore about them than about the
American joint ventures. And the reason is sinple. The
community, you know, in Europe, there is this franmework

of progranms where, |ike ATP, sonething |ike ATP or what
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we have here, the advanced technol ogy, there is a very
el aborate agreenent. If you participate in the
conpetition, if you get funded, then you have to sign an
agreenent. And in Annex 2 of that agreenent, that
applies to all joint ventures of the community will fund
at any point intime, really is very clear about what is
happening with intell ectual property. And there are

rul es about what is going on with intellectual property
in joint ventures.

The equi val ent Anmerican program here, the
Advanced Technol ogy Program with which | amfairly
famliar and for which | have sort of worked a little
bit, does not have anything like this. So when one
reviews the applications that cone in, as | have, and |
review them because | was extrenely interested, actually,
in seeing what kind of projects people come up with in
these joint ventures, they have very little idea about
what is going to do, what they are going to do with their
intellectual property. Very little.

This is, as you said, this is projects that are
very far somewhere in the future, five years or so in the
future. And when it cones to intellectual property, they
have, well, we will license it, we wll actually try to
make it known to conpetitors and that's it. And

everybody is nodding their heads and sayi ng, okay, fine,
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they will do. And the project goes and very little cones
in. COCkay. | will stop here and I wi |l perhaps accept
your questions.

COW SSI ONER STEI GER: Thanks.

M5. DeSANTI: One of the things that | was struck
with in | ooking at your materials and in hearing your
presentation today is the seem ng absence of
phar maceuti cal research

Do you have any insight into why such --

PROFESSOR VONORTAS: | think | do.

MS. DeSANTI: Could you el aborate?

PROFESSOR VONORTAS: Intellectual property
rights, it is a question of intellectual property
rights. Pharmaceuticals have nmuch better intellectua
property rights protection. And in that case the
cooperative agreenents that they strike are very
di fferent than these cooperative agreenents.

Here people are searching. They are searching in
the air. They don't know what it is. They don't know
where technology is. M. Ellison from O acle says that
tonorrow the machi nes that we have on our desks are going
to be dunb machines, they wll know nothing, they wll
hook up to the Internet and they will get everything that
they need fromthe Internet. That's one way of doing it.

Then it is M. Gates from M crosoft who says:
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No, no, no, the machi nes that we have on our desk w ||
beconme smarter and smarter. And these are very opposing
views of the world. Now, both of these conpanies are
searching and they are searching very nuch.

I can show you sone other very interesting
pictures, actually, and | didn't do so because | don't
want to confuse you very nuch, but | can, | may try to
confuse you

This is IBMin joint ventures only, not anything
el se, not other agreenents that |BM has by the hundreds.
This is only these joint ventures.

Now, if any one of you could tell nme whether
M. Gessner really thinks that he can manage anyt hing
like this? | nean, of course he cannot. | nean, he is a
very clever man. You see what are the squares, you see
the little squares there on each link of IBMw th other
conpani es? These are how many tinmes IBM has net with
t hese conpanies in this joint venture. This is what --
and see how many tinmes it has joined with all those
things? And | have plenty of those pictures.

And it is not only IBMbut it is foreign
conpanies. One-third of the participants in these joint
ventures, one-third are foreign-owned. And we know t hat
because we trace the nanes in the Federal Register.

| have sone pretty cheap graduate students.
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That's ny advantage, actually. And with a little noney
that the National Science Foundation provides, | can have
themtrace actually a nane that sonebody will see it, and
| am sure you are doing the sane, |ooks |like a very
Anmerican firm actually it is owed by the Japanese or
CGerman or an Italian firmor sonebody el se.

So | trace all those back and | know actually how
many foreign conpanies participate. And of those that
can identify, and I can identify about 85 percent, 83 or
85 percent of all the names that show up in the Federa
Regi ster, sone of those nanmes are conpletely
unidentifiable, | can't find them anywhere. But
one-third of themare foreign-owned.

And perhaps an interesting detail is that about
one-third of the Anmerican-owned public corporations are
actually, they figure they are in services. That's what
they call thenselves, service firns. But one-third of
them-- which until recently we thought they were not R&D
i nt ensi ve.

M5. DeSANTI: Well, at the risk of further
confusing nyself wth additional charts, |let nme just
foll ow up because I am wondering whether, in fact, the
differences in stronger intellectual property rights for
phar maceuti cal conpanies when -- and | raise that

guestion in part because conputer software at this nonent
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has three different types of intellectual property
protection that is available to it. It is one of the
nost heavily protected or protectable, at |east, assets
out there.

And | am wondering, given your description of al
of this, whether it may not be the case that one of the
di stingui shing features between, say, pharnmaceuticals and
conputers or telecommunications is that the paradi gm of
what technol ogi cal advance is going to |look like in the
phar maceutical industry is, although still uncertain, a
somewhat cl earer paradigmthan what it is in the
t el ecomruni cati ons or the conputer industry where you
have such a w de di screpancy between | eadi ng
manuf acturers as to what next year's nodel of
communi cations is going to be?

PROFESSOR VONORTAS: Yes, that may be it, but
that may be sonme -- | nean, yes, but | wonder why
bi ot echnol ogy is nore certain as a technol ogi cal area
than software. | nmean, biotechnology is a very open
field and we know very little. Sinply, I think I don't
have a | ot of pharmaceuticals here because pharnaceuti cal
firms -- now, see, this database has a bias.

What is a big bias of this database is that these
are conpanies that feared that they are going to be taken

to court. So these are cases where conpanies were afraid
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that they would have a problem so they canme to you and
regi stered.

Phar maceuti cal conpanies actually enter into
t hese agreenents but they enter into different types of
agreenents. They go and sign an agreenent or buy a
bi ot echnology firm There is a huge pharmaceutical with
a very tiny biotechnol ogy, they are not afraid of having
a problemand they don't show up here. They show up in
t hose ot her databases of alliances that | told you
about .

COMW SSI ONER STEI GER: Thank you. W have
reached the tinme when in the interest of our wonderful
court reporter here, we are going to take a 15-m nute
break, if that's okay wth our other two panelists, if
you can indulge us in that, and we will resune at 3:30.

(A brief recess was taken.)

COW SSI ONER STEI GER. Thank you. W conti nue
this afternoon's hearings with WIIliam Kol asky, who is a
partner at Wlner, Cutler & Pickering in Washi ngton where
he has practiced antitrust |aw since 1977.

He is an active nmenber of the ABA Section of
Antitrust Law and nmenber of the editorial board of
Antitrust Law Devel opnments Fourth Edition. He has
represented clients involved in a nunber of private

antitrust actions, nost recently representing Jerry Jones
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of the Dallas Cowboys in their antitrust action against
t he NFL.

In addition, he has extensive experience
representing clients before the Antitrust D vision and
the FTC in various antitrust matters, including joint
vent ur es.

Wel conme, Bill, and thank you for being with us.

MR. KOLASKY: Thank you very nmuch. 1|, too, have
sone prepared remarks, which | have given you, and | am
going to depart fromthem sonmewhat because | want to
follow up on sonme of the coments that the professor just
made, and | think they are very significant, and that is
t he scope of what we nean by the terns strategic alliance
and joint venture.

I was one of the principal authors of the chapter
on joint ventures for the nost recent edition of
Antitrust Law Devel opnents. And then after that | have
been doing a fair anmount of research and witing
concerning strategic alliances.

One of the things that struck nme when | was
wor ki ng on the joint venture chapter for Antitrust Law
Devel opnents is how few | itigated cases there are
involving joint ventures in the |ast several years. And
| think one of the reasons | amas strong a supporter as

| am of having the agencies devel op joint venture

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



80

guidelines is that nmuch of the case law that is out there
is very old, much of it is not well or at |east carefully
reasoned, and | think that a policy statement fromthe
agenci es providing a nodern and sound anal yti cal
framework for dealing wth joint ventures and nore
broadly with strategic alliances would be very useful.

The second thing | was struck with when |I was
wor king on strategic alliances was exactly what the
prof essor was just saying, and that is how many strategic
alliances there are today. He put up a slide show ng
IBMs joint ventures. Well, the joint ventures are only
the tip of the iceberg.

One study | saw said that IBMis a party to nore
than 10,000 strategic alliances. The nunber of strategic
al li ances according to another survey is increasing by
sonme 25 percent per year

And you find if you go to the newspapers there
are strategic alliances in virtually every area of
busi ness; tel ecommunications, aviation, which are the two
that | focused on in ny prepared statenents, but also
el ectronics, conputers, the autonotive industry,
pharmaceuticals. Every industry seens to be making
extensive use of strategic alliances.

The other thing I was struck with is the variety

of types of strategic alliances that exist. To nanme just
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a few of the nost common ones, mnority equity

i nvestments, exclusive supply arrangenents, joint R&
ventures, joint production, specialization agreenents,

j oint purchasing, joint marketing through copronotion and
cobrandi ng, particularly in pharmaceuticals, and nmany
other simlar types of arrangenents. There is just an

i mrense variety of these things.

The other thing that you find when you begin
researching in this area is that there is a large, a
vol um nous body of literature concerning strategic
alliances in the managerial journals, and in the business
school literature, but there is alnost nothing witten
about themin either the industrial organization
economics literature or in the lawreview literature.

And there are no, | repeat no litigated cases
that use the ternms strategic alliance as part of their
substantive antitrust anal ysis.

So what is going on? Wiy is this? WlIl, part of
the reason | think is just a question of semantics and
vocabul ary. W antitrust |awers, antitrust scholars,
and antitrust enforcers have for many years used the term
joint venture very, very broadly. It was defined, |
t hi nk, by Chairman Pitofsky and by R ck Rul e when he was
head of the Antitrust D vision as basically any

col | aborative agreenent between actual or potential
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conpetitors falling between a cartel and a full nerger
That takes in a very broad spectrum of agreenents.

It turns out if you |look at how the term
strategic alliance is defined, both by foreign
conpetition officials and in the managerial literature,
it is basically the sane definition.

Taki ng as ny exanple the recent Novenber 1995
policy statenent on strategic alliances published by the
Canadi an Bureau of Conpetition, they define a strategic
alliance as any formof inter-firmcooperative
arrangenent beyond contracts conpleted in the ordinary
course of business.

So they woul d basically include even nergers
within the termstrategic alliance and, in fact, in the
managerial literature, you find that sone nanagers, sone
busi ness scholars think of nergers as a type of strategic
al l'i ance.

The ot her thing which conmes through clearly as
you think further about this and read the literature is
the reason for this different vocabulary. Business
executives and corporate | awyers have a very narrow
definition of joint venture. They view joint ventures as
l[imted to agreenents that create a new and separate
busi ness entity under the joint control of independent

parent firms.
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In sonme cases state corporation | aws have
actually adopted that definition of a joint venture.
Interestingly, sone antitrust commentators and sone
courts have al so adopted this narrower usage.

One of the nost influential articles on joint
ventures witten by Professor Joseph Brodl ey of the
Harvard Law Revi ew back in 1982 adopts this narrow
definition of a joint venture. And several courts have,
in turn, enbraced that definition.

So | would urge that the Comm ssion and the
Division as it thinks about joint ventures adopt the
broader definition, the traditional antitrust definition,
and include in their review not only joint ventures in
the sense of newWwy created jointly-owned entities but
rather all strategic alliances, nmeaning any cooperative
arrangenent goi ng beyond contracting in the ordinary
course of business.

The other thing which I think is inportant to
focus on as you think about these concepts is to broaden
your view beyond arrangenents between actual and
potential conpetitors. Again, even though the broad
definition of joint ventures that Chairman Pitofsky
enunci ated appeared to |imt the termto agreenents
bet ween actual or potential conpetitors, when you | ook at

strategic alliances, you find that nearly half of al
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strategic alliances do not involve conpetitors. They
involve firnms that stand in a vertical relationship to
one another in the sense that they have conpl enentary
resources to bring to bear to a particular strategic
objective and that's what they are trying to do through
the strategic alliance.

The fact that such a | arge percentage of
strategic alliances are basically vertical in nature
means that nost of these alliances ought not to raise any
antitrust concern whatsoever. For many years, | think
both the agency and the Courts have recogni zed that there
are only very narrow circunstances in which vertica
arrangenents, purely vertical arrangenents will raise
serious antitrust concerns.

As you think about strategic alliances and
gui delines, therefore, it is very inportant that they be
witten in a way that not only enbraces the broad range
of these types of agreenents but al so provides an
anal ytical framework that will not chill the ability of
firms to enter into these arrangenents freely w thout
fear of antitrust liability.

I think that goes to the point of what types of
gui del i nes the agency should adopt. Cearly any
gui del i nes shoul d be nodel ed after the Merger Cuidelines,

whi ch provide a broad anal ytical framework for dealing
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with these types of arrangenents.

I think the type of guidelines that we have in
the health care area, while very useful for that
particul ar industry, would be a mstake in the case of
strategic alliances because you don't want to try to
cabin these very imaginative and creative arrangenents
into a few particul ar cubbyhol es.

Anot her inportant point about strategic alliances
is that while they often involve equity investnents, they
al so are quite typically entered into through various
contractual arrangenents. That neans that the agencies
and the courts have to take a sonewhat broader view, I
think, of integrative efficiencies.

Ri sk sharing in the traditional narrow sense that
it is used in the health care guidelines is not really, |
t hi nk, the determ native issue. The issue is are these
firms bringing together conplementary, productive
resources and using themin a way jointly that will allow
themto do sonmething that neither firmcould do
individually or do it nore efficiently.

So the test really is: |Is there an efficiency
justification, whether the integration is by contract or
by owner shi p?

Al so, the agencies, | think, need to be sensitive

to the way in which these arrangenents are structured.
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Agai n, the managerial literature explains that strategic
alliances typically do not rely on the |egal
enforceability of contracts for their glue. Instead,
they try to create a structure that aligns the interest
of the two firns so that they don't have to worry about
going to court to enforce their agreenent.

The reason for that is, of course, all of the
transaction costs that Aiver WIIlianmson taught us about,
| guess it is now two decades or nore ago, inpounded
rationality and opportunism So these strategic
alliances use exclusivity and reciprocity arrangenents in
order to align the interests of the firnms so that you
don't have to -- so as to reduce the risk of opportunism
so they can go forward wi thout having to negotiate every
single detail of their arrangenent in a | engthy contract.

My paper discusses the airlines and
t el ecomuni cations strategic alliances, which | think are
some of the largest and nost visible strategic
alliances. And they serve, | think, sinply to illustrate
that even those strategic alliances that involve a
conpetitor may have significant proconpetitive potenti al
and deliver inportant consuner benefits.

What | would Iike to spend ny brief remaining
time on is to speak briefly to the analytical framework

that | would urge the Conmm ssion to include in any
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gui delines that are developed in this area.

For purposes of doing that, whether it is fair or
not, since he isn't here, | have taken the speech of the
Acting Assistant Attorney General Joel Klein gave to the
ABA | ast fall, his step-w se approach to horizonta
agreenents, because | think it has sone statenents that |
vi ew as being of concern, especially if they were to be
applied to strategic alliances.

Traditionally, the courts, fromthe Suprene Court
t hrough nost of the circuit courts, who have consi dered
the issue have set forth a very clear analytica
framework for evaluating horizontal restraints.

The first issue is to | ook at whether the
agreenment is naked; that is, does it serve any potenti al
proconpetitive purpose whatsoever? |f not, it is per se
unl awf ul .

But if there is a plausible proconpetitive
busi ness reason for the arrangenent, then you go into the
rule of reason. And under the rule of reason, the first
guestion is whether the arrangenent has restricted out put
and raised price or in sone way gives the firnms market
power or facilitates the exercise of market power.

Only if you answer that question in the
affirmative do you turn to a detail ed exam nation of the

proffered efficiency justifications, including whether or
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not the particular restraints are reasonably necessary to
achi eve them

Were you to reverse that order and put everyone
at risk when they enter into a strategic alliance or a
joint venture that they are going to have to show t hat
every single detail of their agreenent is reasonably
necessary to achi eve the proconpetitive objectives, you
woul d chill much of the activity that is now going on out
there in the marketplace and is delivering inportant
benefits to consuners.

So | think it is very inportant that any
guidelines nmake it clear that the antitrust enforcenent
agencies are not going to take action except agai nst
those strategic alliances that pose sone denonstrable
risk to conpetition

I think I have probably used up the tinme | have
avai l able. | am happy to take questions and | am
delighted to have an opportunity to participate in this
pr ocess.

COW SSI ONER STEI GER:  We are delighted to have
you with us. | wondered if you could cooment a little
nore, inalittle nore detail on how woul d you treat
ancillary agreenents? 1Is there any rule of thunb you
offer for us here or do we go back to reduction of

out put ?
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MR, KOLASKY: Well, | think the test with respect
to ancillary agreenents clearly has to be whether they
are reasonably necessary to acconplish the proconpetitive
obj ectives of the venture.

If, as long as the venture itself is
proconpetitive, has efficiency justifications, then |
think you have to | ook at individual restraints. And if
they are reasonably necessary, then they ought to be
I awf ul .

I don't think you should apply a pure | ess
restrictive alternatives test. | think that the test is
is there sone obvious |ess anticonpetitive alternative
t hat woul d achi eve the sane objectives?

COW SSI ONER STEI GER° And woul d you i ncl ude
exclusivity under that anal ysis?

MR, KOLASKY: Well, | think exclusivity has to be
judged at different points. As one of the earlier
speakers, | think M. Kobak was discussing, | think you
ook at it differently when the venture is first being
organi zed than you do after the venture has been in
exi stence for sone tine.

Professor Areeda in his treatise suggests that
once the venture has been forned, if it has survived the
initial detailed scrutiny, it should for all intents and

pur poses be treated as a single firmon a going-forward
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basis, except with respect to restraints that affect the
behavi or of the parties to the venture or that may spill
over by perhaps facilitating collusion in sone other

mar ket .

If you take that approach, then your approach to
exclusivity, that is to whether or not the venture should
admt any new nenbers should be the sane as it is in any
single firmnonopoly case.

COMM SSI ONER STEIGER: | think that | eads nme to
repeat Susan's question, if | nmay. Wat do you do if
down the road, w thout defining howlong that road was,
you find that the venture has reached a 50, 60 percent
mar ket power level? Do you then treat their conduct as
t hough they were a single firmand would that cover what
you have just raised, which is a nonopoly, attenpted
nmonopol i zati on anal ysi s?

MR. KOLASKY: My viewis that as |long as they
have reached that point through honest industrial neans,
that, yes, you do continue to treat it as a single firm
and you do not force themto admt others.

COW SSI ONER STEI GER: Conmi ssi oner Azcuenaga?

COW SSI ONER AZCUENAGA: Bill, you nentioned a
ot of outdated law. Is there anything in particular you
woul d Iike to see here for us that you would not like to

see in the guidelines?
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MR, KOLASKY: Well, of course one could begin
with the case that everyone |ikes to beat up on and
that's Topco.

COW SSI ONER AZCUENAGA: | shoul d say except for
Topco.

MR. KOLASKY: Another area that is in need of
clarification is the one M. Calkins referred to, and
that is the area of joint sales arrangenents and
agreenents. There are cases fromthe '50s, nostly | ower
court, District Court cases, that speak very | oosely
about those being per se unlawful.

In fact, if you look at those cases closely,
they, in fact, fit the -- the facts of those cases, they,
in fact, fit the analytical franmework we now apply to
joint ventures; nanely, there was in fact no integration
what soever, no efficiency justification, and therefore
t hey properly reached the conclusion that they were
per se unl awful .

If, on the other hand, a venture as arguably
m ght have been the case with another infanous old
deci si on, Appal achian Coal s, that perhaps allowed the
parties to sell over a broader area nore effectively than
they could individually, then | think you should use a
rul e of reason analysis as the Suprene Court did in

Appal achi an Coal s.
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I happen to think they reached the wong result
but not because they used the wong anal ytical
f ramewor k.

COMW SSI ONER AZCUENAGA: | see you nention the
1988 International Cuidelines and we have actually talked
about those before, and there has been sone question
whet her we need gui delines or not because we all seemto
use the ' 88 guidelines anyway, including ne.

Is there any particular kind of joint venture or
strategic alliance that you could describe a specific
exanpl e of one that woul d not be covered under the 1988
gui del i nes?

MR. KOLASKY: Boy. That's a question | honestly
haven't thought of. | can't say that | have gone back
and | ooked at each of the exanples, so | would have to
say that | can't think of any.

I think the one subject, though, that the 1988
gui delines don't cover adequately, at least, is the
question of to what extent you treat a joint venture as a
single entity once it has been forned, basically the
i ssue that Judge Easterbrook addresses in the Chicago
Bulls case. | think that's an inportant issue that
shoul d be addressed in any new gui del i nes.

COW SSI ONER AZCUENAGA: | guess a final question

| have is do you have any suggestions for us on

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



93

evaluating efficiencies that are specific, that you
experience in your own practice?

MR. KOLASKY: | was distracted for one second.

COW SSI ONER AZCUENAGA: | was tal ki ng about
efficiencies. And we have tal ked a | ot about defining
efficiencies, and I was wondering if there is anything
that you would like to highlight in terns of an
efficiency that we m ght not recognize or should
recogni ze that you have seen in your own practice.

MR. KOLASKY: Yes. | think two or three. One
are the efficiencies that | think can be derived through
specialization. Again, this is the idea of contractual
i ntegration.

In the purchasing area, for exanple, | have seen
in my practice instances where instead of creating a new
pur chasi ng cooperative, the firns will designate one firm
as the agent to purchase on behalf of a group of firns,
sol think it is very inportant as you | ook at
efficiencies to recognize that there are inportant
integrative efficiencies that can be achi eved through
contract.

And then the other is the -- and this cones back
to the exclusivity question, here | amthinking not so
much as exclusivity in the case of, say, a joint R&

venture but really exclusive supply arrangenents, and
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that is the fact that the transaction cost econom es that
may be achieved are a very inportant source of efficiency
and they shouldn't be left out of the equation.

COMM SSI ONER AZCUENAGA:  Thank you.

COW SSI ONER STEI GER: Conmi ssi oner St ar ek.

COW SSI ONER STAREK:  Bill, could you el aborate a
l[ittle bit on how you woul d envi sion an anal yti cal
framewor k for anal yzing horizontal restraints? How would
it incorporate, in your view, the various quick-I|ook or
truncated approaches to rule of reason anal ysis?

MR. KOLASKY: That's an excellent question. It
is one that | struggled with when | was litigating the
case that was nmentioned earlier

| think one of the things that is very hard is to
try to characterize a particular restraint as inherently
suspect and using that as the way to get into the
truncati ng anal ysi s.

The way | like to think of it is that in a |ot of
cases the effect -- either the effect on conpetition or
the efficiencies, the necessity of the efficiencies, wll
be fairly obvious. | think NCAA is a perfect exanple of
that. That was a case where the District Court found a
restriction in output, so you didn't have to analyze
mar ket power, market structure because there was an

actual finding that output had been restricted by the
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agr eenent .

That then nmade it very easy for the Court to
eval uate the proffered proconpetitive justifications
because in each case, as the Court said, were the
justification valid, you woul d expect an expansi on of
output, not a restriction of output. And, therefore,
they were able to truncate the analysis in that manner.

So that's the way | think that it can be done.

MR. COHEN: One thing that struck nme in your
statenment was your specific focus on mnority equity
i nvestnments as a separate category. Could you el aborate
alittle bit on that?

MR. KOLASKY: Yes. | realized as | was doing
sone of ny research that | had worked on one of the very
early strategic alliances w thout know ng that | was
doing it.

Back when | first becane a partner at W/ nmer
Cutler in 1979, the first case | worked on was Ford's
35 percent equity investnent in Toyocogyo, a Japanese
auto manufacturer that makes Mazda. The strategic
alliance literature now describes that as one of the very
early and one of the npbst successful strategic
al i ances.

And what | remenber both from doing the

investigation and what the literature reports, of course,
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is that the reason Ford nade that substantial equity

i nvestnment in Toyocogyo is they were hoping to get three
things in return. No. 1, they were hoping to out-source
conponents to Toyocogyo, especially engine trains.

Second, they were hoping it would becone a source
of conpleted autonotive platforns, i.e., cars, which it
has. And, third, they were hoping to | earn about best
practices, in other words, to | earn about sone of the
efficient Japanese manufacturing nethods that we have
heard so nmuch about in the two decades since then.

And the reason they were taking an investnent,
besi des the fact that Toyocogyo needed an i nfusion of
capital, is that they wanted to assure that sonebody that
they were going to becone dependent on for the engine
train, for one of their nost inportant autonotive
pl atforns, what becane the Ford Escort, was sonebody
whose interest was aligned with theirs and woul d not
behave opportunistically.

That's a good exanple of how mnority equity
investnments serve, as | say, as the glue to cenent a
strategic alliance.

MR. CALKINS: Just a quick followup to that.
may have m sheard you. You started off tal king about the
definitional difference between the word joint venture

and strategic alliances. And | amquite sure that you
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urged us to |l ook at a broad range of activities,
i ncluding equity investnents and such.

| thought | heard you say and we shoul d use the
termjoint venture; whereas | would have thought that it
woul d have been your description that your concl usion
woul d have been, since there is such a wi de array of
activities, sone of which don't really fit what sort of
is the common sense idea of joint venture, it would be
much nore hel pful, clear, precise to use the broader term
of strategic alliances so as to prevent confusion and to
make it clear that we are tal king about, anong ot her
things, a 35 percent interest in a Japanese firm So why
isn't the broader term preferable?

MR. KOLASKY: It may well be. | view the two
terms, as | say, largely interchangeable, given the way
we antitrust | awers have used the termjoint venture.
The reason why | would opt or urge you to take that
approach of using theminterchangeably, rather than
treating joint venture as a narrower category, is despite
these few outlier cases that adopt Professor Brodley's
narrow definition, nost of the case |aw does, in fact,
adopt the broader Pitofsky rule definition of joint
ventures, so we have a wel | -devel oped anal yti cal
framework for evaluating joint ventures, which | hope is

reflected in Antitrust Law Devel opnents and | would |ike
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to see us abandon that.

COW SSI ONER STEI GER: Several years ago the
German cartel office hosted a cartel conference with a
rat her provocative title: "Strategic Alliances, Add Wne
in New Bottles" asking the question as to whether we
i ndeed were just seeing a new pernutation of cartel-1like
activity being bl essed.

What woul d be your defense of what you term
strategic alliances against the claimthat they are, in
fact, sinply new bottles with old wine init?

MR. KOLASKY: Actually | think they are old w ne
in new bottles to sonme extent, but | think they are not
cartel activity for the nost part because at |east the
ones that | have | ooked at are not naked in the sense
that they are forned for no reason other than to try to
restrict output and raise price.

Al nost every one | have | ooked at seens to
i nvol ve sonme integration, some bringing together of
conplinmentary assets. And to the extent that they have
i nvol ved conpetitive problens as the tel ecommunications
strategic alliance that the Justice Departnent chall enged
did, there are ways to address those short of bl ocking
the strategic alliance altogether, so that you can all ow
it to capture the proconpetitive benefits and deter or

avoi d any anticonpetitive problens.
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COW SSI ONER STElI GER:  Susan.

M5. DeSANTI: | wanted to just speak briefly to
the issue that had conme up between you and Steve
Cal ki ns.

First of all, I wanted to conpl enent you on that
chapter in Antitrust Law Devel opnents Third. The |eve
of excitenment --

MR. KOLASKY: Fourt h.

M5. DeSANTI: Thank you for the correction. The
| evel of excitenent in ny shop when your draft arrived
was extrene. And | nust say you did a wonderful job in
taking what we in our shop have cone to appreciate as an
extraordinarily different area of the law and really
bringing some analytical clarity and directness to it.

And we very much appreciate the work that you
have already done. And the only thing that we are sorry
about is that you haven't given us all of the answers yet
because you have witten it in such a fair-handed way as
is the usual ABA style.

And | do want to note also that we have, the
Conmi ssion has so far taken a very broad definition of
what was ternmed in the Federal Register notice conpetitor
col | aborati ons as an approach which | anticipate is
likely to continue.

I wanted to ask you whether you feel that --
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whet her your experience is that the business literature,
the business strategy literature, the manageri al
l[iterature has anything to offer to antitrust in terns of
assessing the conpetitive issues that may arise and

whet her that is also an area that we should be taking a

| ook at?

MR, KOLASKY: First of all, thank you very nuch
for the conpliment. And | want to be fair and al so say
that Bill Rooney fromWIlkie Farr & Gall agher contri buted
very inportantly to the chapter, so | should not take al
the credit by any neans.

I think the managerial literature is valuable
because that's where you find the best discussion | have
seen of the transaction cost econom es and rationale
underlying these strategic alliances.

The literature, | think, does not have very
i n-depth di scussion of the conpetitive effects of
strategic alliances, but it does have very good
di scussi on of the business reasons for them and the
transacti on cost econony justifications.

COW SSI ONER STEI GER: Thank you. Yes, Steve.

MR. CALKINS: One small point. You hold up
airlines as an exanple where there was not a denonstrable
risk of anticonpetitive problens. You don't note with

respect to the Northwest-KLM-- and we are not here to
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second-guess the Justice Departnent or anything of the
sort -- but at |east one of us reads the Detroit
newspapers, which happened to be conplaining bitterly
that the two routes on which there was an overl ap

i ncluded pretty nuch all of the Detroit-Europe travel,
and the prices between Detroit and Europe are now
extraordinarily high.

And, in fact, this exanple that you have is an
exanpl e of a good one, is now the source of bitter
conpl ai nt about anticonpetitive activity. | have no
personal know edge about the pricing, | just read the
Detroit newspapers. And | note you don't discuss the
current conpl ai ni ng about that particular joint venture,
you sinply hold it up as the nodel of a good one where
t here has been, as you put it, an alignnent of the
interests of two firms, but you don't note that sone
peopl e are conplaining that that alignnment may be
unf ortunate.

MR. KOLASKY: That's certainly a fair question.
One of the last things | read before | canme over here was
an article in the Wall Street Journal suggesting raising
the sane issue with respect to the Lufthansa-United
alliance, and | think several things need to be said.

I don't know the facts with respect to

Nort hwest - KLM and the Detroit to Europe routes. | know
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nore about the Lufthansa-United routes that are di scussed
in the Wall Street Journal article.

And several things need to be said. First of
all, obviously you need to | ook at the effect overall on
both service and fares, not just singling out one or two
routes.

Secondly, with respect to increases in the fares
on particular routes, it is very inportant to know what
two points in time you are | ooking at because there are
peri ods, obviously, when sone of these routes were
operating well below cost. And, therefore, the fact that
fares may have risen on a particular route faster than
t hey have on other routes does not necessarily nean that
t hey have risen to super-conpetitive |evels.

What we have observed generally is that these
al l'i ances have i nproved service very substantially for a
very | arge nunber of travelers and the benefits on the
whol e outwei gh any particul ar probl ens.

COW SSI ONER STEI GER: | suspect worl dwi de city
payers will go on being discussed, Steve, especially if
it is my two routes that are affected.

Thank you very nuch.

MR. KOLASKY: Thank you.

COW SSI ONER STEI GER: W turn to our | ast

speaker of the day, and we are, indeed, fortunate that
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anot her extraordinarily distinguished antitrust
practitioner has agreed to cone and offer his views on
joint ventures this afternoon.

JimRi Il is a senior partner at Collier, Shannon,
Rill & Scott in Washington, D.C. From'89 to '92
M. Rl was the Assistant Attorney General for the
Antitrust Division, United States Departnent of Justice.

While at Justice M. Rill negotiated a
U. S. - European Union Antitrust Cooperation Agreenent and
along with this agency issued the 1992 Horizontal Merger
Gui del i nes.

An active nmenber of the ABA Section of Antitrust
Law, he served as its chairman. And in addition to his
ongoing law practice, currently is a nmenber of a nunber
of editorial boards of antitrust publications.

And | always feel better when he visits wth us
because he is an acknow edged expert in consuner
protection law as well, and | happen to think antitrust
and consumer protection are the two sides of one coin.

Wel conme, JimRill.

MR. RILL: Thank you very nuch, Chairman Steiger
it is a habit | don't choose to break.

Let nme first not apol ogize for not having a
witten statement because Susan asked ne to be nore or

| ess a wap-up on other people's statenents. | don't
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have all of the statenments of other people, but that
won't stop ne fromcomenting on them

The hearings are very tinely. The project is an
excellent one. W are seeing increasing nunbers of joint
ventures in inportant industries, increasing by
magni tudes. Way? | suspect the shrinking gl obe, the
i ncreasi ng nunber of joint ventures that involve
i nternational concerns, that involve global alliances,
ones that Bill just tal ked about in the aviation industry
are exanpl es of what we are seeing happening every day.

And in the high tech, the increasing part of the
econony that can be described as high tech, we are seeing
enor nous anounts of conplenentary efforts going on. One
only needs to pick up the newspaper and | ook at what is
happening in tel econmuni cations industries, entertainnment
i ndustries, or what is runored to be happening to
understand the inportance of the project that you have
under way.

And in that connection | want to say that your
hard work is really just starting. As | read the
statenments, | read the transcripts of testinony given in
the earlier part of last nonth and statenments prepared
today, there are so many nore questions raised than
answers given.

Difficult percipient challenging questions that
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now you have to go back into Susan's shop and worry over
for the next nunmber of nonths. And there are inportant
policy decisions you have to make, as you know, in the
course of this.

The elimnation of the joint venture, elimnation
of the 1988 International Guidelines with the joint
venture sections left a void, as Conm ssioner Azcuenaga
poi nts out, and Jim Atwood and others testified a | ot of
us still read those sections of the guidelines and rely
on them find theminstructive.

So I think I would encourage the Comm ssion, in
cooperation with the Departnent of Justice, to have a go
at guidelines. As Chairman Steiger is aware, this was
sonet hing that we considered in 1990-1991-1992. W were
bei ng encouraged in that consideration by policy people
in the adm nistration, chairman of the Council of
Econom c Advisors and others. W focused on the Merger
Quidelines, and I think that was the right focus.

But | think | agree with Bill, with Joe Giffin,
Harvey Gol dschm dt and Ernie Gell horn, a not unani nous
but certainly preponderant view that guidelines in this
area are needed by business and, indeed, by the bar, and
even by the bar who makes a living thinking about
antitrust issues.

I think that perhaps to pick up on an idea of Jim
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At wood and Ji m Kobak that rather than a full set of
conprehensi ve gui delines along the format of the

Hori zontal Merger Quidelines, that perhaps a way coul d be
found to deal with particul ar issues, focused issues,
rather than to wite the entire erector set of a joint
venture structure.

I don't know, do they still nake erector sets?
But | think wwth a set of particular issues to be covered
whi ch coul d be called policy statenents, could be put out
in question form along the lines of the joint DQJ-FTC
international, the new International Guidelines, that
that m ght provide nore useful information of the
direction and the intention of the agencies than to
attenpt to do a full structured set of joint venture
gui del i nes.

By the way, | agree fully with Bill's comrents
that we should take or you should take an expansive view,
not a Brodley view, of what constitutes a joint venture.

O her areas should be, | think, and | hope | am
not bei ng presunptuous in making these suggestions, but
ot her areas that you would consider in the neantine for
clarification nentioned earlier, | think, in the colloquy
wi th Ji m Kobak, nore anplification in consents involving
joint ventures of what the Comm ssion's thinking was in

going after the joint venture would be very hel pful.
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I think the Comm ssion has nade progress under
Bill Behr in the direction of naking statenents, in aid
of comment, really statenents in aid of sonething,
instead of trying to see how cleverly the conpl aint can
be paraphrased. The Justice Departnent has it a little
easier or a little tougher because they have to live with
district courts under the Tunney Act, so they have to say
sonething intelligible. | think it would be a course the
Conmi ssion should follow as well.

Speeches, am cus briefs, can and should focus in
this area. An area of further clarification that | think
woul d be extraordinarily useful as well would be, perhaps
i n speeches or press statenents, an explanation of why in
a particular joint venture setting -- perhaps other
settings also -- the Comm ssion didn't chall enge the
transacti on.

This is sonething that | tried to do, with only
noder ate success at the Departnment of Justice, and | know
t here have been shortcomings of it, but I think it would
be extrenely hel pful to the extent confidentiality
permts it, to the extent that statenments can be nade
that don't unduly freeze the agency, | think it can be
extraordinarily helpful to do that.

What questions would | recommend addressing?

Just to be provocative, | would elimnate -- | would put
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out a guideline or statenment that elimnates the per se
rule for joint ventures other than in a case where you
woul d refer it to the Justice Departnent for crim nal
prosecuti on.

It is not that easy to identify even those cases
sonetinmes, and we struggled with that at the Departnent,
but there are guidelines at the Departnent that you
could, in your cooperative effort, you can work through
t hose guidelines as to crimnal prosecution.

They were, in fact, illumnated to sone extent in
a speech by R ck Rule around 1988 or '89 just before he
left that | thought was quite good. | don't think
history justifies continuation of the per se rule; other
than in those cases where crimnal prosecution wuld be
appropri ate.

| think as we nove nore into high-tech areas, the
network industries, there is such an uncertain
expectation of harmin many joint ventures, many
conpetitor collaborations, that a per se rule sinply
doesn't make sense right now.

Parenthetically I have sonme concern -- it is a
shame Conmmi ssioner Varney is not here because | am goi ng
to comment on one of her opinions. | have sone concern
with what | see to be a re-expansion or re-enlargenent of

the per se rule in the international interpreters case.
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Just in passing | have difficulty dealing with
the difference between -- | amnot in that case --
difficulty dealing with the difference between the
ability of the client to select airlines as contrasted
with the ability of the interpreters to put out nunbers
of people that wll have to work on its staff on an
interpretation matter or what constitutes a workday.
They blend too nmuch, and | think there is a danger there
of expansion of the per se rule.

| also think that kind of parenthetical
references to BM and NCAA as being overread are not
hel pful. And they appear in both International
Interpreters and California Dental. | don't think
that -- | think BM and NCAA are there, and they shoul d
be, and | recognize this is kind of a free shot because
nei t her Conmm ssi oner Varney who authored |nternational
Interpreters or Bob Pitofsky, who authored the other are
here or | probably wouldn't have said it.

COW SSI ONER AZCUENAGA: There are ot hers who

voted for them

MR. RILL: | understand. The concern with rule
of reason is overwought. | have tried rule of reason
cases. They are not that difficult. | think the probl em

with the Detroit Auto Deal er case was not the litigation

of the liability, the litigation of the unlawful ness,
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except it was the wong result, but having said that -- |
was in that case -- but the renedy that caused a | ot of
difficulty that produced perhaps the extenuated history
of that case, | am beguil ed sonewhat by -- | am confused
but al so beguil ed by the Beckner and Sal op decision tree
appr oach.

It may suggest, though, however conplicated the
statenent, it may suggest an easy road to rule of
reason. It is a very practical solution, that one
deci si onmaker woul d deal with the inportant decisions and
t he easy decisions, and then see if the harder decision
needs to be nmade after that, but that gets us to what
sort of rule of reason approach seens appropriate.

| think if per se labels are to be m nim zed,
then I would say the Conm ssion essentially -- and | know
again | amin a controversial area -- that a full-blown
rul e of reason seens appropriate. And one that starts
with a market power screen. And I know that the
California Dental, International Interpreters versus Mss
Board issue is one that people read a lot of articles
about. Every Conmi ssioner present has expressed him or
herself onit. | think it is an interesting issue, but
it seenms to me that -- and | think this is the point of a
nunber of commentators at the hearing, including Bill,

that there is no reason to avoid an efficient full-bl own

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



111

rul e of reason analysis that would incorporate a market
power screen.

This is inconsistent, | think, with, while we are
pi cki ng on people who aren't here, Joel Klein's step-w se
speech | ast Novenber, which | think concerns ne
because -- | believe this is Joel's view, but it
threatens to switch the burden of proof to the defendant,
the parties, the joint venture parties, to denonstrate
ab initio the efficiency justification for the venture,
in effect then to prove that it is not illegal.

The mar ket noves too fast, the technology is too
dynamc, the law sinply, I think, is inconsistent with
that kind of an approach.

The issue of exclusion has been discussed a great
deal at the hearings. | agree with Bob Skitol's
testinony and sonething | think Bill suggested today,

Kol asky suggested today, and that is it depends.

Wth respect to a new product, | think

over-inclusion is very dangerous. It limts independent

sources of innovation and i ndependent sources of

conpetition. It chills the incentives of the venturers
to have to support free riders. | think this is a point
made by Evans and Smaul enzi in the Europaper. | think it

is a correct point.

I think an interesting question on exclusion is
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the one raised today and that is, well, what about X tine
down the road and we see the venture with Y percent, say
60 percent, 70 percent of a market? | come out on the
sane side as Bill Kolasky and Phil Areeda and the not
surprising position taken by the general counsel of Visa
that they probably should be treated, that |evel as

t hough you would treat a single firmand | ook at the
conduct of the "domnant” firmto determ ne whether
nmonopol i zation is going on under standard nonopolization
pri nci pl es.

But et me go further on the "it depends" point.
And Ernie Gellhorn, | think in his prepared testinony,
made sone very excellent points regarding not a new
product but a product standard, and the standard in the
organi zation is sonething of a joint venture, if you
will, is a collaboration anong conpetitors.

I think there the dangers of excl usion,
particularly in today's market with the increasing use of
product standards, the danger of exclusion there is very,
very high. | recognize fully the concerns with tanpering
too nuch wth the standard process. | think it underlies
sone of the statenents Conm ssioner Azcuenaga, you nade
in the Dell Conputer case. And | understand that.

On the other hand, the risks of exclusion can be

so devastating for conpetition in an industry that |
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t hi nk the Conm ssion should take a harder | ook at what

m ght be done, without getting into the unfortunate
history of the late '70s, | guess, when the Conm ssion
decided to wite a due process Robert's Rules of Oder
book for standard maki ng organi zati ons, which I think the
Comm ssion never finally adopted, and | don't think
anybody wants that, but there are sone steps that can be
taken regarding transparency of standard process,
ownership interests, and other proprietary interests that
can frankly poi son the standard-maki ng process, so |
strongly agree with Professor Cellhorn that that's an
area where the Conmm ssioners can take a harder, not
softer | ook.

Spil l over issues are certainly an area of
concern. Rick Rogers' statenent on behalf of NAMrai ses
those. | would not, however, endorse sone of the views
that the Comm ssion should attenpt to wite guidelines
around the Al can-Arco consent decree, which is sort of a
procedural blueprint or perhaps even GwW Toyota. | don't
know the answer to it, | sinply say that I knowit is a
concern area.

We are continually confronted with the venturers
in the high tech and nore standard industries where the
joint venture is attenpting to rationalize facilities,

efficiently-utilized facilities, the production joint
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venture then transfers to the venturers for independent
mar keti ng of the product. And then, well, what price and
how do we di scuss price and who di scusses it and what is
the transfer charges here?

Sonme of the testinonies touched on that. | don't
know what advice | would give, but | don't know the
advi ce you shoul d necessarily give. | would hope they
woul d be consi stent.

But it is an area where there is sone concern.
My only concern there is that whatever guidelines, there
shoul d not be unduly restricted. | think it is an area
where the Comm ssion needs to give broad | atitude.

| was a little surprised, |I think Bill was too,
about Steve's conmment on marketing joint ventures. | had
not thought in this day and age that nmarketing joint
ventures that weren't to be prosecuted crimnally would
be treated as per se offenses or be considered under a
per se rubric.

On gl obal issues, |I don't know that we need a
gui deline. The Merger Guidelines thenselves take into
account gl obal markets. And I think the Comm ssion has
rigorously taken into account gl obal markets where they
exi st. \Were they don't exist, they shouldn't be taken
into account. It is a problemI| had with sone

| egislation in Congress during the tine | was at Justice.
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Besi des, the only global adnonition I would
expect is don't copy the ECyet. And I think the ECis
now deciding it is not going to copy the EC, as |
understand they are running away fromthe concentrative,
cooperative dichotony that produced the '94 unfortunate
experinment.

But | think as JimKobak said and ot hers have
said, JimAtwod, Joe Giffin, this is an area, joint
venture, as well as the nerger area, where increasing
cooperation, comunication, joint information sharing, to
the extent it is permssible, is really strikingly
i nportant because the ping-pong gane that can be played

anong various agencies creates frictions for the

formati on of these ventures. It can cause themto go
down.

I wouldn't get too concerned right now -- perhaps
| disagree with Jimon this -- wth harnonization. |

tend to agree with the statenent that Ann Bi nganman nmade
early in her tenure that harnonization will not occur in
her lifetime. And | don't think that was a coment on
her actuarial probabilities, and it isn't going to
happen.

And the fact that it isn't going to happen
because of national cultural economc differences should

not stand in the way of cooperation. And I think that X
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gui delines, that that's an area of real focus for two
agenci es.

I think I have very little to add to what Bil
Kol asky said on efficiencies. | amglad he went first
because he saved a lot of tine.

I would add one thought, and that is a return to
Chairman Pitofsky's article on production efficiencies
and declining industries with excess capacity as an
efficiency that m ght be nore broadly recognized in the
joint venture context than it is recognized in the
revi sed Merger Quidelines.

Wt hout, frankly, too stringent a requirenent on
pass-t hrough, because we are dealing with perhaps fixed
cost savings that m ght not easily be passed through,
declining industry situations or could very well be, and
the sanme would be true with soft efficiencies in those
situations -- declining industries strike bad industry
wi th chronic excess capacity. Those are ny suggesti ons.

Again, | regret not having a paper, but I think
ny role was nore to comment on what others have said and
try and perneate that with some of ny own views, which |
hope are hel pful. And I encourage you in this, | think,
very, very l|laudable project that's under way.

And if there is any way | can help down the road,

| would be glad to do it. Thank you.
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COW SSI ONER STEI GER: Thank you. Pl ease take it
as a mark of our esteemthat we gave you the very
difficult job of wap-up. Always the hardest part of any
programlike this.

Does anyone want to hit JimR Il with sone
guestions? Conm ssi oner Azcuenaga.

COW SSI ONER AZCUENAGA:  Yes. As usual whenever
you start tal king about these things, you want to dive
right in. W can discuss these things all night. But it
has been fun and it was useful.

But given the | ateness of the hour, | amgoing to
confine ny questions to a few, at least initially. You
have a great deal of experience in the international area
and you did comment a little bit on that.

I was going to ask you about both Canada and the
EC. And | guess given what you have already said | wll
just confine it to Canada. Do you see value in our
working with Canada on this project? And how |likely do
you think it would be that we could achi eve sone sort of
har noni zation with thenf

MR. RILL: | think the opportunities for
har noni zation with Canada are very, very high. | noticed
that Cal CGol dman was schedul ed to appear yesterday.
don't know whether he did or didn't.

COWM SSI ONER AZCUENAGA:  He di d.
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MR, RILL: | haven't seen the statenent. | hope
he said the sane thing, but | think the opportunities for
joint efforts with Canada are high and very necessary.

Canada is our largest trading partner. It is
probably one of our |argest sources of nutual
investment. We are in the NAFTA era. There is a NAFTA
article in the NAFTA agreenent, | believe it is 15, which
calls for coordination of conpetition policy between
Canada and the United States and Mexi co.

And | think that under that rubric the Departnment
of Justice and the Federal Trade Comm ssion could put a
particular effort on maybe even harnoni zation, greater
convergence wth Canada, Mexico, and the United States.

COW SSI ONER AZCUENAGA:  Anot her issue that |
have been thinking about, stemming fromtalking with
Canadi ans and conparing systens is the question of the
crimnal authority over joint ventures.

And you have already raised the possibility of
getting rid of the per se rule. Ooviously we have the
statute to deal with, but if we could nake a
recommendation to Congress, would you suggest that we
recommend getting rid of crimnal authority vis-a-vis
joint ventures?

MR RILL: No. | would keep crimnal authority

where it is with the crimnal prosecution under the
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standards that Justice Departnent would or shoul d use
properly in determ ning whether or not to prosecute
conduct crimnally.

I think that there is a grave risk in attenpting
to use labels to decrimnalize or to reach any, really,
any result. | think that one could take -- however, | am
not sure it is necessary to have legislation to do it --
t he gui delines used by the Departnent of Justice, perhaps
refashi oned, for the decision to prosecute crimnally --
maybe you strip out the one on whether they can win or
| ose the cases, but the substantive aspects of the
gui del i nes, and apply those.

And really the Conm ssion then could be out of
t he per se business, which may not be a bad thing. And I
don't nmean bad as a criticismof the Conmm ssion.

COW SSI ONER AZCUENAGA: | don't think it
necessarily is a bad thing either. | would say one quick
comment that any concerns about the Interpreters case, at
| east we have noved back nore toward a traditional view,
away from CDA, so perhaps the direction is the right
di rection.

I don't want to nonopolize the questions but |
will ask one nore and it is a procedural one. Wuld you
recommend, if we prepare guidelines, that we put them out

for public comment before adopting thenf
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MR RILL: M views cone around on this. | had a
battle with Ernie Gell horn and ot hers about public
comment on the Merger Guidelines. | amsort of -- |
think it was done the right way then, but | notice the
public comment was asked for in the international, the
'95 International Guidelines, and | think in the
i nterest of openness that probably public comment is a
good i dea.

COMWM SSI ONER AZCUENAGA:  Thank you.

COW SSI ONER STElI GER: St eve?

MR, CALKINS: The problem of course, with saying
that if it is ajoint venture, it is not per se, as you
know, and | really raised sonething that you al ready know
to give you a chance to speak on it, is that good | awers
are able to categorize things to their clients'
advant age.

I can imgi ne that a good | awyer in the Pal mer or
t he BRG case coul d have said where efficiently aligning
our clients interests and making sure the marketing is
not inefficient of our respective bargaining courses in a
variety of ways, so that's a joint venture.

In Bl ackbern v. Sweeney, a Seventh Crcuit
opi nion, where sone |law firns had an alignnment of
interest and agreed not to advertise in each other's

areas, that could have been characterized as a joint
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venture. And yet the Seventh Circuit and Supreme Court
had no trouble with either one of those cases, saying
that it was per se illegal.

So al so you were kind enough to wonder about how
a marketing arrangenent ever could be per se illegal and,
of course, the answer woul d be that you coul d imgi ne
sonme things which a awer could call a joint venture
mar ket i ng arrangenent, which at |east traditional case
| aw, even recent case |aw would have said woul d have been
per se illegal.

So | guess ny suggestion to you is if indeed one
is going to put a whole [ot of weight on the word joint
venture, as fromthe per se rule, the antitrust system
will have to be pretty good at defining what it is that
is a joint venture because whatever he wants, any good
lawyer will do.

Ei t her you need to help us cone up with a good
definition or give us other reasons why we should not in
general worry about not abandoning the per se rule.

MR RILL: Well, | sort of anticipated the
question, | guess. | think the |abels aren't
di spositive. And there are a nunber of joint ventures
| abel ed joint ventures which would fall properly under
the per se rule as | suggested. | just don't think I can

identify a situation where the per se rule is appropriate
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that wouldn't justify crimnal prosecution.

COMW SSI ONER STEIGER:  As a followup to that,

t hough, your comrent, don't follow the EC on this matter,
woul d dropping the per se rule leave us in a |linbo that
woul d create the dichotony that they tried to create in
the '94 and are not happy with, concentrative?

MR RILL: | don't think so. It would be a very
limting rule. And then everything el se woul d be subject
to a formof rule of reason analysis. | don't think it
hel ps much to say quick-l ook or truncated.

The rul e of reason analysis can flow efficiently
over various issues. And at certain points along the
analysis -- and this is where | amsort of beguiled by
Sal on his paper in this hearing, not to be overly
expansive of -- never mnd, but at certain points al ong
the way you pretty well know where the decision is going
to come out on a rule of reason analysis, and you can
reach that decision with sone | evel of confidence.

So |l think it is a very limting nonl abel
approach I had. | have to give you an anecdote of a
client who shall go nanel ess who wanted to do a joint
venture and | said: What are the efficiency
justifications? And the anonynous client said: Well, if
| don't do it, I amgoing to have to conpete with him and

that's not very efficient. The deal wasn't done.
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(Laught er)

COW SSI ONER STEIGER: Well, to all of our
partici pants, our thanks for your contributions to our
record. And | hope you will bear with us patiently. |
have a feeling the Comm ssion will call on you again as
this process goes forward.

MR RILL: It has been an honor. Thank you.

COW SSI ONER STEI GER: Thank you.

(Wher eupon, at 4:40 p.m, the hearing was

adj our ned.)
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