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I INTRODUCTION

This case raises fundamental questions of antitrust law and enforcement policy,

The Initial Decision held the moratorium agreement that PolyGram' and Warner adopted as part

their Three Tenors joint venture was unlawful under Section 5 ol the FTC Act, 15 {J.§.C § 45,

The Initial Decision raises the following questions:

Whether an agreement between joint venturaers can be adjudged illegal per
se on the ground that it was not absolulely “necessary” for achieving the
goals of a joint venture, even if the agreement was reasonably related to
the procompetitive purposes of a joint venture;

Whether an agreement may be held ualawful under the rule of reason
despite the stipulated absence of any evidence that the agreement had any
adverse effect on price or output in the United States;

Whether an agreement can be considered “presumptively unlawful™ or
“inherently suspect™ despite judicial rejection of the use of any such
presumption under the rule of reason and despite the absence of evidence
that the agreemient is [ikely to have any anticompetitive effect if’ adopted
as part of a joint venture in the industry al issue or any other industry;
Whether at agreement may be held unlgwful without a more detailed
analysis of actual effects under the rule of reasen even though the
uncontradicted evidence {including the admission by Complainl Counsel's
expert cconotnist) dernonsirates that the procompetitive justifications for
the agreement are plausible; and,

Whether the Commission may enter a cease and desist order despite the

absence of any evidence that any similar rastraint previously has been

' The Respondents here are PolyGram Holding, Inc., Decca Music Group Limited, UMG Recordings, luc.
and U'niversal Music & Video Dstribution Corp, {collectively “PalvGram™),

BI1TREN
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considered by the Respondents (or anyone clse in the industry) or is lkely
10 be considered in the future,
Under long-setiled principles of antitrust law, the answer to cach of these questions is “no,” and

the Initial Decision musl therefore be reversed.

IL STATEMENT OF THE CASE

A, Summary of Argument

PolyGram and Warner were the parties to a joint venfure to create, market and
distribute new Three Tenors products, including the third Three Tenors album (3137}, the Paris
concert recorded on that album, and a greatest hits and/or box set album. When the venture was
formed, Polv(Gram and Wamner beligved that they were full “partmers™ and specifically agreed
that they would “consull and coordinate™ with one anothar regarding “all aspects™ of their jotnt
venture. Al the first joint marketing meeting held after the venture was formed, PolyGram and -
Warner agreed to a litated “moratonem” on the discounting and promotion of two prior Throe
Tenors albums — the 1990 album distributed by FolyGram (“3T17) and the | 994 aibum
distributed by Warmner (312" — during a len-week petiod swrounding the release of the new
album.

Because the moratorium did not have any adverge effect on competition in the
United States, Compiaint Counsel developed a theory that the moratorium could be found to
violate the antitrust laws without any analysis of its actual competitive effects, Instead,
Complaint Counsel argued that the moratorium was subject 1o a “presumplion” of anti-
competitive effects, and that it was PulyGrani’s burden to establish the “validity™ of its
procompetitive justifications by proving that the moratorium was “necessary™ to the joint venturc
and actally procompetitive. Accepting Complaint Counsel’s novel theory, the Initial Decision
held that the moratorium was unlawtul under either per 5e analysis or the rule of reason.

The moratorium obviously 1s not illegal per se. Indeed, the conclusion that per se
analvsis 1s appropriate here apparently is not even shared by Complaint Counsel, who argue;d in

S
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their Post-trial Reply Brief that the moratorium was subject to an “abbreviated rule of reason
analvsis,” not any per se rule. CCPRP at 3. The moratorium plainly does not fall inte any of the
well-established categories of restraints that are subject to per se analysis. Rather, the relevant
case law undformiy holds that becawse the moratorium was reasonably related to the
procompetitive purposes of a joint venture, the moratorium must be analyzed under the rule of
reazon. Sec NCAAd v Board of Regents, 468 U8, 85 (1984); Chicago Prof’l Sports Lid P'ship v.
Mational Basketball Ass ', 361 F.2d 667 {Tth Cir. 1992); Folk Bros. v, Foresr Uiry Fonters., Ing
176 F.2d 185 (7th Cir, 1985); United Stater v Visg US4, e, 163 F. Supp.2d 322 (8. DN.Y.
2001).

The Initial Decision i3 equally at odds with the case law in its reliance on a
“presumption” of anticompetitive effects. As the Commission will recall, the Supreme C;DU_IT Tl
Cal Dental Avs'nv. FTC, 526 1S, 756 (1999), specifically rejected this hurden-shifting
approach to the rule of reason, {4 reguires an analysis of the actual competitive etfects of the
challenged practice unless its anticompetitive effects are “obvious” based on the record evidence.
CDA, 526 115, at 771-81. Here, there was no evidentiary basis for concluding that
anticompetitive effects were “obvious,” because Complaint Counsel offered no evidence that the
moralorium or any olher remotely similar agreement has resulted in any anticompetitive effect
and because Complaint Counsel’s own expert economist admitted he was unaware of any actual
anticompetitive effect.

Even if the likely anticompetitive effects of the moratorium had been “obvious,”
moreover, the presence of any “plausible™ procompetitive justification would stiil require a
balancing of competitive offects under the rule of reason. The PolyGram and Warner witnesses
invalved in the joint venture testified that the moratorium was adopted for procompetitive
reasons and served the procompetitive purposes of the venture. PolyGram's expert witnesses —
Professor Janusz Ordover and Professar Yoram (“Jerry™) Wind — testified that the moratorium
was plausibly procompetitive in the context of the joint venture because it was designed to

prevent the PolyUram and Warner operating companies from “free riding™ on the promotional

-3
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ppporunity created by the Paris concert and the release of the new album and Lo maximize the
overall lomg-tenn oulput of the various Three Tenors products. And Complaint Counsel”s expert
economist even admitted that these procompetitive justifications qre “plausible.” In the absence
of any evidence of anticompetitive effect, the plausibility of PolvGram's procompetitive
justifications was sufficient to support a decision in PolyUram's favor,

Finally, the Initial Decision mnproperly concluded that a coase and desist order
should issue despite the absence of any conceivable basis for concluding that PolyGram is bHkely
g engage in similar conduct in the future.

B. Procedural History

The Commission igsued its complaint on July 31, 2001, alleging that the
meratorium constituted an unlawful restriction on pricing and advertising 1in violation of Scetion
Softhe FTC Act, 15 U.5.C. § 45, Trial commenced on March 3, 2002, Four witnesses testified
live: Anthony O’Brien, the CFOQ of Atlantic Records; Rand Hoilman, a PolyGram executive;
Professor Catherine Moore, a marketing expert from N.Y.UL; and Dr. Stephen Stockum, an
economist, Additionally, the parties stipulated to the admission of deposition testimoay Irom a
number of fact witnesses, including the testimony of a number of current or former PolyGram
employees who were involved in the Three Tenors joint venture. RPE 5; SE. The parties also
stipuisted to the admission of the deposition testimony of PolyGram’s experts, Dr. Ordover, an
gconomist at N.Y.U, and De. Wind, a marketing professor at the Wharton School of Business.
RPF 6; SE. Finally, the parties stipulated to the admission of mﬁnemus documents, including the
four experts’ reports. See SE. With the testimony of all its witnesses, its trial cxhibits, and its
experts’ reports already in evidence, PolyCGram restad at the close of Complaint Counsel’s case-
in-chief.

The Initial Decision was served on July 8, 2002, This appeal [ollowed.
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C. Faciual Background Relevant to the Appeal

The Initial Decision contains #3-pages of factual findings thar are copied largely

verbatim ftom Complaint Counsel™s proposed findings. Many of the findings are irrelevant to

the central substantive issue in this case: /¢, whether the moratorium may be found to violale

the antitrust Laws withour way consideration of its aclual nel eTect on compettion. Moreover,

the Tnitial Decision reftects na rulin g5 on the Ondiges submitted by PolyGram or the objections

PolyCram properly made to Camplaint Counsel’s proposed findings.

In reviewing the Tnitial Decision, the Commission will find thal many of its

findings are unsupported by the record or directly contrary to the evidence, and that it

erronecusly failed to adopt numercus findings that plainly are supported by the record. Some of

the more egregious departures from Lhe record include:

AR

The Initial Decision found that PolyGram and Warner likely would have
discounted or promoted 301 or 3T2 in the United States absent the
moratorium. [, 50, 243, 255-38, As sct forth in PolyGram’s proposed
findings and objections to Complaint Counsel’s proposed findings, those
findings are based exciusively on evidence of the marketing plans for
territories outride the United States. RPF 30, 97-100, 111; RRCPF 285-
91. Complaint Counsel’s experls conceded fhere was no evidence that the
moratorium prevented any discounting or pramotional activities in the
LImited States, and that the economics of the music industry may be
different outside the United States; those concessions were supporied by
the testimony of PolyGram’s fact and sxpert witnesses, RPF 80, 120, 122;
RRCPEF 271-272.

The Initial Decision copivd language from Complaint Counsel’s post-trial
briel 1o fnd that Anthony O’ Brien's testimony that Wamer would not
have entered into the joim venre kad it believed thar PolyGram would

aparessively discount or promote 3T1 or 3T2 during the release period for

_5.



3T3 was “questionable.” LD at 53. Mr. O Brien’s testimony was
uncentroverted. RPF 56, 95, At closing argument, the ALY stated that Mr.
O'Bricn’s testimony on that subject was "very credible.” Tr, ol 522702 a!
42,

- The Initial Decision found that the moratonium was adopted “months
affer” the joint venture was formed. [D at 23, 60-61 & F. 265, However,
it is undisputed that the parties agreed they needed to adopt a strategy for
marketing of the prior albums in comjunetion with 3T3 at a meeting on
January 29, 1998, executed the contract forming the joint venture o
Fobruary 3, 1998, and adopied the moratorium at a meeting on March 10],
1998 RPF 57.°

Bacause of the many errors in the Imilial Decision’s consideration of the record,

the factual summary set forth below closely tracks PolyGram™s proposed findings and relies un
the findings of the Initial Trecision only when its findings were relevani and supporied by the
record.

1, ‘The Parties

Respondents all are part of Universal Music Group, the music business of Vivendi

Universal, 3.A.. F. 6-14, In 1998, Respendents were part of PolyGram Music Group, the music
business of PolyGram N.V. F. 11-12, Vivendi acquired Respondents through a merger with the
Seagram Company Lid., which had acquired PolyGram NV, in December 1998, F. 18,

? The Initial Decision alsc copivd portions of Complaint Counsel's briefs that argued the testimony of
PalyGram's exports was entitled to “little weight™ and that Professor Ordover’s opintons in this case
“reject| ] the basic premises of modern antitrust law.™ In light of the fact that Complaint Counsel
stipufeted t the admission of Professor Wind and Professor Ordover's testimony during their case-in-
chief, these findings should be stricken from the record. In particuiar, the notion that the opinions of
Professor Ordover — who has served as the Antitrust Division®s Deputy Assistant Attorney General and
testified in numercus antitrust cases, and whose opinions in this case closely track the language of
Supreme Court cases and the Commission’s own enforcement Guidelines — are samehaw meonsistent
with the “basic premises of rodern antirust law” is ridiculous. Likewise, it is troubling that the Initial
[3ccision chastises Professor Wind for supposedly (ailing to review “depesition testimony of any
individual responsible for marketing 3T3 in the United States™ when, as noted 1 PolyGram's chjections
to the proposed finding, Ao such witness testificd in this case, at deposition or athenwise.

-6-
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In 19948, Decea Music Group Limited (“[ecca™) was a classical lzbel that was
pact of a business division called PolyGram Classics & Jazz. F. 15, PolyGram distributed Doeca
recordings through its operating company subsidiarics, or “op-¢o’s™ F. 23. [tz United States op-
¢ waz PolyGram Group Distribution, Ine. F. 10, 16

Wamer was PolyGram’s partner in the Three Tenors joint venture. T'wo Warner
entities were involved in the conduct at i1ssue: Atlantic Records (“Atlantic™), a Warner labet
responsible for marketing Warner products in the United States; and Warner Music [nternational
{(*“WMI™), the entity responsible for marketing Warner products ourside the Umted States. fd ¥
20-23, Wl marketed 312 outside the United States, but had no financial intergst in 3T3.

P The Three Tenors Joint Yenturc.

PolyGram and Warner adopted the moratorinm as part of a procompetitive joint
venture for the creation of new Three Tenaors products, and they each contemporaneously viewed
the moratocivm as an important part of that joint venture. RPF 17, [n the joint venture,
PolyCiram and Warner — along with the Tenors themselves (who include the opera stars Luciano
Pavaronti, Placido Domingo and Jose Carreras) and their manager, ‘Fibor Rudus - collaborated 10
the creation of a Paris concerl in July 1998 and an album of that concert that was released in
Aupust 1998, RPF 17-18, 21. The Three Tenors previgusly had recorded two albums: a 1990
album (“3T177, distributed by PolyGram; and a 1994 album (*3T2"), distributed by Warner.
RPF 22. As pait of the joint venture, PolyGram and Warner also planned to release a greatest
hits album and‘or & “box set” containing recordings from all three albums. REF 28, 1D F. 60(d).

The formation of the joint venture was documented in the “The Three
Tenors' 1998 Concert/License Agreement.” RPE 32; 11> F. 58-59, The Concer\/License
Agreement contemplated that Atlentic would distnbute the joint venture products in the United
States, that PolyGram would distribute the joint venture products throughout the rest of the
world, and that each party would pay one-half of an $18 million advance. RPF 38-39. The
agreement provided that each party was entitled to a fifty-percent share of the net profits {or

losses) from sales of any products made pursuant 1o the venture and thus gave each party a

- -
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suhstantial intarest in the other's sales of Three Tenors products mads as part of the venture,
EFF 44,

A core provision of the agreement required PolyGrarn and Warner 10 “consult and
coordinate™ with one another regarding “off marketing and promotion activities . .. " RPF 41
(X109 4). The experienced music industry exceutives who negotiated the agreement —
Anthony O'Brien of Atlantic and Rand Hoffman of PolyCram —testiffed that this provision
contemplated that the parties would work together in developing the marketing plans for 313 and
that each would have access to the other’s confidential marketing plans for 3T3. RPF 43,
According to Mr. O’Brien, this provision reflected the principle that PolyGram and Warner were
“full partners™ and that, as such, each owed the other an obligation to do whatever was
reasonably necessary to make the venture sncceed and to not do anything to undermine the
ventwre. RPF 50.

The Comcerl/License Agrecment also contained a “holdback™ term that required
the parties to use the joint venture as the exclusive vehicle for the release of new Three Tenors
products until June 1, 2002, RPF 45 (JX109 9% The Inital Decision seized upon a provise 1o
this term that ¢larified that the parties were not precluded from “exploiting™ 311 and 372 as
supposedly demonsirating the “holdback”™ was a "limited covenant not to compete™ thal was
intended to set forth the full extent of “{t]he parties’ non-compete obligation”™ with respect to
their joint venture — and, according to the Initial Decision, was therefore inconsistent with the
moratorium agreement. F. 61-65. That interpretation was not shared by any witness and is not
retlected in the contemporaneous documents — which conrain no reference to any notion that the
“holdback™ pravision sets forth the full extent of “the parties’ non-compete obligation™ or any
“covenant not to competz.” JX10; CX357, 339, 361, Rather, the nneontroverted witness
testimony demonstrated that the provision was merely designed to clarify that the parties could
continue to sell 3T1 and 3T2, hut that they could not “re-package” or “re-release” those albums
ar any other Three Tenors albuwm during the terin of the joint venture, fif. As Messrs, O Bricn

and Hoffman testified, the provision must be read in cogjunction with the other provisions of the

-%-
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contract and was not intended to allow either party to market its prior album in ways that might
have undermined the success of tha joint venture, RPF 46-47.

‘The Initial Decision fails to mention that the Concert/License Agreement did not
specify, and was not intended to specify, all of the material terms of the joint venture. RPT 48,
For instance, the parties recognized that, after forming the joint venture, they wouid need to
reach further agreements reparding the reperloire o be included on 3T3; the marketing and
promotional plans for 3T3; the telease dates for the albuim; and all of the other necessary
clements [ur the release of the aibum, 7. As Mr. O Brien festified, PolyGram and Warner
believed the specific marketing plans would be developed in a commereially reasonable manner,
hecause they were “partniers” in their joint venture. RTF 50. Mr. &'Brien lurther explamed that
the “need and desire to work together” was “inherent in this agreewent, inherent in this joint
venlure agreement.” Jof.

3. PolyGram’s and Warner®s Decision To Adopt The Moratorium.

PolyGram and Warner began discussing alternative strategies for marketing 3T1
and 3T2 in conjunction with the new album even before the Concert/License Agrecment was
finalized, At the firet joint meeting regarding the marketing plans for the joint venture, which
wad held on January 28, 199% {one week before the apreemend was executed), the parties
recognized the need to develop 2 “stralegy on promotion of 3T1 and 3127 and suggested an “ad
moratorium until November 15.” RPF 37.

In discussing their marketing plans for 373, Pol};Gram and Warner focused on the
promotional epportunity the Paris concert and the relaase of the new album would creare for af
Three Tenors products, and the need to manage that opporunity in 4 manner that would
maximize the long-term success of all Three Tenors. RPF 52-53, PolyGram and Warnur were
particularly concerncd about the “initial release period™ — the brict 1ime surrounding the release
of the new album. RPF 33. Respondents® marketling expert, Professor Wind, testified that this
[ocus on the release period was consistent with sound marksting practices:

{'1he success of the launch ol the new product, especially in a very
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crowded market, really depends on focus, on the singls dedicated

focus to of the specific product. And any distraction that will

prevemt this focus of all involved, which means the manufacrurers,

the retailers, everybody involved in the launch, [it] is absalutely

critical that we have this focus here.

JX91, Wind Dep, at 9:23-10:10.

As they daveloped their marketing plans for 373, PolvGram and Warner beeame
increastngly concernad that their respective op-cos would not adequately appreciate the
importance of the release period (o the long-tarm success of the Three Tenors brand. EPF 3435,
[olyGram and Warner helieved that aggressive discounting and prometion of 3T1 or 3T2 during
the reiease poriod would harm 373 and the Three Tenors brand, lcading o fower sales of all
‘Ihree Tennrs products in the long term. 7. That is, PolyGram and Warner believed that the
meential pegaiive effecl on long-term sales oF all Thres Tepors prodocts from diseounting and
promating 3T1 and 3T2 during the release period outweighed any positive efficet on salzs oif'the
prior albums Lhae might have been achieved by promoting thase products duning the refease
period. fd 55, Mr. O’ Brien testified that he saw the threat posed by aggressive discounting and
promotion of 3T1 and 3T2 during the release period as sufficiently significant that he “would not
have continued with the deal”™ if Polv(iram had suggested it intended to discownt and promote
3T| duong that period. RPF 56.

At a joint venture meeting held on March 10, 1998 to discuss the marketing plans
for the now album, PolyGram and Wamer agreed on a stratcey under which the promotional
materials for the new album would not feature the prior albums and there would not be any “big
push' on the prior albums unt] after the releass period. RPF 59-60. PolyGram and Warner
subsequently referred to this portion of their marketing plans for the new album as the
“moratorium.” RPF 62. PolyGram and Warner laler agreed the moratorium should apply only
during a fen-week period running trom August 1, 1998 through Cctober 15, 1998, RPF 63,

PolyGram and Warner alzo agreed that, during the moratorium, “prices should be ‘normal” and
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not subject to any special discounts or promotions.” fd 64; 17 45, In other werds, the
moralorium was designed only to prevent exfraordinary oflforts 1o promate 3T1 or 3T2 during
the release period.

4. ‘The Procompetitive Reasons For The Moratorium,

The moratgrivm was not a naked agreement designed to “shield 3T3 from
competition,”™ [0 at 60 & F 268-T5, but instead was closely related o the procompetitive
purposes of the Three Tenors joint ventura. The moratorium was designed to serve two
procompetitive purpases: (1) preventing the op-cos from free nding und opperlumstic behavior
thal could have undenmined the omit venture, and (2) cnsuring 373 wag marketed in accordance
with a sound marketing strategy that would maximize the long-term output of Three Tenors
products,

A The Moratorinm Was Designed To Prevent Free Riding And
Opportunistic Behavior.

The parties rocognized that the Paris concert and the release of the new album
created an opportunity to promote Three Tenors products that existed only because the joint
venlune existed, and they wanteid o cnsure that the substantial expenclitunes thar created this
oppentunity were directed toward sales of the new album. RPF 92, PalyGram and Wamer were
concerned that their op-ces — which had access to the confidential marketing plans for the joint
vonture — would exploit that opportumty o the detriment of the joint venture absent ¢lear
instruction on the marketing strategy for Y13, /4

This concern was particularly acute with respect o WMI, the Warner entity
responsible for distribution and marketing outside the (nited States, because WMI marketed and
distributed 3T2 but had no financial interest in 313, RP'F 93. Even belore the Concert/License
Agreemenl was signed, Ramon Lopez of WMI sought to condition Atlantic’s use of 3T2 as part
of the greatest hits and box set albwns on an agreement that Allantic would allow WL to
signilicanily diseount 3T2 during the 3T3 release period. RPIF 94 Mr. (' Brien believed that 1he

conditiom sought by Mr. Lopez would “blow Lhe deal,” and sought assistance from Bob Daly, the
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most seniof excowive of WMG, to ensure the condition would not be included in the agreement.
RPF 95 (CX566). Mr. ("Brien entered into the agreement believing the ssue had been resolved
and “very confident that | Atlantic and PolyGram|] would be able to use the [3T2] tepertonrs
without the conditions that would sericusly undermine the launch and viability of [3]13." RIPF
B6 (Tr (O"Brien) at 311:13-312:1),

Wi p:.:rsisted with plans to [ree ride on the joint venture, howaver, even 43
Atlantic and PolyGram developed the marketing plans for 373, WM developed plans to
discount 312 in Furope from May through December 1998, a peried that included the
moratorium period. EPF 97, Atlantic cxplained to Mr. Lopez that WI's proposed Luropean
discounting campaign, under which WM /[ would be seeking to “lake advantage of [Atantic’s)
and PolyGram's massive publicily campaign to sell [its] catalog album,” “could have a serious
impact on PolyGram’s marketing of the new Three Tenors album . RPF 38 (JX7). Mr. O'Brien
testified that WMI's proposed campaign “could have had a senously negative effect on our—on .
the launch ot our “98 [album],” Tr. at 536:21-537:10, and thus was not in Warner™s overall best
interasts. Because of the moratorium, Mr. (0"Brien ultimately was able to persuade WMI oot 1o
conduct its Enropean campaign during the moratorium period, ‘T, at FOD,

Me, O Brien testified that WMI's campaign could have caused the parties (o
spend less money promoting 3T3. REF 1017 Aypgressive discounting and promotion of 371 or
3T2 during the moratortum period alse could have reduced the long-term output of alf Three
Tenors praducts by making it less likely that 3T3 would be successiul and less hkely thart the

partics would release the preatest hits or box-set albums, BPE 83,

Comp[mm Counsel’s econamist, D, Stockum, testified that Atlantic might have spent less money
promating 3T3 if “people were buying 3Tt and 3T2 instead.” RPE 100 {Tr. at 729:11-731:3}. Protessor
Moore alsc testitied that PolyGram and Atlantic were likely to aher their promotional spending depending
ot how 3T3 performed during the initial period following its release. fd (Tr.at 197.99)
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b. The Moratorium YWas Designed To Increase Aggregate Long
Term Qutput,

PolyGram and Warper belicved Lhat the best way 1 manage the Three Tenors
brand was 1o create a ciear “window” for the new album during the release pericd. RPF 86,
PolyGram and Warner were concerned that promaeting the poor albums during the release period
could have jeopardized the potential success of 3T3, which was of far greater commercial
significance than the prior albums in 1998, RPF 68. Paul Saintilan, the former Decca marketing
executive responsible for 373, testified that this concern was specific to Three Tenors products
bacause the parties believed the tarpel audience lor 3T3 was comprised of infrequent classical
muste purchasers who were particularly susceptible to confusion among the various Three
Tenars products, and that this confusion could lead to lower sales ol all Three Tenors products.
RFF 69.* |

Adthough PolyGram and Warner believed that 11 was cntical to ereate a ciear
release “window,” they also wanted to maintain the ability to promete the prior albums outside
the window., RPF 70. Thus, the moratorium bafanced this degire to discount and promaote the
pricw albums against the paramount interest in maximizing the prospect that the new album
would be successful. RPF 72 Aceordingly, the moratorium specifically allowed the op-cos to
ageressively discount and promote 3T1 and 3T2 during the waeks before and aller the releage
period. RPF 72-73.

An Aprl 29, 1998 memorandum explained this strategy and stressed the reasons
why discomnting shoutd not be permitted to occur during the release period:

The key point to observe 1s that the “originat™ aibum should not

interfere with the launch of the new album (August 10) and all

price discounting activity should be discontinued from July 24 w

allow a cocling off period. Further to this, we also have an

" 13r. Stockum testified that he had “ne factual basis to disagree with [Mr. Saintilan]. he certainly knows
his business better than T know his business - Tr.at 726:1-10.

- 13-
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agreement with Atlantic Records that no advertising or poirt of

sale malenial omginated [or the launch of the new album will

feature packshots of the previous albums. This will help ensure

that when purchasers walk muo retail on the day of relcasc they

face a simple, uncluttered selling proposition . . .. This agreement

{which includes price discounting) will be enforced from Juty 24

until the Christmas campaigns hit the shops, when the original

album will undoubtedly be promoted as a prionty telease (as it

always has been}. . .. |'I']his new policy strikes a balance belween

maximizing an opporfunity on the *original album’ and yet

protecting our considerable investment in the new album.
RPF 76°

Ag Bert Cloeckacrt, PolyGram’s Vice President for Continental Furope testified,
it iz standard practice for a record company to develop a strategy for marketing an artist’s catalog
products as part of the marketing plans for a new release. RPF 51-32. Mr. Clogckasrtt testilied
that the moratorium was congistent with PolyCram®s general practices in situalions where it
owny both the catalog products and the new release, RPT 81, Mie Cloeckaert believed that this
wits Lhe most commercialty reasonable stratepy for 313, /d. Complaint Counsel’s marketing
expert, Dr. Moore, also acknowledged that record companics tvpieally consider an artist’s
catalog products in developing their marketing plans for a new rv.-?Jea:;e by that artist and ihat the
strategy reflected in the moratorium was reasonable. fd 51, 81 (Tt at 138:53-175:17).

D. The Potential Competitive Effects Of The Moratoriam,
There is no evidence that the moratoriwn had any actual adverse effect on

cornpetition in the United States. Complaint Counsel specifically chose not to claim that it did.

* Many PolvGram op-cos discountad and promoted 3T1 during the period preveding the release of 3T3.
RFF 77. The United States op-co, which has seld 3T1 as a top-price album since its initial release, did
net aggressively discount 3T at any time from 1990 through (998 RPF 80.
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Rather, Complaint Counsel contended that the moratorium 13 unlawful because their economist,
Dr. Stockum, testifled that the agreement was “likely” (or had the “potential™} 4o be
anticompetitive. Complaint Counsel argusd that D, Stockum’s wstimony tngeered a
“presumption” of anticompetitive effect under which it was PolyGram's burden to establish that
the moratorium actually was procompetitive, Indeed, the scetion of the Initial Decision that
bears the heading *Competitive [iffects of the Moraterium™ is drawn largely verbatim a section
of Complaint Counsel’s proposed findings with the beading “The Three Tenors Moratorium Is
Presumptively Anticompetitive.” Compare [DF. 235-61 wirh CUPFF 268-294,

Dir. Stockum admitted that he did not conduet any of the analvses necessary to
cvaluate the actual effects, it any, of the moratorium. RPF 123 (1X85, Stockum Dep. at 42:22-
43:16: 1. at 649:25-632:18). Dr. Stockum acknowledged that to do a “complete and
comprehensive analysis of the Three Tenors moratorium.™ he would need 10 rake info account
“many additional factors,” including: “market definition, market share, analysis of actual
adwvertising practices and dizcounting practices, (o name a few.”™ K (Tr. 647:10-649:17). Dr.
Stockum recognized that any analvsis of these factors would need to consider the overall elTects,
ifany, of the moraiorium, and that any anslvsis would be insulficient 1 i considered ondy any
elTects the moralorium may have had on sales of 3T1 and 312 during the ten weeks it was to be
in effect. RPT 103 {*[W]e are not just concerned about the ten weeks.”). Dr. Stockum was
unable to identify any competition that was likely te occur 1o the United States absent the
moratorium but that did not occur because of the moratorium. RPF 122.

In offering his opinions regarding the “likely™ or “potential™ cffeets of the
moraierum, Dr. Stwockum Faled cven to mention the existence of the joint venture. JX104
(Stockum Report). At trial, Complaint Counsel did not ask Lr. Stockum to offer an epimon
regarding the “likely™ or “potential” ellects ol the moratorivm in the context of the Three Tenors
joint venture, Instead, Dr. $tockum was asked to opine about the “possible likely eftects of an
agreement not to discount,” Tr. st 583:16-17, and the “likely etfect ot an agreement between

competitors not to advertise,” /4. at 591:11-13. Dr. Stockum’s opimons reparding “likely”
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effcets were thus not based on any analysis of the actual effects of similar agreements adopted in
similar circwmstances. For instance, Dr. Stockurn provided no testimony regarding the “likely™
competitive effects of agreements betiveen joint venture partners not Lo engage in agarcssive
price campefition against their joint venture products, lel alone the effects of sweh o restriction
that applied to two of many products in the market for a period as short as ren weeks. And, while
Ir. Stockumn testified regarding various studies of the effects of advertizing restrictions, none of
lhose studies related to joinl venturas or the music industry, and all of them involved restrictions
that were broader in scope and‘or duration than the meratorium. Tr. at 655:12-617. Dr. Slockum
couceded that the academnic literature he reliecd upon would indicate that there are circumstances
in which an agreement like the moralorium “would have no effect whatsocver.” fif al 652:19-
053:6, 34:9-835:1.

Complaint Counsel studiously chose not to ask Dr. Stockum aboult the likely
competitive ctivets of the meratorivin in the context of the Three Tenaors joint venture. Inslead,
D1, Stockum was asked to opine whether the moratorium was *recessary to the formation of the
Jont venture,” fd al 617:21-621:17, or “necessary to the officient operation of the joint venture,™
fd at 621:18-638:24 (emphasis added}). Dir. Stockum conceded that he would need to consider
aclual effects to reach any economic conclusions if there were any “ambiguily about the likely
stiect of the restraints at issue.”™ “I'r, at 640:2-13. On cross-examination, Dr. Stockum conceded
that it swas "plausible™ that the moratorium was procompetitive, Tr. al 643:7-644:9 — i e, that
there was indeed some “ambiguity” regarding the aclual competitive effects of the agreement.

The PolyGram and Wamer witnasses involved in marketnyg 373 beliaved that the
morarotivm likely would have been procompetitive in increasing the long-termn outpul of all
Three Tenors products. BRI'F 108-109, At the same time, the relevant witnesses did not believe
the moratorium would have any adverse effect on the price or output of Three Tenors products in
the United Statcs. J Complaint Counsel’s marketing expert, Prafessor Maore, testified that
tenporary price reductions 0 mid-price arce noet used in the United States, and she thus implicitly

congeded that the moralorium would not have had any effeet on the price of 311 or 312 in the
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United States, RPF 111 (Tr. at 186:17-188:-14). In making a series of findings regarding the
plans of various PalyGram and Warner op-co’s to discount and advertise 3T1 and 3T2 in 1998,
F. 50, 242, 255-258, the Initial Decision completely fails to mention that cach of those op-co's
was cutride the United States, and that Dy, Stockum conceded the relevant market conditions
may be different outside the United Slates. EPF 120, 122 RRCPE 173-76, 288-91.

Professors Wind and Ordover confirmed the fact wilnesses” views reparding the
potential procompetitive effects of the moratortum. Professor Wind opined that the moratorium
represented a sound strategy for maximizing the potential for the long-term output of 1hree
Tenors products. RPF 112 (Wind Report at 16-17; JX9E, Wind Dep. ar 26:7-37:13, 49:2-50:24,
60:13-63-22). Protessor Ordover opined that the moratorium was reasonably refated o the joint
venlure and reasonably necessary f:_cr achieve its procompetitive bencfirs because it was dasipned
to prevent the PolyGram amd Warner op-cos fom [ree riding on the sromotional efforts of the
jomt veature, RPE 114 (RX716, Ordover Reportat 3, 12-20; TX90, Ordover Dep. al 32:11-77-
7).

K. The Lack Of Becord Evidence Oun Likelihood of Recurrence

‘There is no evidence that Respondents have entercd into, or have considered
cnlenny intw, any agreement similar to the moratorium, either in the comrext of another joint
ventuie or otherwise. EPE 149, The relevanl wilnesses lesti[Ged that the ceniral featuras of the
Tliree Tenors joint venhue were unique in their decades of collective experience. REF 150,
Monetheless, the Inirial Decision concluded that the likelihood of recurrence was sufficient to
merit the issuance of a cease and desist order because: (1) recording artists sometimes switch
labels; and (2) according to a press release that was not the subject of any testimony, L niversal

-

Music Group i3 a party to a joinl venture for dismibuting music over the Internet. F.331-34.

I11. QUESTIOMNS PRESENTED

This appeal prasents the following questions;
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1. ¥ay the moratorivm that PolyCrram and Wamer adopted as part of their
procompetitive Three Tenors jomt venlure be condemncd as iilegal per se cven though it was
reasonably related w the lawful and procompetitive purposes ol the joint veniue?

2. May the moratorivm be held unlawful under the nile of reason in the
ahsence of any cvidence of actual anticompetitive effects?

3. Is it possible 1o conclude that the moratorium is “presumptively
anticompeiitive” without any evidence that the moratorium or any prior sirmilar restraint adopted
in the ¢conlext of a joint venture had any actual adverse effect on competition?

4, Dioes the presence of procompetitive justifications that Complaint
{ounzef s own economist conceded were “plausible” preclude any conclusion that the
mioratorivem was unlawiul in the ahsence of any evidence of actual anticompetitive eﬁbcf?

5. Noes evidence that PolyCrram has entered into other procompetitive
collaborations without adopting any agresment similar to the momtorium provide a sullicient

basis for the emry of a cease and desist order”?

I¥V. ARGLMENT

The Initial Decision is subject to de nove review. See, e.g., The Coca-Cola
Hottling Co. of the Southwest, 118 F.T.C. 452, 534 (1994%; 1o C.IR. §§ 3.34(a). (b) (2002). A
searching review is particularly appropriate here in light of the nalure of the [rtal Decision in
thi-s case. The Rules of Practce require that imitial decizions “shall be based on a conmderation
of the whole recerd relevant to the issucs to be decided, and shall be supported by rehiable and
probative evidence.” 16 C.F.R. § 3.51. The Rules of Practice also require the ALY to “rul[e] on
each proposad finding and conelusion, except when the order disposing of the proceeding
atherwise informs the parties of the action taken, 16 C.F.R. § 3.46{e), and that the initial decision
must “include a statement of findings {with specific page references to pnncipal supporting items

of cvidenee in the record) and conclusions, as well as the reasons or basis theretor, apan afl the

1% -

BHITHE |



meaterial Issues of jact, faw, or discrefion presented on the record.” id. § 3.51(c) 1) (emphasis
adided).

Without mentioning the applicable evidentiary standards, the Initial Decision here
adomted verbafim the vast majority of the findings proposed by Compiaint Counsel, and it did so
without adopring a single finding proposced by PolyGram or explaining ity basis (ifany) for
overruling the vast majority of PolyGram’s abjections. As explained below, the record evidence
and the comtrelling case Law canmod support any of she main conclusions reached by Lhe Tnitial
Decision.

A, There I3 No Basis For Concludiog That The Moratorium Is [llegal Per Se

The rule of reason is the presumptive mode of antitrust analysis. Cuafiforrio
Dempal Ass v, FTC, 326 UK, 736 (1999, An alleged restraint qualifies for per se
cendemnation enly il economisls and courls have had subsiantial experienes with similar
agreements adopted in similar circomstances and, based on that experience, ¢an conclude with
confidence both that the agreement will always or almost always have net anticompetitive
effects. See, e.g., United Siates v. Socony-Focuwn Of Co.. 310 TLE 150, 218 (19403, Judicial
reluctance to apply per se rules is particuiarly strong with respect to restraints arising in the
context of joint ventures., rior to the Initial Decision, oo court had ever hald an allegad restraint
that was rcasonably related to the procompetitive purposes of a legitimate joiat venture to be
subject W per 5e condemnation. Rather, courts uniformly have applied the rile of reason to any
“anciliar}' restraint™ that is reasonably related to the purposes of.ajoint venture. See eg, MNOAA
v. Board of Regents, 468 U5 85 (1984) (applving “quick look™ version of rule of rzason to
restraints adopted as part of joint venture); Chicage Frof'! Sports Lid P'ship v. Nationul
Haskerbalf Ass'n, 961 F.24 667, 673 {Tth Cir. 1992} (holding that “'the Rule of Rezason supplies
the framework {or antitrust analysis™ of restreias adopted inthe context of joint ventures);
Rothery Storage & Van Cao v Allar Van Lines, 792 F 2d 210{D.C. Cir. 1986} (holding that

agrecmetit adopled as part of joint venture was lawful under rule of reason); FPolk Bros. v Forest
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City mreters., TT6 F2d 185 {(7ih Cir. 1985) (same); Lhaired Srafes v Fisg U5 A, Inc., 165 F.
Supp.2d 322 (S.0DUNCY.2001) (same). Under this unbroken line of Cases, the moratorium was an
ancillary restrnt and must be analyzed under the rule of reason. There is no contrary authority.

The Initial Decision departed from these controlling athorities by manulacturing
a serizs of hurdles that a joint venture partaer suppescdly must OVercome 0 e5Caps ek 5
trzatment. For its eonclusian that the moratorium was a “naked agreement.™ the Initial Decision
relies solely on highly selective and our-of-context quotations from [z re Brunswick Corp., 94
FoT.C, 1175 (1979 and Solé Bros. for the proposition that a resiraing must be an “mevitable,”
“integral.” “essential” or absolulely “necessary” part ol a joint venturs before it will be
considerad under the rule of reason, ID at 31-32, However, the relevant authorities (including
Brunswick and Pofk Bros.) make clear that this was the wrong legal slandand and that the correct
legal standard requares only that the conduct be reasonably related to the procompetitive

purposes of the joint venture for the rule of reason to apply.

l. A restraint need not be an “inevitable,” “integral,”™ or *neecssary™
part of a joint venture to require analysis under the roke of reason.

[n assessing whether the moratorium was un uneillary restraant, the Initial
[Decision askad whether it was “necessary.” “inevitable,” “integral” or “essential” for achieving
the overall parposes of the Three Tenors joint venture. ID at 51-33, The Inmtal Decision used
those terms interchangeably 1o mean that a restraint can be considered ancillary anly if the joinl
veniure would not have existed or achieved any of its procompetilive objectives absent the
apreement. £ Under this remarkably narrow formulation of the ancillary eestraints doctrine,
every restraint related to o joint venlure would nceessarily be either per e illegal (because il wis
not “necessary™) or “per se” lawtui (hecause it was). There would never be 4 need for role of
reason ana.ysis of a joint ventuze restraint, and restraints automarically would he found unlawlul
even if they were “supportive of the averadl joine vernure ™ (1D at 53 n.10) (cmphasis added)
unless they were proven (o be “recessary 1o marker the product.” 11 at 32-33 n.3-10 {emphasis
added). At trial, Complaint Counsels own economist admited that such a rule would lead to
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inefficient results, because a practice may contribuie to the elficicncies of a joint venture (and
thus benetil consumers) cven 1111 15 nol “necessary™ for the overall venturs. RPF 123,

Courts comatstently bave rejested this nawow version of the ancillary restraints
doctrine. Many cases (including Supreme Court cases) have recognized that an agreement
adopied jn the context of a joint venture may be ancillary  and thus subject to anilyvsis under the
e of reason— even 1610 was not “necessary”™ or “essential ™ Tn NOd44, which the [nitial
Decision inexplicably cites as suppor for its nevel view of ancillary cestraints (ID ar 53 . 10%
‘he Supretne Coort did not consider whether the restnctions on college football telecasts at issoe
there were “necessary™ or “essential” to the formarion or cfficiend aperation ol the NCAA, The
restrictions at issus in ACA4 obviously were por necezsary 1o the formation or efficient operation
of the NCAA beeause thoy were adopled decoadzs afler (he organizaiion was formed and related
o only one of its many functionz. The Court neverthelass held that =it would be Inappropriate to
apply a per se rule in this case” because the case “invadve fof] an induvtr) in which horizonial
restraints on competition are essenrial if the produer is to be available at all.™ 468 U.S, ar 100-
101 {emphasis added). As Judge Posner has explained

[Mhe eourt in NCAA did wos condilion the applicabilily of the Kule

of Reascen on proof that the particular restriction that had been

challenged was necessary if the product was to be broaght o

market at all. There was, however, a plausible connection between

the specific restriction and the essential charcter of'the

product. ... It was arguable, m other words, that the wlevision

output restriction was ‘aacillary 10 a lawful main purposc,

Ceneral Leaseways, Inc. v, Natfonal Truck Leasing Ass'n, T44 F2d 388, 595 (Mth Cir. 1984
{citing AU 44, 441 L15. at 1040-(H } (emiphasis added) ®

& WC44 held the television restrictions were unlawful because “NCAA football zould be marketed JhEr gz
eifectively wilhuut the wlevision pfan.”™ 468 L% at 114 The lnitial Decision made no Onding thae 3173
could have been marketed “just as effectively’ without the moratorium, and there is no evidence that
would kave supperted any such finding,
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The Supreme Court's opinion in Broadeast Music, fne. v CBS, 441 1S, 1 11979,
likewise demonstrates that an agreement necd not be “necessary™ or “cssential™ to a
collaboration 1o be subject to the rule of reason. Tn considering whether the ASCAT and BMI
blankst licenses were illegal per e, the Court’s conclusion that the blaniet licenses ware aot
illeal per se was not triggered by any finding that the blanker licenses were “necessury™ or
“essential” to the joint venture; it was based on Lhe [inding Lhat the licenses “accompasic/fd/ the
integration.” fd a1 20-21 {emphasis added). 'The Court recognized the parties could have
adopted individually negotiated [icenses with the television networks but held that it was not
necessary for ASCAP and BMT to pursue that alternative, because the “blankel license™ provided
a “subsrantial lowering of costs™ and was thus “poetentially deneficial to both sellers and buvers.”
{ef aL 21 (emphasis added). Thus, under BT, the issue is whether the moratoriu
“accompanied” the jeint venture (which it obviously did) and was “potentially heneticial™ to
consumers {which the record evidence, including the admission of Coraplaint Counsel’s expert
ceonumisl, clearly showed it was).”

Orher cases also make clear thal a restraint need not be “necessary™ or “essential™
ter the fommation or efficient operation of 4 joint venture 1o be subject o the rile ol reason. In
Chicagu Proft Sports, 361 F.2d 667, the Seventh Circuit addrzssed restrictions on the teleyvising
ol NBA basketball games — again a restriction that was unquestionably not “necessary™ ar
“cssential” to the [ormation or operation af the NI3A, fudge Posner held: “[i)f the NBA is a joia
venture, then the Rule of Reason supplies the frfamewark for antitrust analysis . .. ACAA leaves
no room for debate.” Y6l [7.2d at 673, 1n Rothery Storage, the D.C. Cireull cvaluated a
prohibition on competition by members of a “joint venture™ of van lines with that venture, Judae

Bork held that, to avaoid application of the per se rule, & restraint need only be “ancillary™ to the

" The BMT Court neted that joint ventures are not anlawful “where the agreement on price is necessery to
market the product ac all,” but only as one of several illustrations of the point that “[n]at alf amangements
among actoal or potential competitors that have an impact on price are per ve viotations of the Shermman
Act or cven unrcasonable restraings,™ £d at 24, That passage cannat be read to suggest that the rule of
reason applies oafy where a restraint is “necessany™ to a joint venture,
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point venture, i, it must only be “subordinate and coltateral to a separate. legitimale

transaction . . . in the sense that it scrves 1o make the main transaction more effective in
accomplishing that purpose ., .7 and is “related to the efficiency sought 10 be achicved ” 792
I".2d at 224, And, in Pelk Bros., Judge Easterbrook emphasized that “[a] court must distinguish
between ‘naked” restraints, those in which the restriction on competition is unaccompaniced by
naw production ot products, and ‘ancillary’ restraings, those that are pant of a larger endeavor
whose success Lhey promoete.” 776 F.2d at 188-89. Nowhere in any of those three opinions does
Judge Posner, Judge Bork or Judge Easterbrook suggest that a restraing must be “necessary” or
“gysential” to the creation or overall effictency of a jeint venture for it to be subject {o the rule of
rason.

The [nitial Decision misreads Pafk Bras. as holding that the restraint at isﬁ:ue
there — whereby the partics to a shopping fac:lity joint venture apreed not o sell certain products
in their respective stores — was subject to the rule of reason because it was an “integral part” of
the agreement o form the venture. The words “inlegral part™ appear in Palk Aros, only as part of
a discussion of the errevevns {and rather absurd) conclusion by the district courl that the
agreement was aof ancillary, but instead was (llegal per se. because it wos an “intearal part” of
the venture — fe., thal ® was “so ymportant” 1o the joint venrure that it could not be constderad
merely ancillary. 776 I'.2d at 190. Nothing in the opinion suggests that an agreement must be an
“integral part™ of a joint venture for it to be anciliary to the venture. To the contrary, Pelk Bros
helds that, when an agreement even “arguably™ “promoted carcrprise and productivity at the ime
it was adopted,” “the court must apply the Rule of Reason to make a more discriminating
assessment.” 770 F.2d ar 189,

Indeed, Polk firos. did not involve a challenge to any provision of the initial
agreement to formn the joint venture; rather, ten years after the venture was formed, and five years
after the parties renewed the allegad restraint az a $3-year covenant, one party sought to
invalidate the agreement on the theory that it was illegal per se. £l at 187-191. Even though
this challenge was hrought long after the venture was formed, and even though there was no

”
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argument that the agreement then continued 1o be “necessary™ or “essential,” the count upheld the
agreement under the rule of reason, Jo Obviously, the agreement in Palk Bras, was no more
“necessary” or "essential™ to the continued operation of the [acility than the moratonum was 1o
the releuse and marketing of 3T3; 11 was, however, “ancillary™ to the ‘oint venture becanse. like
the moratorium, it eliminated the potentral for “free niding” by one venturer on the prorotional
etforts of the other. [d

The Commission's decision in Brumswick, likewise provides ne support tor the
Initial Decision’s view of anciliary restraines, The Initial Decision cites Srunswick, which
addressed a series of restraints adopted as parl of a joint venture between Brunswick and
Yumaha lor the production and distribution of ourboard motors, for the proposition that ancillary
restraints are limited to agreerients thal “inevilably aris[e]” outl of the juint venlure or are
“necessary {and ol no broadur scope than necessaryd o make the joint venture work.™ 94 FT.C.
al 1273, Alhough the Comunissicn’s Srunnwick opinion includes that language, 11 prececded o
invalidate the agrezment whereby Yamaha's affiliate Sanshin agreed it would not sell its
products in the United Stales because the agreement “hald] s relation to the efficient
funcifonine of Sanshin, and paly serves the anticompetitive goal of insulating Brunswick from
Yamaha in the United Stawes.”™ & at 1276 (emphasis added). 1.ikewize, the Commission
invalidated another restraint whereby the parties agreed not 1o compete against one another in
unrelated markets hecause it went “bevond anything that might reaseaadly be required to further
a legitimate obfective ol the joint venture.” fd {emphasis addad'}. Finally, the Commission
invalidated a restraint on Brunswick's entry into the motoreyele market because it
“impermissibly extend|ed| the product coverage of the agreement without any offvetiing
procompetitive effect on the foini venttre itself” Id {emphasiz added). This analysis — which
was gecompanied by an extensive discussion of actual anticompetitive etfects —was plainly 4
rutc of reason analysis. Although the Commisston's decision invalidated the restraints ar issue —

a straightforward conclusion in light of the evidence of acnal anticompetitive effects and the
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absence ol any procompetitive justifications — nowhere does the decision suggest that any ot ‘the
restraints were illepal per se.

Likewize, the Eighth Cireuwit’s Sramowick decision (which the Initial Decigsion
does not menuon) never suggesled that any of the ageeernents at 1s5ue 10 thal case were 1llepal
per re. Lhe Eighth Circuit characterized the Commission's decizion as having found the
agreaments “unreasonabic™ (Lo uniawivl oader the rule of reason and affirmed thart portion of
the Commission’s decision on the ground that the apreemeants were nob “Teasondbly necessary o
the purpose of the joint venrure,™ “servejd] only 1o insulate Brunswick from Yamaha in the
United Stares market,” and coustituted an “unreasonabls extension of the joint venture
dgreemoent.” Yamaba Motor Coov, FTC, 63T F 20 971, 981 (8th Ciz. 1981). This, apsin, was o
rule of reason analysis.

Any Joubl on this issue should be laid o rest by the fact that ife Commission
ftsedf has expressly recognized that the word “necessary,” when used by couris to describe the
relationship that must axist betwaen a horizontal restraint and a legitimate jownt venture for the
agrecment 1o be considered ancillary, means “reasonably related t0,” Ao “absolutely necessary,”
Brief of the United States a3 Amicus Curiae in VO A4, Attachment A to CCPTB at @3 {¢riticizing
the petitioner for “tak[ing] the word *necessary® oul of the legal context in which 1t was used by
the lower courts, f.e., to mean ‘reasonably related to,” and ascribling] te it a meaning -
“absolutely necessary,’ ie., there being no less resinctuyve alternative - not fadely attioutabic w
thoese courts™); id. (framing “requircment that a detendant show that an anticompetitive restraint
is ‘necessary” to foster (£.e, ‘reascnably related to’) a legitimare business or stalulory purpuse”}.g
Here, PolyGram has ampiy demonstrated that the moratorium was reasonabiy related to the joint

venture and to enhancing the efficiancy of that venture. BEPF 57-104. Thus, under the standarnd

¥ In that brief, the Commission also emphasized “thar plaintiffs and courts can [not] merely second-guess

thiose participating in an otherwase [egineate enterprise, and invalidate any restraint that is not the *least
restrictive” imaginable or practicable™ ff al .
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that the Commission correetly advecated in MUAA, the meratorium unguestionabby must be
analyzed under the rule ol reason.

2. The fact that the moratorinum applied to products chat were nnt
created or marketed by the juint venture diees not mean that it was
not anciflary.

The Initial Decision also erred in concluding that the moeratonum was nol subject
to the rule of reason because 3T1 and 3T2 “wers ol placed inlo the joint venture.” [Dat 52 As
a factual matter, 3T and 3T2 were aor “outside” the joint venture —as part of the joint venture,
PolyCrram and Warner agreed to collaborate in producing greatest hits and haox et aibims that
would include eecordings from all three Three Tenors albums, BEPF 28, 35 PolyGram and
Warner obviously had a legitimate interest in maximiziag the long-tenn cutput of all Three
Teners products. The relevanl PolyGram and Warner witnesses, as wekl as Compiainl Counsel®s
marketing expert, testified that an artist’s catalog products tvpically are considered in developing
the markcting plans for a new albun. BRPE 51, And Complaint Counsel’s econnmist, Dir.
Stockum, testified that & restraint adopted in the coniext of a joint venture may be officient {and
thus precompetitive) even if it applies ta products that are not created or marketed as part of the
joint venture, RPE 120 T, (Stockum) at €93:23-6494.23, 703.2-8,

Moreover, there 15 ne authority for the propesttion that a restraint that is
reasonably related Lo a joint venture 1y illegasl per se simply becsuse 1 applies 1o products thal are
“outside” the jeint ventare, Hrunswick iz the only case the Initial Pecision ¢iics for that navel
propositien and, as discussed above, Brunswick was a rule of reason case and only confirms that
per se analyals does not apply here, Other rule of feason cases ansing in the jornal veniure
context bkewise involved agreements pertaining to products that were not “placed imo™ the joint
venture, Thus, in Podk Bros., lwo retanl Orms — one that sold applianess and home {umishings
and ancther that sold building materials and relatad products — entered into 2 cellaboration to
finance the building of a store large enough 10 hoase bath, 776 F.2d at 187, The firms did 2o
integrate their assets in any other resnect: they did not agree jointly to produce, distribute, sell.

advertise, or promote any product. Inconneetion with that [imired intepration, the firms agrecd
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that neither would sell cortain types of products sold by the other — products that were “outside”
the scope of the inteeration. The Seventh Cireuit nevertheless held that the agmecment was
subject to the rule of reason, not the per se mle. 7d. at 188-191.7

Sumilarly, in Lifed Siaies v Visa U8, fre, 165 FSupp.2d 322 (8.LLNY.
2001), the court applied the nule of reasen 10 apreements smony the mermbers of the Visa und
MasterCard joint ventures that no member would compeate with the joint venture by offering
American Express or Discover cards, [n that case, the Unived States “agres/d] that analysis of
the defendants’ | . . exclusionary rules involves application of the rule of reason.” fd. at 343
(emphasis added). Obviously. the competing cards wers not “inside”™ the integration ol
Visa MasterCard assets; they (like 3T1 and 3T2) were unguestionably “non-venture products,”
The nitial Decision’s conclusion that the per se rule applies in this case is squarely at odds with
that of the [nited S1ates and the district cowrt in the Fisa case.

The [natial Decision also is inconsistent with the Commission’s own 4 mfirusi
Cruigelines for Coflaborations Among Competitors (2000) (*Guidelines™) in this regand. In
Example 14 of these Guidelines, the Comnission hvpothesizes a collaboration between two
computer firms to develop and market new word-processing softwars, Both finns have pre-
cadsting word processing sollware, but that software is not integrated ato the joint venture
{although it presumably could have been). Instead. the joint venture partners agree “thatl neither
will sell its previously designed ward-processing program once their jontly developed product is
ready to be introduced.” fd. Even though the agreement invelves “non-venture products,” the

Guidelines expressly provide that the agreement may be subject to the rule ol reason,™

* As explained helow, the moratorium wis maore closely related 10 the partics” integration of assets than
the restraing in Poik Bros. Here, the free-riding concern that motivared the moratarium relaled to potential
tree riding ot the advertising and promotional cxpenditures and confidential marketing plans of the jeint
venture — that is, oo the inegrated assets of the venturers - whereas in Pofk Bros. the concern reluted to
potential free riding on the independent udverlising and promuotional expenditures {made from
uninfegrated assets ) of the indrvidual retall firms.

" Dr. Stockum testified rhat the nop-competition agreement posited in Cxample 10 would be substantially
mare restrictive than the moratarium because {1} it would prohikit sale of the pre-codsting products
altogether, as opposed w2 leaving those products on the marker, and {2) it would be a permanent ban on
sales, as opposed o a 10-week moratoriam, EPF 124
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1 The fact that the moratorinm was adopted after the formation of the
joint ventore is irrelevant to whether it was an ancillary restraint.

The Initial Dectsion is similarly misguided in concluding that the momstorium was
nol “necessury lor the ereation of 3T37  and thus was not ap ancillary agreement — because it
was “oreated months after the creation of the joinl venture ugreemenl.” ID al 52-53, Firer, the
record does not support the tactual predicate for that conclusion but instead shows that the
maratorium was frst discussed before the February 5, [998 date that the parties executed the
Juint venlure agreement and that the moratoritun was adopted four and ene-half weeks later at
the first mecting held after the venture was formed. RFF 37.

Moreover, Lhe mere Fact that an agreement is adoptad atter the formation of a joint
vennrs is irrelevant to whether it is procompetitive. In considering alleged restraints adopted in
the joint venture context, courts consistently have allowed the parties substantial leeway to adopt
Measutes to cnsuee the success of the venture even alter a venlure has been [ormed, Thus, the
restraint in Pafk Bros, which barred each parly Lo a shupping center joint venture froum
compeling in cerlain produet lines, and which formalized a prior armrangement that had been
adupted at the outset of the venture, had a 50-year term and was adopred six yeaes aftee the
venture was formed. Poik Bros., 776 [.2d at 187-88. Despite tha fact that the restraint was
adupted well after the joint vennure was formed. the Seventh Circuit concluded that it “mafde] it
casier for peopie to cooperate productively inthe {irst place,” and that it enabled sach retailer to
prevent the other from free riding, 7 at 190; see adso ACA4. 468 118, at 101 (applying rule of
reason in analyzing restraint adopted well after formution ol jolnt venture™); Rathery Ntorage,
762 F.2d at 229-30 (concluding that restraint adopted after the formation of the jeinl venture was
a leoitimate means to address risk that parties wouwld [Tee nde on services provided by point
venture), Fira, 163 F. Supp.2d at 343-4406 (conchuding that same by-law was subject to rule of
raason analysis).

Again, Complaint Counsel’s own expert econonist admits thal, as matter of
gconothics, whether an alleged restraint was adopted before or after the formation of the joint

venture is not determinative of whether it is procompetitive. See Tr. {Stockumm) al 703:21-705:2;
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X104, Stogkum Dep. at 142-43. A legal rule recognizing that agreements are subject to the rele
ol reason so long as they serve the procompetitive purposes of a joint yenture and regardless af
whether they are adopted hefore or after (be formmauen ol he jeint ventrs would “maks| ] it
casier ot people w cooperate productively in the first place.” Polk Bros, 776 F2d at 185, By
contrast, the novel and unsupported rule suggested by the [nitial Decision  under which the
mere fact that a restraint was adopted after the formation of a joint venture automalically would
trigger per se analysis — would create 4 subsluntial disincentive to entering into joint venturas in
the first place. JX104, Stockum Dep. at 142-43.

4. The lack of judicial experience with similar restraints mandates rule
of reason analysis.

The lack of any judicial experience with similar restraints adopted (o similar
circumstances provides vet anather reason for applying the rule of reason. Courts have
repeatedly frowned upon offorts to pigeonhale novet situations into the few well-defined per se
categories, holding that any abbreviated form of antitrust analysis must be deterred until afler
courts have had extensive cxperienee demonstrating that the agreemenls al issuc arc virtually
always anticompetitive. See. ¢.g., B4, 441 U8, al 7-8 {per se ule applies only to practices “so
plainty anticompetitive™ and so “lack[ing] . . . any redesming virtue™ that they can be
“conclusively presumed” W0 violate the antitrust bws).

_ Courts have no expericnce with allered restraints like the moratorium,  Indeed,
the Three Tenors joint venture is itself unique. PolyGram's witnesses — with decades of
collective experience in the music industry — were aware ol no other joint venture whereby two
record companies have warked tosether to develop, recard, market and distribute an atbum of
new recordings by artists who have pre-existing recordings distributed by each company and
have agreed to share equelly in the nsks of the venture. RPF 134, As the relevant PolyGram and
Warnet witnesses cxplained, the moratoriwm was motivaled by the unique circumstances of the
Three Tenors joint verture — o juint venturs between the owners of the two prior Three Tenors
album that created a promaotional opportunity tor the two prior products that would not have
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existed absent the venlure but which Lthrcatened the success of the joinl venture itself if not
managed property, RPL 71, "[he duration and 3cope of the moratorium were speeilically hmated
Lo wddressing the unigue concerns that erose in the context of this unigue joint vemure, RPY
182-05, Dr, Stockum testained that he was unaware of any prior judicial or academic analysis of
any restraint like the moratorium, RPEF 125; Stackum Dep. at 193-94, and Professor Moore was
unable to identify any simitarly structured poinl ventuge 1 the music industry, BPEF 104,

Muoreover, in the few cases involving alleged restraints from other industries that
are analogous to the moratorinm, courts consistentiy have applicd the rule of reazon even when
Lhe restraints were far broader in seope and duration. Ser Poli Bros. 776 T.2d at 189 (applying
mile of reasen 1o 30-yedar ban on compelition aguins venlure partnery. Bothery Stovage, 792 F 24
at 214 {(applving mla of reason to indetinita ban on competition against van ling venture); #isa,
163 FSupp.2d ar 34353-4006 (applying rule of reason o outnght prohibition against members®
issuanee of competing cards), Thus. the mostly closely relevant judicial experience suggests the
tule of reasom musi apply here.

In shert, there 13 ne history of judictal decisions or ceonomic andlyses concluding
that similar restzaints adopted tn simiiar circumstances are virtually always anticompetitive:
rather, the record evidence showed that this was a novet joint venture and a novel agreement.

Accordingly, the moratorium must be evaluated under the rule of reason,

B. Compiaint Counsel Failed To Establish Any Vielaticn Under The Rule Of
Reason,

To establish that the moratorium was unlawful under the rule of reason, it was
Corrplaint Counsel’s burden (o show (1) that the agreement had some astual anticompetiive
effect and, (2) if the procoampetitive justitications nffered by Poly(iram were plausible, that the
ser effcet wag anticompetitive. CDA, 526 LS, at 771-81. Compiaint Counscel unetly failed to
meet their burden on both counts.

The [nilial Decisinn ermonsously conciuded thal Complainl Counsel could provail
under the wle of reason without presenting any evidence anticompetitive effect. Instead,
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Complaint Counsel were permilted Lo rely exclusively on a supposed “presumption” of
anticompetitive effect under which thers was no need to show any evidenee of anlicompetitive
effects :n the first instance. 1D at $5-38. Under this presumption, it was supposadly PolvGram 's
bBurden not only to identify plausible procompetitive justitications for the moratonium but alss to
establish the “validity” of those juslifications by showing the maratorium actually was
procompetitive before (Complaint Counsei had any obligation to show any anticompetitive effect.
This should elieit a sense of ¢dia vie [or most members of the Commmissicn, because this is
precisely the hurden-shifting approach that was rejected by the Supreme Court in O, 326 TLS,
ar 779,

The [nitial Decision is contrary o the requircmenta of CI al each stace of ils
burden-shifling aralysis. First, it was Complarnt Counsel's burden to shew that the moratorium
had some anticompotitive vifoel {or, as a surrogale, the prosence of markel power) before
PolyGram had any burden to identify any procompetitive justification for the apreement, (DA
sguarely regects the nolton that here can be any “presumption”™ of anticompetitive effects in these
circumstances; indeed, even under the pre-C'4 cases like Mavy, Bowrd that recognized the
sxistence of “preasumptively anttcompetitive”™ or “inkerentlv suspect” restraints, there ts 1o
authority {or applyving any such presumplion te a novel and ancillary restraint like the
moraterium. Secand, PelyGram clearly satisfied the burden it would have had i Complaine
Counsel had offered actual evidence ol inlicompetitive affects by 1dentiflyving plausible
procompetitive justifications for the moratarivm; indeed, Complaint Counsel™s own cxpert
achmitied it was “plausible” that the moraterium was procompetitive. Third, Poly(rram was not
required to establish the “validity™ of the moratonusn - 7e, W “show the moralonum was
recessary Ln order to promaote competition and benetit consumers™ (11D at 38-39) — after
identifying its proacompesitive justizcations. Rather, the identification of plausible
procompetitive justifications trippered a need for a determination of the agreement’s actual, net
competitiva affects (if anyy, because of Complaint Counsel’s failunz to offier anything to place on

the “anticompetitive” side of the scale, this again must result in a decision in Poly{iram’s favor.
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1. Complaint Counscl Were Required Under The Kule Of Reason To
Present Evidence OF Actual Anticompetitive Effect,

The fiest stage in any rule of rzason inguiry requires the plaintiff to show that the
challenged conduct resulted wn some aclual anticompetitive effect. Complaist Counsel’s decision
not to attempt Lo present any evidence of actual anticompetitive effoct is fatal to sheir case under
any version of the male of reason, whether 11 be “quick look,” “abbreviated™ ar “full.” As the
sSupreme Court expluned in €24:

|BJefore 2 theorstical elaim of anticompeiitive ellects can justify

shilting 10 a defendant the burden to show empirical evidence of

procompetitive effects, as guick-look analvsis in effect requires,

there must be some indication that the court makmyg the decision

has properly idenlified the theoretical basis for the anticompetitive

elfects and considered whesher the effects ectually are

danficompelifive.

32005 at 77502,

That proot of actual anticompetitive effcct {or of market power as i1y surrogate) is
required it asy rule of reason case is confirmed by other Supreme Court decisions as well, In
IFD, the Supreme Court held that “the Commission’s {failure w vngage in detailed market
analvsis is not fatal 10 its linding of a viclation of the Rele of Reason,” but only because the
Commission had made a “finding of aclual, sustained adverse effects on competition™
FTC v hudiana Fed'n of Dentisrs, 476 115, 447, 460-61 (19863, As the Count stated, “‘prooi’of
actual detrimental cffects, such as a reduction of cutput,” can obviate the need for an inquiry into
market power, which is but a *surrogate for dewimental cffecets,”” Jd. Similasly, in NCAA, the
Supreme Court emphasized that “[b]oth lower courts found not only that NCAA has power aver
the market for intercollegiate sports, but alse that in the market for relevision programming  no
matter how broadly or narrowly the market is defined — the NC A A restrictions have reduced
output, subverted viewer chodce, and distorted pnicine.”™ 468 ULS. at 110 n.42. Oaly alter .

concluding that “the Gndings of the Distniet Court establish that |the NCAA television plan| has
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operated to raise prices and reduce outpar™ did the Court held that, under the rule of reasun, the
defendant had the burden of establishing an efficiency defense. fd at 113

It is anly after the plaintiff provides evidence of actual anticompotitive #ffect that
the burden then shifts (o the defendant to identify & procompetitive justification. €D, 526 1.8
at 773 n.12. Complaint Counsel here offered no evidence thatl the meratonium had any actual
anticompetitive cifect. Complaint Counsel’s expert economist, Dr. Stockum, testified that
“without considering [market definition, market share, analysis of actual advertising practices
and pricing and discounting practices, and other factors|, one could not determine what the actual
competitive effect of the 'Three Tenors moratorium was.” RPF 123, Complaint Counsel’s
decision nol 0 conduel such analyses undoubtedly was based an the recognition that any such
analysis would indicate the moratorium had no anticompetitive effect. The moratorium fcfﬂrcd
o twer compact dises, one eight years old and the other four, and restricted advertising and
discounting for a brief 10-week perind. One nzed not have more than a rudimentary
understanding of economics — amd particularly of how economists define a relevant market — Lo
see that, in a world in which rhowsands of compact discs are released each year and thouwsandy
more remain as active catalogue releases, such a restriclion 1s noL kely Lo have any actual effect
Om price or oulpul.

Despite the absence of any evidence of anticompetitive effect, the Initial Decision
coneluded that the moratonum was unlawiul based on what it referred to as its “presumptively
snticompentive cffect” and s “obviously anticompetitive potential.” TP at 54-6{); see wiso

I, 236 {"potential adverse effect™, F. 237, 248, 249 t“very likely w0 be anticompetitive™. '

"' The Initial Dacision includes several findings that supgest that, absent the moratarium, “Warner”
planned to advertise and discount 372, F. 235-256, However, a5 noted in PolvGram s ohjections o those
findings, the underlyving evidence [ur thosy Nindings relates cochnively 10 FMI s plans to promete 3T2 1o
Lerritories oudiide the United States, Simifarly, the Initial Decision impruperly overruled PolyGram's
ohiections to F.237-259, all of which are based on evidencs that relates exclusively to the plans of cortain
PelyGrarh operating companies owzskda the Umited States to prumaote 311 prioe to the mosaterium periad,
Tn any event, the inilial Decigion dees not suggest that any of those findings show (he moratorium had
any acrual anticompetitive effect in the United States, and Complaint Counsel™s expert econamist
admittad that he was unaware of any discounting or promotion that would have occurred in the United
States if the moratorium had not been adopted. RPE 122,
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Although the Initial Deciston concluded thar the polerriad anticompetitive cffects of die
moratorium wete “obvious,” this case contrasts sharply with those cases in which acmal
anticompetiive effects have been found sulficently “obviows™ 1o pemmit the application of a
“guick look™ version of the rule of reasen. Tn every "quick look™ case, the conclusion of
“abvicus’” anticompetitive effects was based on record evidence that demonsmuted the pariiculur
restraint at [ssue actually had a substantial adverse effect on pnice or output in the relevant
industry. Nee fow v NCAL, 134 F3dG 1010, 1020 (20th Cie, 1998) (applying “guick look™ 10
agreement thal actually fixed price for assistant coach salaries); Chicagn Erof Sports, 961 1.2d
667 (applving “quick look” to resitiction that had actual effect of speciiically miting the
number Chiczge Bulls telecasts in Chicago); VO A4, 4658 TS, 85 (applving “quick look™ to
restriction that had actual effect of limiting broadeasts of collepe football games), Fowy R Ly,
fnecv FRC0221 F3d 928 (Teh Cirs 20000 (applving “guick look™ o invalidate restrictions under
wihlch the “dominant™ toy retailer entered apreements that were found 10 actually limit sales of
tovs to club stores). Hare, there is Ao record evidence of any actual anticompetitive elfeet, and
ey basis for concluding thal there was any adverse effect on price or ourput in the Linited States,
and record evidencs that the moratorium actually had & procompelitive ¢lTect.

The Initial Decision does not inglude any analysis of the effects of the raoratorium
in the comext of the Threr Tenors joint venture 1o conclude that the agreement had any
“phvious” competitive effect. Instead, # relied solely on Dr. Stockum’s theorctical observations
that an “agreement to forgo discounting™ or an “‘agreement not to advertise or promote catalogue
Three Tenors producls™ has “obyvious anticompelitive peteniial™ because such naked agreements
have had such effects in ather industries, owtside the context of any joint venture, and when they
were Arogder in scope andfer duration than the moeratonium. £ 4t 56-38, These theoretical
vhzervations hassd an inapposite ctrournstaness provide no basis for concluding that the actual
sompetitive effects of the moratorium are comparably obvious to those present it Low, Chicapo

Prafl Sporis, NUAA ot Tops R U, particularly in view of Dr. Stockum’s admission that he was

21T



unaware of any cvidence that the moratorium would have had anv effect on price or outpat in the
United States. RPIF 122,

As now-Chairman Muns has observed. the Commission’s decidion in CE4 was
later ceversed by the Supreme Court because it suffered from a Vlack of serious empirical
scrutiny of the economue lssues . 7 Timothy I Muns, Cofiformia Denial Association v
frederal Trade (ommission: The Revenpe of Faotnote 7, 8 Sup. Ct. Econ. Rev, 265, 309 {2000},
But even the limited empineal serutiny that supported the Commission s €4 decision is not
passible here, The Commission’s dacision in (424 was supperted by record evidence regarding
the competitive effects of advertising restrictions on dental services tn Califormia and was basced
on the Commission’s precedents involving advertising restrictions adapted by athar protessional
associations. Jfd at 270, By contrast, Complaint Counsel here did nol present sy empiical
cvidence regarding the effeet of the maratorium in the United States. The only empirical
evidence cited in the [nitial Decision relates to markeling praclices ourside the United Stares, the
discountng and advertising of recorded music products generally, and academic stdies of naked
advertising restrictions adopted outside the comtext of any joint venture. F. 238-261. Dr.
Stockum admitted znd that he was enaware of any evidence regarding, the adverusce of catalog
classival music products (e, U only types of products subject ta the moratorium} in the (Inited
States. and that he was unaware of any evidence that the moratorium actually (or even likely)
had any effect on discounting or adverlising m the United States, BPL Nos, 1200 122.

Marcover, Dr. Stockum did not even mention the existence of the joint venture in his report, and
his trial testimony regarding the theoretically likely effects of “agrecments not o discount™ and
“apreemonts not to advertise” was completely divorced from any conceivable application to an
agrecment that was reascnably related to a procompetitive joint venlure in the music ndustry, [
light of the Supreme Court’s ¢concluaion that the relatively extensive record in (04 was
insutfieient, it is inconceivakle that the record here could supporl any hoding of anticompetitove

effect.
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Nor is there any legal basis for apolying the “presumption” of antigompetitive
etfects urged by Complaint Counsel and adopled by the Initial Decision. The Initial Decisien
cites {704 for the propesitions that “{where anticompetitive effects are presumed, the burden
shifts t the respondents to demonstrate o counlervalling eficiency sufficient to overcome the
presumplion,” and thatl “[plresumptively anticompetitive resiraints may be condemned without
asscasing market power or examining actusl anticompetitive effects.™ {3 at 35 (citing £, 526
1.8, at 771, 779, However, Page 771 of the (04 opinion contains only one clavse that even
reterences this crucial patt of the Initial Decision: “Even on Justive Breyer's view fin dissent]
that hars on truthtul and verifiable price and quality advertising are prima facia
anticompetitive . . . and place the burden of procompetitive justification on those who agree to
adopt them .. 7 526 ULS. at 771 [cmphasis added). | ater, the mujorily opimion expressly
refects taat made of analysis, holding that “hefore a theoretical claim of anticompetitive efTecty
can justity shifting 1o a defendant the burden to show crapirical evidence of procompelitive
effects . . . the court . . . [must kave] considered whether the effects actuadly are anticompetitive.”
Il at 775 .12, And Page 779 discusses the et thal there woere insufticient “factmal
underpinnings” for Lhe “obvious snticompetitive etfect” needed to justify any abbreviated
amalvsis, Jof al 779 (citing NCA44, 468 ULS. at 10). Thus, the Initial Decision reads €14 to
support the application of a presumption of anticomgpeutive ¢ffects in this case based upon {13
the Supreme Comt’s characterization of & dissenging view that the Court expressly refects in the
same opinion, and (2} the Supreme Cowt’s conclusion that any tinding of “obvious
amticompetitive effect” must in any event be predicated on sufficient “lactual underpinnings”
reparding the restraint at isswe. That language plinndy does nat support the application ol any
presumption here, where there are no “lacwal underpinnings™ whatsoever lor the Initial
Decision’s presumption that this moratorium, adepled in the context ot this joint venture and 1n
this industry, was likely to have anlicompetitive cffets.

N 44 also docs not support the use ol any presamption, The [nitial Decision

¢ites to Page 113 of M 44, There, the Court wrote:
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[The SCAA telovision plan on s face conatitules a restraint upen

the operation of a free market, ard ife findings of the Disirict

Court establish that 1t ey operaled to ratse prices and reduce

ewtput, Under the Rule of Reason, these hallmarks of

writicompetitive behavior place upon petitioner a heavy burden of

establishing an attirmative detense which competitively justitios

fthe resiraint].
468 U5 ar 13 {emphasis added). Earlicr in the opinion, the Court detailed the district court’'s
findings of actual anticompetitive effect. 468 LY. at 104-06 (| T'jhe NCAA s television
restriction has a significant potential tor antucomperitive effeces. The findings of the Disirics
Conr! indicale that Lhis potential has hean realized. Fhe fdserice Cowrt found . that the
NCAATS putput resteiction Aas the effecr of vaising the price the networks pay for relevision
righls.”) (emphasis addad), "Thus, the page from VCAA4 upon which the lnitial Decision relies

wslablishes nothing more than thal, where the plabdiff has proven aeiack anticompetifive effecis

on prfoe ard ondpnt, the burden shifts to the defendant to prove a procampetitive justification.
That, of course, is entirely consistent with the Court's later holding in (24 and fundamentally
inconsistant with the Inittal Decision hers,

The Initial Decisiom also quotes, out of context, the A 44 Court’s statements that
“the abscnce ol proot of market perwer docs ool justify a naked restnetion on price or autput,”
and that “competitive justification” may be required “oven in the absence of a detailed markst
analysis,” 468 ULS. at 109-10; see [D at 55-56. What the Initul Decision omits are the crucial
sentences that appear befween these statements: “Petitioner does nat quarre] with the Disivict
Croert ‘s finding that price and output ave not responsive fo demand fie, findings of actugl
astticompetirive effects/. Thas the plan is inconsistent with the Shenmman Act’s command that
price and supply be responsive to consumer preterence. We have never required proof of market
power i suca g case.” 468 115, at [09-10 (emphasis added). In other words, M .44 holds

merely thal, where there iy proof of aotucl apticompelitive gffect, proot of market power and
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“detailed market analysis™ are unnecessary. Here, of course, Complaint Counsel offered o
evidence whatsoever ol actual anticompetitive cffeet, market power, or market analysis,

The [nitial Decision also relies extensively on Ukifed Sicdes v Brown University,
3 F.340 638 (2d Cir. 1993), lor the proposition that evidence of acmal anticompetitive =ffect is not
required. Browr was decided six years betore C0A, 1o wiich the Supreme Court clearly
repudiated the notion that a plaintif in 4 rule of reason case may shift the burden to a defendant
without any showing whatsoever of actual anticompetitive clfoet. Morcover, in Browa, the Thivd
Circuit mistakenly relied on MCAA and 7FD in support of its assertion that, under an abbreviated
rule of reason analvsis, competitive harm may be preswned without any showing of actual effect
or market power. 5 F.3d ut 669, As shown above, NC A4 held that the burden was shifted to the
defendant, not by a presumption of anticompetitive effect, bul by the Disinet Court’s cxrensive
factual findings of acfual anticompetitive elleet. Sve 468 U8, at 104-06, 113, Similarly, in /£,
the Court held that “the Commussion’s tailure to cngage in detailed market anabysis [was] not
latal [under an abbreviated rule of reason|™ because “the [[hsirict Court’s] finding of acrual,
sustained adverse gffects on competition . | . [was] legally sufticient . . . 7 476 115, at 460-61
{cmphasis added). '*

Finally, the [aitial Decision cites two Commission decisions, frre Masy, Board,
110 F L€ 549, 603-04 (1988) and Ik re Detraft duro Dealers Axs'n, 111 FT.CL 417 (1987). o
thdse 1w cases, the Commission applied a version of the cule of reasen under which the burden
was shifted to the defendant to prove procompetitive effects if the challenged rustrint was
“inhcrently suspect.”” Mass. Board, 110 F.T.C. al 604; Detroit Auto Dealers dss'n, 111 FT.CL at
498, In Derrair Auto Dealers, however, the Sixth Circuir disapproved the Comnussion’s

“inherently suspect”™ methoduiogy, concluding that it reflected improper use of a “per s2

' The Commission made precisely this point in its Supreme Court brief in 4. Brief for the
Ruspondent, €04, at 19 (arguing that, m /£, “[the Court] ruled that “|a|pplication of the Hule of Eeason
to these facts iz not a manner of any preat difficulty,’ in light of the nature of the restraing and the
Conmuission s finding of actual effects on competition™) (emphasis added). A copy of Lhe briel is attached
herews as Allachment A.
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approach”™ wilhoul uny “demeonstrated cffcet™ on competition. fr re Deiroit Auto flealers dss'n,
Gn5 1.2d 457, 470-T1 (Gih Cir. 1962}, Subzequently, the Commission 1tsel! recopnired Lhat the
Mass. Bocard approach was rejected by the Sixth Cireuit and is not appropriate under the rule of
reason. frre Call Dentad Ass'n, 121 PTG 190, 1996 FIC LEXIS &1, at *93 (1998)
{scknowlediing that “the Sixth Cireuit indeed eejected the Commission’s use of the “inherently
suspect” approach™). In ("4, the Commission undertook a three-step analysis: Fivg. the
Commission considered evidence of the likely and acual anticompetitive effect of the challenged
restraints and affirmed the ALI's finding that “the suppression of advertiising “has itfured those
consumers whao rely on advertising (o choose dentists.”” Id at *64-*71, Second, the
Commission determined that the CDA Fad sufficient market power 0 harm competiton thrizugh
the restrainly. In doing so, the Commission interpreted ¥CA4 and F#72 in precisely the same
mannur & PolyGram: “The Supreme Court has indicated that when o court finds aciual
articompetitive effects, no detaljed examination of market power ts necessary to judge the
practice unlawful * /4. at *71 n.19 (clling ¥CA4 and [FD) (emphasis added). Only after having
found actual anticompetitive effect and market power did the Conurission twm 1o “the third step
i our quick loni’” — examination of the clleicney justifications otfered by the CDA. fd. at * 80
(crnphasis added). That is preciscly the three-step methedolery advocated here by PolyGram.
Complaint Counsel having chosen to ignore the Lrst two steps, there 15 no need to reach the third

i-order to rule for Pulmem.”

"* Any doubt about the Commission®s methodology in €04 is resolved by the Commission's Supreme
Court brief, which emphasized that the Commission “begarr s rule of reasan analysis by assessing the
anticompetitive effects of the restrietions,” thar it “amassed an extansive record™ regarding the acial
effect of the rules and “reached its finding of a vielatiun of Scetion 3 only after a careful assessment of
[that] record,™ amd that it “found the i effect [of the miles] was to suppress a vast range of trath
and nondeceptive advertising,” which was “harmful ty consumers.™ CD4 Briefat &, 20, 21, The
Commission made clear that its consideration of procomypetitive justifications came only affer it had
“datermined that |the challenged rufes] had an anricompetitive effect.” 7, at 23,

_30.
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2. The Muratorium Would Not Be Presumptively Anticompetitive Even
If That Were The Applicable Standard.

Even if Mass. Board supplied the relevant legal standard there would be no basis
for applying any presumption to a novel restraint like the moratorium that was adopted in the
context ot a procompetitive joint venture. As now-Chatrman Muris has cantioned, “mos:
horizontal agreemerts will not fall into the inherently suspect class.”™ limethy J. Muris, The
Federal Trade Commission and the Rule of Reason: In Defonse of Mass. Board, 66 Antitnst
LI 773, 798 (1998). Rather, under the Mass Bogrd tramewark, “|a|n agrzement by
comperitors iz inherently suspeet it it eliminates or limils sigrificasd aspects of their competitive
rivalry or otherwise acts oy deny consumers the ability to choose among alternatives.” fd
(emphasis added). Of particular importance here, the “inherently suspeet” lormulation would not
apply until “sconomists and courly develop[] cmpirical evidencs™ to support the “theoretical™
claims of anlicompetilive ciivels. f The presumption thus would be applicable in casss that de
nol involve “the intepration of productive facilities and accompanying efficizncies that occur in
mergers and joint ventures . . . ." i However, “[tr]estraints that are novel in form ot industry
application will not be reviewed as suspicious on Lhew face.” K. Rather, “horizontal
combinatinns that imvelve integration of productive fociliffes — in parhicular . .. many joint
ventures — should be analyzed under a full review of market conditions.™ Jd. {emphasis addad).

Based on Chairman Muris® explanation ol Muss, Beard, it is impossible to see
how any “presumption” of anticompelitive elfect could apply here. First, the moratorium, unlike
all of the “naked” restraints involved in the price-fixing and adverusing-ban cases cited by the
[nitial Decisien and invoked by Complamt Counscl, was adapted in the context of, and was
designed to contribute to the ctficicney and success of, a legitimatz joint venture. RPF 31-104.
[ndeed, that i3 why the agraement is not illegal per e, Having determined that an agreement is
subject to the rule of reason because it is apcillary to a jeint venlure, 1t would be inconsistent
(indecd, irrational) then to rule that the aureernent, although it may contribute 1o the efficiency of

a procompetitive collahoration, is “nresumptively anticomaetitive.”™ In short, once 4 courl
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determines shat, as here, an agreement 1s ancillary (o a procompetitive joint venture, that
agreement cannol be deemied “presumptively anticompetitive.”

Yecond, the only competiion even polennally restricted by the moratorium was
discounring and advertising that would not have oceurred absent the joint venture. The Paris
conecerl amd 1he release of 3T3 created an opporiimity far promoting 371 and 312 that would nol
otherwise have existed. There is no evidence that, had the joint venmure not been formed, either
PalyCGiram or Warner would have had any incentive to promote the prior albums in any manner
that way prohibited by the moratorium. Complaint Counsel was unable W poinl w any cllorts
that PolyGram or Warner made to promote 3T1 or 3T2 i, [or exampie, 1997 that were -
prohibiled by the moratorium, and there is no evidence that, but for the joint veniure, there would
have been any additional discounting or promotional activities with respect to 311 or 3T2 in the
Cnited States. Tr. (Stockum} at 667:16-668:25.

Thus, the conclusion that a presumption of anticompetttive etfects applics can be
sustained anly if it is “presumptively antivompetiive™ for twe ¢ompanies to agree that, having
[ormed a procompetitive joint venture, they will not undermine the efficicney and suecess of that
venture by capitalizing on the new circumstances ercated by the venture itseif to do Unngs ey
wowld ol otherwise funve done. That cannot be the faw. [t may be that, ifl Somne circumstances,
a court will determing that the actual anttcompetitive effect of the parties’ agreement not to do
those new things outweighs the procompetitive, cificiency enhancing etfects of lae agreemcnr,
and that the agreement is therefors unlawtul. But such an analysis would be appropriate only
whan. unlike here, there i1s some evidence of actual anticom petitive effect.

Third, the moratorium is totally unlike any ol the agrecements invelved in the
cases and articles the Initial Decision cites as support for it8 presumprion. It restricted the
discounting and advertising of rwe among thousands of compact dises for a period of 7en weets,
leaving Po.vGram and Warner free o discount and advertise those two products aggressively at
all other times and 1o do whatever they chose with 21l their other products. Complaint Counsel™s

cxpert, Dr. Stockum. opined that restriclions oo advertising have the “pofentiaf to harm
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consumers and competition.” and “may raise consumer search costs™” Y104, Stockum Reporl
{emphasis added). However, Dr. Stockum acknowledged thal a similar agreement o ban
advertising of two ecreal products (for an unlimited period of time) would probably have “no
effect wharsnever " on price awd therefore no effect om ousnet, Stockum Dep, at 124:11-125:3;
Tr. ui 653:22-653:0. Dr. Stockum also acknowledoed that, in order to determine what, 1f any,
competitive effect the moratorium would have, he would need w do a detailed market analysts.
Stockum Dep. at 135:24-136:16; see also Tr. at 661:18-662:13. Dr. Stockum testified thal he
was unaware of any study regarding a restriction on advertising of “two reladively old products in
a market in which there are hundreds of new products overy year,” fd. at 635:12-16, that the
academic literature addressed advertising bans that were brouder in scope and/or duration than
the moratonum, fof at 653:12-657:15, and that thers are circumstances in which restricting
advertising can be procompetitive. ol at 662:20-665:7. Dr. Stockum testihed that the actual
competitive effects ol the moratotivm would depend on. infer aiia, the extent 1o which the
products previously had been advertised, the presence of other advertising for products with the
same hrand {i.e, 3T3), and the 2xtent to which the relevant consumers’ deetsions would be
influenced by additional advertizsing. T1. al 660:4-662:17. In these circumstances. even a
version of the antitrust laws that included the Mass, Seard approach to “inherently suspect”

restraints would not provide any basis for invoking any preswmption here.

3. PolyGram’s Procompetitive Justifications Preclude Any Finding Of
Liability Under The Rule Of Reason.

Had Complaint Counsel ofizred some evidencs of anticompetitive effect  or if
some presumption of snticompetitive cileet applied — it would then be necessary for PolyGram
to identify procompetitive justilications for the moratorium. In CDA, the Supreme Court
recognized thal it is enough at this stage of the rule of reason analysis for the defendanc
identify a “plausible’ procompetitive justification and that, vnce such a justification is identified,
the not ciieet of the restraint must be anticompelitive for thers to be any violation. 326 U.S. at

771 (holding that actual, nel competitive effects must be considered where restraint “might
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plausibly be thought to have 4 nel competitive effect, or posaibly no ellect at all”™). The
procompetitive justifications here plainly arc plansible — as Complaint Counsel’s expert
econormist admitted, BPF 117 — and, under (004, require a decision in PolyGram™s favor beeause
there 13 no evidence of any actual anicompetitive eftect,

Before sddressing PolyGram®s procompelitive justilicalions, two points reganding
the evidenriary record on those justitications are merited, First, Dr, Stockum was forthright in
admitting that PolyGram’s procompetitive justifications for the moratorium are plansthle and
that the only reason he did not believed a more detatled analysis was not required under the mle
of reason was bacause he had not seen any “ambiguity™ in the documentary record. T al 640:2-
13, 843:7-644:5. However, the record — including the relevanr documents, the deposition
testimony of PolvGram’s witnesses, and the live testimony of Messrs. Hoffman and O'Brian -
clearly demonstrates that the moratorium was adopted for the procompetitive reasons identitied
by PolyGram. RPF 51-104.

Second, the deposition testimony and expert reports of Professors Wind and
Crdover strongly support PolyGram's procompetitive justifications, but the Initial Decision

wrongly concluded that the opinions of PolyGram's experts were entitled to “hitle weighe.” D

I_r

-327, 329-30, The testimeny and reports provided by Profiessors

-
Fa

[

at 58 n.25 & F 204-200,
Wind and Ordover properly unalvized the moratorium and PolyGram’s procompetitive
Justifications for adopting the motatorium as part of their joint venture, and properly concluded
that the moratorium cannot be considered anticompetitive based on the limjted analysis
¢otducted by [Dr, Stockum and Professor Moore. Complaint Counsel deposed Professors
Irdover and Wind at length concemning their expert reports and moved the entirety of their
deposition testimony o evidence during their case-in-chief, Tr. at 12, The deposition
testimony of Professors Ordover and Wind thus must be considered “as though the witnessies)

were then present and testifving.”™ See 16 C.F.R.§ 3.33(ci ). Accordingly, the expert reports
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and deposition estimony of Prolessors Wind and Ordover merited the same consideration as all
the other properly admitted evidence in this casa. b

The record evidence and the reievant case law make clear that the procompelilive
justifications tor the moratoriam are sufficient o require furlher analysts of actual cffects uncer

ke rule of reason.

a. The Moratorium Plansibly ¥Was Procompetitive In Preveating
Free Riding And Opportunistic Behavior,

The moratarium served a plausibly procomypetitive inlerest by preventing the
PolyCrram and Warmer op-cos from using the promotional epportunity ereated by the Paris
concert and the release of the new album, as well Ias the confidential markeling plans developed
by the joint venmize partners, t© “free ride™ on Lhe joint ventuwre. PolyGram and Waraer believed
that the op-¢os” potential for opporiunistic behavior posed a serious threat to 3T3 during the
imtial release period tsat could underming the long-term success of the Three Tenors brand.
RPF 83. In particular, the parties helieved thal uny shori-werm increase in sales associated with
aggressive promotion of 3T1 or 3T2 during the release period would be more than otfset by
decrzased S.c;lles of Three Tenors products both dunng the moratoriwm peried and thereafter, and
that an unsuccessful 3T3 would make 1t less likely that they would ever release the greatest hits

or box set albums, RPF 35, 72, Complaint Counsel’s expent economist, Dr, Stockum,

" The lagal discussion of this issue set forth in foomete 23 of the Initial Decision — which is largeiy
copied from Complaint Counsel’s papers — has nothing to with the siteation here. In Lhe cases cited by
the Initial Decision, the opposing party cbfected 1o the agmissihility of the expert report during mial.
Tokio Mavine & Fire brs. Co., Lid. v. Norjolk & Western Ry o 1999 U8 App, LEXIS 476, =5 (4th Cir,
1999y, Engebretsen v. Hariford s, Co., 21 F 34721, 727 (6th Cir, 1994y EPLS, fnc. v, Fidelity and
Guaranty Life Ins. Co. 156 F Supp2d [ 116, 1123-24 {N.D. Cal, 2001). Here, Complaint Counsel
themselves moved the depositions into evidence, 1. at 12, and expressly confirmed that they Aad no
edfection to the admissibiliy of the expert reports. Tr. at 496, None of these cases, nar any ather of
which PulyGirain is aware, remoetely supports the assention that expert reparts should he given “litle
weight” where, as here, (1) the reporls have boen prepared by eminently qualitied experts in the relovant
dizciplines, (7] thase experts have been subjected 1o lengthy and unrestrictid cripss-cxam ination i
deposition, (3 the opposing party has introduced inle evidence the entitety of that depositicn tesiimony.
incinding testimony that requires reference to the expart repants to be intelligible, and 4y the other side
has cxpressly confirmed in court that it has no objection whatseever tn thait admission.
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deknowledged that this sort of “asymmetrical” effect fom frec-riding activities would be a
lepitimate concern for the joint venture pariners. RPF 141, And, contrary 1o Lhe Initial Decision,
Dr. Stockum conceded that any analysis of the effects of the moraterium muast consider (e
overall clfecl on caompetition, not just its etfect during Lhe ten-week period, BI'F 105

The Commission’s Guidelines, the relevant casc law, and Complaint Counsel’s
owa txport all recognize that agrevmnens designed to preventing “free riding” or opporiunistic
behavior can have procompetitive benefits. See Collaboration Guidelings at 24 (“free riding oz
ather opportunistic conduct that could reduce significantly the ability of the collaboralion to
achieve eogmeable efficiencies™): Polk firos., 776 T.2d at 189-90 (“[Clentrol of fiee riding is a
wcgiimate objective” because it “makes 1l casicr for people to coeperate productively in the first
place™); Rethery Sterage, 792 T'.2d ar 212-13 (“The free ride can become a serious problem for a
partnership of jeint venture because the party that provides capital or services without receiving
compensation has a strong incentive to provide less, thus rendering common cnterprisc less
effective.™), Chicugo Prof'T Sports, 961 T.2d at 673 (free riding is “an accepted justification for
cooperalion” k, LPF ¥4 (Stockum Dep. 56:13-13) (“fiee tiding can at least potentially create
inefficiency in the markel™.

Contrary o the findings in the Initial Decision, M. (' Brien's testimony
demonstrated thar free riding by the PolyGram and Wamer up-cos easily could have resulted in
“driving {valued] services from the market.™ frre Tovs 'R U, fne, 126 FT.C. 415, 6{0-17
(1998}, aff'd, 221 F.3d 928 (7th Cir, Z000). Mr. O"Brien described WMTIs threat to exploit the
promotional opportunity surrounding the Paris congert and the release of the new album by
running a Furopean discount campaign [rom Way — Decemhber 1008, RPF 94, Mr. O'Brien [irst
became aware of Wi1"s threatened frec-riding activities before emtering into the joint venture
agreement, and he volered inle the joint venture believing that WMI would not be discounting
5TZ during the release period. £ Mr. O'Boun believed that WMT's discounting proposal
threatened 10 “blow the deal™ - and, indeed, testified that PolyGram and Wamer would not have

gone forward with the joint venture had either side believed the other would aggressively
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dizcount and promadte its prior Three Tenors album during (ke mutial release peried. RPIF 95,
The moratonum ultimarely enabled Me, OFBricn to petsuade WAL not to proceed with ns
preposed campaign, RIPF 100, Mr, O'Brien alse made cledr (kat the parties” total promotional
expenditures for 3T3 depended on its initlal sales — and that aggressive discounting and
promation of the prior albums during the release period thus could have led to lower promolional
spending for 3T3. RFF 101.Y

The Initial Decision’s suggestion that Poby(ram and Wamer could have asked
their opcos (o pay for their proposed free-riding activities by carering into a *join adverusing
agreement” or some other fonn of compensation scheme simply misses the point. Uniike Lthe
defendants in Tops B L, Generad Lecsewones, or Chicagn Pro/T Sporviy, PolyGram and Warner
did #rod wdopl the moratoriuen s parct of an etfort to internalize some third-parties’ benefits from
their promotional activities. The concern here was not the uncompensatcd “posilive spillover™ 1o
the op-cws that coubd Rave resulted from promoting and discounting the prior albums during the
release period: rather, the concern was that the “negative spillover™ from promoting the pnoz
albums would causs axvmmetriced long-term harm to the various Theee Tenors aroducts that
wiould not be offset by any benefits from promoting the prior albums. RPF 86-101. PolvGram
and Warner spent more than $18 million ensuring that the Paris concerl would take place and
that the new album would exist, and they souzht 1o cnsure thar their op-cos were focused on the
new aibum sa that the investment would not be wasted on short-term afforis 0 inerease the sales
of older calalog albums that had linited future matketing potential. RPF 34-36, 68 Lr.
Stockumn recopnized this distinction between “positive spillover” effects and “negative spillover”
ctfects, and he admitted that he was unwware of any alternative 1o the reratorium that would
have done unyihing Lo address the “negative spillover” concern that gave rise to the maratarium.

RPT &6, 141. The Initiaf Decision simply ipnores the distinction berween “positive spiilovers”

" Professor Moore likewise confirmed that a record company typically would spend more money
promating a peoduet if i was successil during its iniial release. PF 16,
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and “negative spillovers”™ effects, and [wrther ignores Dr. Stockum's congession that aggressive
promotion of the prior alburms during the launch period for the new album could have had an
“asymmetrical eftect” upon sales of the new album.

Moreover, as Dr. Stockum acknowledged, this case 15 lundamentally dilferent
from Chicagoe Praof'! Sports and General Leasewars because hoth parties here had the ability and
incentive 10 free ride. Thus, for example, it PolvCiram had agreed to pay 60% of the costs of
promoting 3777 in the United States (rather than $094), Wamer would have had even more
ineentive o free rde by selling 372, for which it would ectain 100% ol the revenue. Thuos,
Warner's and PolyGram’s respective op-cos would, collectiveiy, have had the same incentive to
free nde regardless of kow Warner and PolyGram allocated their financial respansibility.
Indeed, Dr. Stockum sdmiued thal the parties’ aggregate incentive to free ride might be the same
regardless of how Warner and PolyGrum chose to allocale their respective financial
responsibilitics for the costs of the joint venture, See Stockum Dep. at 72-73, 78-T9. With that
concession, [r. Stockum ehminated the sole reason he offered why. in his apinion, there was oo
free-riding problem in the 1nited States. i, at 61-63.°°

b. The Muratorium (’annot Be Assessed Apart From The
Procompetitive Effects aof The Ovarall Venture,

The maratcrium allowed PelyGram and Wamer 1o adopl a commercially sound
marketing strategy for 3T3  a strategy that might well have been adopicd by a single firmn
owning all three Three Tenors albums and seeking 1o maximize the long-term output of Three

Tenors products.”” Under this marketing strategy, PolyGram and Warner allowed their op-cos to

" Although the record evidence makes clear that the principal free-riding concern for the Three Tenors
Joini vanture was based on the risk thar WMI and the PodlsGram op-cos would discount 3T2 and 5T1
outside the United States, and that r2cord companies do not use temparary price discounting to promote
records in the United States, Dr. Stockum admitred that that thete were plausible ¢fficicncies associated
with adopting a single, uniform marketiag plan for the worldwide relzase of 313, RPF 130, Morecver,
even assumning that the moraterium had me effect on competition in the United States because the parties
wonid net have promated or diseounted the prior albums here in any event, RPF 111, 129, there isne

autherity for holding that the moratorium was uniawful Fecarese it had no cffeet.
" The fact that a single firm owning al! threc albums might have adopted the sume marketing stratesy
strongly suagests that the moratoriem was viewed as a reasonably necessary part of the joint venture, and
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aggressively promote 311 and 3T2 dunng June and Jaly but mstructed them to discontinue these
promotional efforts by Aupust so that they could focus on the new album. As the PelyGram and
Warner witnesses testified, promoting and discounting the prior albums rather than the new
albutns dunng the release period could have jeopardized the long-term outpul ol all Three Tenars
products. See RPF 35 (Cloeckaerd Dep. al 68-70; see alsa ('Brien Tr. at 99; Saintilan Dep. at
78-24; Stainer Dep. at 57-538). Respondents” marketing expert, Protessor Wind, opined that this
wis 2 sound strategy for thaximiving the long-term success of the Three Tenors brand. RPF :12
{Wind Report at 16-17). This marketing strategy maximized the chance the new album would
succeed and thereby likely increased the aggregate output ol all Tliree Tenors products and
increased the likelithood that the parties ultimately would release the greatest hils and bnx-ﬁet_
albums. Indeed, the only competition that arguably was adverseiv aftected by the mﬂra{érium
was potential competition between 3T1 and 3T2 thar existed only because of the promational
opportuaily the juint venture created through the Paris concert and the release of the new
album. ™

The initial Decision’s conclusion that it was proper Lo ignore the procumpetilive
effects of the overall joint venture, the clear relationship between the moratorium and the venure
itself, and the parties’ conternporancous views that the moratorium was a necessary part of the
marketing plans for 3T2 is at odds with controlling law, The moratorium was mex(ncably
intertwined with the Three Tenors jomt venture, snd conscquently cannot be analyzed apart from
the overall venture. Collaborarion Guidefines § 2.3, at -7 (*I'wo or more agreements are

asacssed together il their procompetitive benefits or anticompetitive harms are so intertwined that

not as a stand-alone measure desigmed to restrict sales of the prior albums, See RX7 17, Ordover Report at
I7-19.

1 O this point, an article by the Antitrust Division’s Director of Research for Economic Analysis is
particularly instructive. See Gregory J. Werden, Anrdtruse Anafysis of Joint Ventures: An verview, 66
Antitrust L.J. 701 (1998). After a thoroughgoing analysis of the relevant authorities on antitrust issues
arising in the joint venture context, the article concludes that “a joint venture and its ancillary restraints
are ot subject to a quick look when the cnly competition restrained would not have occurred absent the
joinl venture,” f4, at 735, Here, the only competition that possibly couid have been restrained by the
merarerium — discounting and promoting 371 and 3T2 duning the release period— existed only because of
the joint venture,
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they cannot meaningfully be isolated and attributed to any individual agreement.™. Uhe Initial
Decizion ignored this provision of the Commission’s enforcement puidelines. Morecover, as
discussed above, there 1s no support for the proposition that the legality of a challenged restraint
depends on whether it was adopted before or after the formation of a joint venture, See, ¢.g,
Polk Bros., T76 F.2d at 187-88 (holding restraint adopted six vears after formation of joint
veniure lawful under rule of reasea). As Mr, Hoftman and Mr, O°Brien tesufled, PolyGram and
Warner entered into the joint venture as *full partners” and they saw no need to specify all the
details of their agreement in the contract and no risk in allewing their respecnve matketing
petsonne] to develop the marketing plans [or 3T3 after the venlure was fonmad. RPTF 50,

The artificial rale adopted by the Initial Deeision-- under whach the mere fact that
4 Testraint was adopted after the formation of a joint venture would render it uniawiui — would
rreate a substantal disincentive to enrering into joint venoures in the first place, EPF 127, As
Professor Ordovver explained:

From a public policy perspective, a mie that teeatcd as per se

unlawfiul restrictions reasomably linked to the objectives and

success of the juint venlure, simply because those resiriclions were

adopted aller the formation of the joint venture, would ¢reale &

significant disincentive for parties to form jeint ventures in the first

place. In many cascs, 1l 15 unrealistic to caxpect joinl venturs

partners to fully articulate all pertinent terms and provisions at the

rime of & joint venmure's fommnation. Such a requirsment would

preclude the parties from making additions or revisions to the

terms of the joint venture that might only become clear once the TV

i3 in operation.

I (BX716, Ordover Report at 9-10}
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4. PobyGram Was Not Required to Show the Morztorium Was
*“Necessary™ to Further ics Procompetitive Objectives,

The Initial Decision erroneously concluded thal, to trigper » need for a more
detailed analysis of the actual effects under the rule of reasen, PolyGram was required to
establish the “validity™ ot its procompetitive justifications by showing that the moratorium was
agcassary in order to promotz competition and benefit consumcrs.” [D at $8-389. In suppott of
that proposilion, the Imittal Decigion again cited AL, in which the Supreme Court upheld the
challenged agreement not because it was “necessary.” but becanse it provided a “suhstntial
lowering of costs” and waz “potentially heneficial™ as compared with the availabic alternatives.
441 LLS. at 20-21; and N A4, in which the Supreme Court did not ask whether the challenged
agreament was “necessary,” but rather concluded that it was unlawful under the rule ol reasen
because the evidence showed that it had actual anticompeltitive ellects and oo procompetitive
Justification, 468 U.S, at 100-01. 114,

The Insial Decision compounded its emor by ignoring the fact that; even when the
term “necessary” is used in the antitrust laws, the (crm means “reasonably necessary,”
“reasonably related to™ or “potentially procompetitive,” and is intended to suggest that courts
should defer to, rather than second-guess, the reasonable docisions of business peopte. See Briaf
of the United States as Amicus Curac in NCAA, Attachment A 1o COPTB at 13 {arguing that
“necessary” means “‘reasonably related 07 (D4 makes clear thal a procompetitive
justification need only be plausible Lo foreclose any finding of liability without some
consideration of actual, net competitive effects. 526 LS. at 771, There 15 no additional
requirernent of proving that the agreement is “valid” in the sense that it actually is

procompetitive. To hold otherwise effectively would reverse L4,

. Complaint Counsel Failed To Demonstrate Any “Cogntcable Danger™ Of
R.ecurrent Violation,

A cense and desist order may be entered only if there 1s a “real threat” that similar
conduct will recar, Grited States v. Gregon State Med Soc'y, 343 U5 326, 335 (1952); TR,
fac. v, FTC, 647 F.2d 942, 954-55 (9th Cir. 1981). The order in this case 1s not supported by any
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svidenee thar conceivadly conld support any such finding. The onty “cvidence” profiered (o
show thai thers is some Lhreal that conduct similar Lo Lhe moratorium is likely o recur was: (1)
testitnony regarding the Lact that artists sometimes switch from one Label 10 anobier, F. 331-33;
and (2} a press refzase describing a joint venture for distributing music over the Intemet. F.
334.'* There is no evidence that he concerns that Eave rse o the moratorum exist in cither of
thase circumnstances, or that either of those circumstances involved the degree of integration and
sharcd nisk that was present here, Rather, the record evidence unambiguously shows that the
parties adopted the meratoriom for reasons that were closely tiad to the unique features of the
Three Tenors venture. EPF 103-104, 149, The record evidence showed that PolvOram has not
seen a need for a similar agrecment in any other context. 4 There is no basis whatsoever for
concluding that there is any threat of recurrence.

Moreover, the breadth ol the order cannoet »e pustificd by the supposed threat. The
order has a 20-year term; the restraint at issue applied to two classical music products for tan
wecks., Paragraph VI requires that all of Respondents’ officers, dircctors and cmplosyees b
previded with a copy of the order and that they each provide a signed acknowledgment that they
have read the order; the administrative burdens associated with providing the order (o hundrects
of etnplovecs {and their successors for the next 20 years} cannot possibly be justified in a case
involving conduct that lasted for ten weeks and took place within a single classical music label
foar years and two major mergers ago. Paragraph VI would allow the Commission’s staff
unfettered access to any Respondent employee on five days notice; none of the evidence in this
case justifies imposing that burden. And Paragraphs 1T and TIT of the vrder would allow the

Cumunission (o charge PulyGram with contempt and o require PolyGram 10 prove that it has sof

"* The Initial Decision also found supposed support for the order in Respondents® refusal to “acknowledye
their past lawlessness,™ 103 at 71 (citing Witk v, AMA, 895 T.2d 332 (Tth Cir 1990)). In WK, the count
concluded that injunctive relief was appropriate based in part on the fact that the AMA “never
acknowledged the lawlesgness™ ol ity long-term boyeott of churopracrors. fd at 366, [lowever, the
injunction there alsa was supported by the AMA’'s “systematic, long-term wrong-doing and long-1erm
intent o destroy chiropractic,” and the ~lingering effcces” of the AMA s conduct. f& There are no such

additional facts to support the order hers.
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crizerad into an agreerent o cestrict prices or adverising that was not reasonably retated to and
reasonably necessary to a lawful joint venture. Those provisions reverse the substantive and

procedural burdens under the antitrust laws, and cannot properly be imposed.

V. CONCLESION

For all of the foregoing reasons, the Commission sheuld reverse the Tnitial
Decision and adopt PolyGram's proposed findings, conclusions and proposed order.

Respectfully aubmitied,

i

a

Bradley S. Phillips/PhillipsB3¥mio.com
{rlenn [ Pomerantz PomeramtzO Didmio. com
Stephen E. MomisseyMorrissevSTi@mie com
Mungcer, Talles & Olson LLIP

355 8, Grand Ave., 35th Floor

Los Angeles, CA 20071

(213) 683-9100 (Telephone)

(213) 687-3702 (Fucsimle)

Counsel for Respendents
Dated: August 9, 2002
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Department of Justice
Washington, D.C, 20530
(2021 514-2217

QUESTIONS PRESENTED

1. Whether petitioner is subject to the jurisdiction of the Federa] Trade
Commission as an association "organized to carry on business for ¥ * =
[the] profit * * * of its members,” within the meaning of Section 4 of the
Federal Trade Commission Act, 15 U.5.C. 44.

2. Whether the Federal Trade Commission conducted a sufficient analysis
to determine, under the antitrust rule of reascn, that petitioner's
restrictions on its membears’ advertising of prices, discounts, and qual:ty
violated Section 5 of the FTC Act, 15 U.5.C, 45,

STATEMENT

1. This case involves advertising restrictions imposed as a condition of
membership by petitioner California Dental Association {CDA). Petitioner's
members include 75% of the dentists actively practicing in California. Pet.
App. 161a-162a, Petitioner has 32 local compeonent dental societies, and
membership in a local association is mandatory for membership in
petitionar. Id. at 162a. In addition, membership in petitioner is
mandatory for California dentists who wish to be members of the
American Dental Association. Id. at 46a. Although membership in
petitioner is legally voluntary and ig not required for a ficense to practice
dentistry, membership is highly valued by California dentists for its "real
economic benefit,” and "no one gives up membership® in petitioner to
avoid its rastrictions on advertising. 1d. at 84a; see also id. at 232a-234a2
(detailing importance of CDA membership to dentists).

Petitioner is organized under California law as a nonprofit corporation.
Pet. App. 161a. 1t 1s exempt from federal income tax under 26 U.5.C, 301
(cHB), the tax category for "[]usiness leagues, chambers of commearce,
real-estate boards, boards of trade, {and] prefessional football leagues.”
It does not qualify for examption as a charitable institution under Section
501(c)(3). See Pet. App. 50a-5la, 174a.
Althouvah petitioner's stated purpose5 include improvement of pubhﬁ
health, it also describes itself as "represent[ing] dentists in all matters .
that affect the profession” and "offer[ing] far more services to its

members than any other state [dental] association.” Pet. App. 51a./Y
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Petitioner offers broad assistance 1o its members to increase ther
revenues and decrease their costs. As its promotional literature deszribes
(1A, 20-23), petitioner provides its members with services such as job
placement, recruitment of dental 2ssistants, review of proposead
contracts with third-party payers (vaunted as affording a substantial
savings over hiring a private attornay), and firancial planning seminars.
Pet. App. 51a-52a, 1723-1883. Through a for-profit subsidiary, petitiener
offers fow-cast malpractice insurance, which saves members at |east
$1,000 annually over other insurance plans; this insurance is available in
Califernia only to CDA members. Id. at 166a, 173a, 18<a-185a. Other
for-profit subsidiaries offer, exciusively to members, financing for dental
equipmaent, financing assistance for patients, and a home mortgage
program. Id. at 166a-168a, 1852-1864a; see also id. at 181a-183a
{seminars, training sessions, and pubdlications offered to members at
steeply discountad rates).

Petitioner engages in lobbying and litigation concerning laws and
regulations that affect dentists' businesses; its lobbying successes "mean
maney" to members, or so it claims, and have saved mambers
thousands of dollars each year, Pet, App. 176a, 1778-179a; see 1.A. 20,

(2] patiticner 2lso conducts marketing and public relations initiatives to
enhance the image of its members; these activities have brought
members, ¢n average, an additional 5,000 of annual income from new
patients, equaling a "20-to-1 return on investment." Pet, App. 175a-
180a. In sum, petitioner estimates that the potential value to members
who take advantage of a selection of its services is $22,000 to $65,000,
and that the value to members of its benefits far exceeds their
membership dues. Id, at 175a.

2. Section 10 of petitioner's Code of Ethics, on its face, prohibits
advertising that is "false or misleading in any material respect.” Pet, App.
Ba; 1.A. 33. The record in this case demonstrates, however, that
petitioner has broadly interpreted and enforced that prohibition in a way
that effectively prohibits {a) most advertising about relative prices, ()
all advertising of across-the-board price discounts, and () virtuaily all
advertising claims, whether relative or absclute, about the quality of a
memoer's dentistiry or service, Pet, App. 5%a. These prohibitions cover
even advertising claims that "are not faise or misleading in @ material
respact,” Id. at 260a; sce id. at 56a-57a n.6.

Thus, petiticner has prohibited it:s_meml::ers from using terms such as
"low," "reasonable,” or "affordabe" in their advertising, whether or-not
they truthfully describe the dentist's fees, Pet. App. 65a-66a, 198a-199a,
under the reasoning that members’ statements about their fees must be
"exact” and must "fully and specificaliy disclos[e] all variables and other
relevant factors” to avoid being branded misleading, id. at 9a-10a, 64a;
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J.A. 34-35. Under similar reasoning, petiticner kas disallowes such
phrases as "affordable, quality dental care,” "making teeth cleaning * * *
inexpensive,” Pet. App. 65a, "affordable family dentistry,” id. at 1993,
"regsonable fees quoted in advance,” id. at 2273, and "Fees that Fit a
Famity Budget,” id. at 237a.

As for advertising about discounted fees, petitioner has required that
such advertising contain at teast five disclosures: {1) the dollar amount
of the nondiscounted fee; {2) eithar the dotlar amount of the disccunted
fee or the percentage of the discount for the specific service; (3) the
langth of time, if any, that the discount will be offared; (4) a list of
verifiable fees; and (5) specific groups qualifying for the discount and
any other terms or canditions for the discount. Pet. App. 64a-65a, 200a.
The practical effect of those requirements is "nearly prohibitive” of

advertising of any broadly applicable discounts. 1d. at 201a,'3 Indeed,
petitianer has disapproved a broad array of discounting ofters because

they were not accompanied by the required disclosures. %

Finally, petitioner has made clear that virtuaily all adveartising about
quality of services {includirg the word "guality” itseif) is deemed "likely
to be false or misieading” becalse it is not "susceptible to measurement
or verification." Pet, App. 74a-75a, 2023-203a; sea 1A, 35. Petitioner
has also disapproved any advertising that, in its view, implies that a
gentist is superigr to other dentists. Pet. App. 206a. Such auality claims
have been prohibited withcut regard to whether they are in fact false or
misleading. I¢. at 203a-2044a, 207a, 20%a. Petitioner and its compoanents
have therefore required that members and weould-be members eliminate
any advertising phrases that refer to the quality of dental care that !
patients will receive, or indeed to the quality of service ancillary to the

actual dentistry, such as punctuality.(?)

Petitioner enforces its advertising restrictions by reguiring applicants for
membership to submit copies of atl of their own advertising, plus
advertisements by their emplovers and referral services, to the ethics
committee of thelr local dental soclety. Pet. App. 1933, 2373-2393.
Petitioner's local componerts alse publish notices in their newslettars
soliciting members to report possible Ethics Code violations by the
applicant. Id. at 194a. Applicants are denied membership in petitioner if
they do not agree to withdraw or revise advertisements that petitioner
deems cbjecticnable, Id. at 195a-198a. Petitioner also urges its local
components to review local Yellgw Pages directeries for nonconforming
advertisernents by current members. [d, at 194a, 234a-235a. Mémbers
who do not agree to revise offending advertisements may be subject to a
bearing before petitionar's Judicial Council, and thereafter to censure,
suspension, or expulsion. Id. at 11a; see id. at 56a n.6.
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The reco~d ir this case compiles actions taken by petitioner and its local
societies against nearly 400 dentists, in which petitioner or a component
disapproved particular advertising ciaims by members and applicants for
membership, withcout regard to tha truth of suck claims. Pet, App. S56a-

57a n.6, 89a-90a n.25, 199a3-212a, 214a-218a, 235a.t% patitioner's
efforts to suppress truthful and nondeceptive advertising have been
successul; when forced to choose between 3 challenged advertisement
and membearship in petitioner, dentists almost aiways give up the
advertisement. [d. at 80a, 235a-237a, Petitioner's restrictons have also
had a substantial deterrent effect. Some local societies reported that 90-
100% of their membears' advertisements complied with petitioner's
restraints, Id. at 234a-235a,

3. a. On July 9, 1993, the Federal Trade Commission {FTC or
Commission) issued an administrative complaint {(J.A. 5-1&) charging
that netitioner had restrained competition among dentists in California by
restricting truthful, nondeceptive advertising regarding price and guality
of dental services, The complaint alleged that these restraints were
"unfair methods of competition" in violation of Section 5 of the Federal
Trade Commissicn Act {FTC AcCt or Act), 15 U.5.C. 45, After discovery
and trial, an Administrative Law Judge {AL)) concluded that petitioner

had violated Section 5. Pet. App. 159a-265a.(7!

The AL determined, upon extensive factual findings (Pet. App. 161a-
247a), that petitioner had "successfully withheld from the public
information about prices, discourts, quality, superiority of sarvice,
guarantees, and the use cof procecures tc allay patient anxisty." Id. at
259a-260a (record citations emitted). He also found that petitioner's
"tllegal(] conspir[acy]" had "injured those consumers who rely on

advertising to choose dentists.” Id. at 261a-263a.18! The ALJ did rule
that petitioner lacked "market power," id, at 261a, but that conclusion
was based on the legal premise (later rejected by the Commission, id. at
83z} that such power exists only in the presence of "insurmountable”
barriers to entry, id. at 262a. And the Al rejected petitioner's
arguments of "procompetitive” effects flowing from its restrictions. He
found that petitioner's ethics code, as actually enforced, "unjustifiabiy
banned whole categories of advertisements which are not false or
misleading in a material respect,” and reflected "a hostility toward
advertising by its members even if it is truthful and nondeceptive." Ig, at
2593-2604a.

b. On plenary review of the AL1'S initial decision (see 16 C.F.R. 3.54(a}-
(b)), the Commission affirrmed the ALJ's finding of a violation of Section
5. Pet. App. 43a-158a. The Commission first found (id. at 47a-52a) that
petitioner was subject to the FTC Act as a corporaticn "organized to carry
on business for its own profit or that cof its members,” within the
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meaning of Section 4 of the Act, 15 U.5.C. 44, Noting that 't had
previously irejected the argument that the term "profit” in this context
should be limited to "direct gains distributed to * = * members,” the
Commission held that it had jurisdiction in th's case because a
substantial portion of petitioner's activities consists of practice
management, marketing, public relations, labbying, and ¢ther business-
related services that confer "pecuniary benefits” on its memobers. 1d. at
493, Hla-52a.

On the merits, the Commission concluded that petiticner's advertising
restrictions, both price-related and quality-related, constitutaed unlawful
restraints of trade. Pet. App. 58a8-92&. The Commission found, upon its
review of the record, that "advertising is important to consumers of
dental services and plays a significant role in the market for dental
services.” 1d. at &60a; see id. at 76a-77a. As for the price advertising
restrictions specifically, the Commission upheld the ALY's findings that
petitianer had barred its members from advertising "low"” or "reasonable”
fees, and had effectively precluded truthful across-the-bocard discount
offers. Id. at 63a-67a. The Commission also found that these restrictions
an price advertising "constitute{d] a naked aftempt to eliminate price
competition,” accomplished through the "indirect means of suppressing
advertising” about prices. Ibid. Based on that finding, the Commission
held that petitioner's price-related restraints were unlawful per se. Ibid.;
see id, at G0a-63a, 67a-72a.

The Commission also applied the antitrust rule of reason to all the
advertising restrictions at issue in this case, Pet, App. 73a-92a. After
observing that this Court "has made clear that the rule of reason .
contemplates a flexible enguiry, examining a challenged restraint in the
detail necessary to understand its competitive effect,” id. at 74a {citing
NCAA v. Beard of Regents, 468 U.S. 85, 103-110 (1584}), the
Commission Found (ibid.) that application in this case of the rule of
reason could be "simple and short,” beciuse "[tlhe anticompeéetitive
effects of CDA's advertising restrictions are sufficiently clear, and the
claimed efficiencies sufficiently tenuous, that a detailed analysis of
market power is unnecessary to reaching a sound conclusion.” But, the
Commission added (ibid.), "in any event, CDA clearly had sufficient
pawer to inflict competitive harm."

The Commission began its rule of reason analysis by assessing the
anticempetitive effects of the restrictions. Pet, App. 74a-78a.
Supplementing its earlier findings {under the per se rule analysis) of the
affacts of petitioner's restrictions on price advertising, id. at 73a-74a, the
Commission found that petitioner had also proscribed a "vast" range of.
nonprice advertising, barring virtually all claims regarding quality,
regardless of the truthfuiness of such claims. 1d. at 74a-76a. It found
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"substantial evidence” that the challenged z2dwvertising restraints
"prevented the disseminaticn of information Important to consumers,”
reqarding both price end nonprize aspects of the dental services offared.
Id, at 76a-77a. And it found that the restraints "hamper dentists in their
ability to attract petients," particarly dentists new to an area, Id. at
783a. The Commission therefore concluded that, because of the
importarce of advertising to consumers in choosing dentists (id. at 60a,
77a), petitionar's broad bans would "deprive consumers of informaticn
they value and of healthy competition for their patronage.” Id. at 78a.
Although it did not "quantify[] the increase in price or reduction in output
gccasioned by these restraints,” the Commission found their
"anticompetitive nature" to be "plain.” Ihid.

The Commission alse found that petitioner had the "power to cause harm
to consumers" by inducing its members to withhold information. Pet.
App. B0a. It had "little doubt” that petitioner had "the ability to poiice,
and entice its members to adhere to, the restrictions on advertising.”
Ibid. Moreover, it found that “"the services offered by licensed dentists
have few close substitutes,” that "the market for such services iz a local
ene," and that petitioner's members command "more than a substantiai
share of these markets” -- 75% of practicing dentists statewice, and
more than 90% in one region, Id, at 82a. Contrary to the All's
conciusion (id. at 261a}, the Commission found that there are
"significant barriers to entry” into those markets, id. at B2a-84a, even if
they are not "insurmountable," id. at 83a. Accordingly, the Commission
found that petitioner "possesses the necessary market power to impose
the costs of its anticompetitive restrictions on California consumers of
dental services.” Id. at 84a.

Like the ALI, the Cormnmission rejected petitioner's contention that its
restraints were either harmiess or pro-competitive. Pet. App. 84a-59a.
The Commission acknowledged that the prevention of false and
misleading advertising is a "laudaile purpose," but it concluded that "the
record will not support the <laim that CDA's actions [were} limited to
advancing that goal.” Id. at 84a. It found, rather, that petitioner's "broad
categorical prohibitions” {id. at 87a) were enforced "without any enquiry
as to how [prohibited claims] might be construed by consumers and
whether, as construed, they are true of the particular practitioner making
the claim™ {id. at 86a). And it perceived "no convincing argument, let
alone evidence" that "consumers of dental services have been, or are
likely to be, harmed by the broad categories of advertising” that
petitioner restricts, Id. at 8%a, -;

The Commission therefore held that petitionar's advertising restrictions,

violated Section 5 of the FTC Act. Pet. App. 90a-%91la. The Commission's
cease-and-desist order prohibits those restrictions (id. at 27a-31a), but
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expressly provides that petiticner may "adopt[] * * * and enforc[ =]
regsonable ethical guidelines governing the conduct of its members with
respect to representations that respondent reasonably believes would be
false or deceptive within the meaning of Section 5 of the Federal Trade
Commissiegn Ack.” Id. at 30a.

4. The court of appeals affirmed, Pet. App. 12-24a. As to jurisdict'on, the
court agreed with the FTC and with ather courts that Congress "did not
intend to pravide a blanket exclusion for nonprofit corporations” from the
reach of the FTC Act, and it approved the Commission's approach of
"locking at whether the crganization provides tangible, pecuniary
henefils to its members" in order to determine whether it is a
"corporation” subject to the Commission's jurisdiction. Id. at 15a-16a.
Under that standard, the court was "confident that tha facts of this case
support the FTC's jurisdiction.” Id. at 16a.

As to the merits, although the court acknowledged "same support” in
case law for the FTC's per se analysis of petitloner's restrictians on price
advertising, it concluded that a rule of reason analysis is more
apprapriate for all aspects of petitioner's advertising restraints. Pet. App.
17a-18a, It then cbserved approvingly that the FTC had applied "an
abbreviated, or 'guick lock' rule of reason analysis" in this case because
petitioner's restraints "are sufficientlty anticompetitive on their face that
they do not require a full-blown rule of reasen inguiry.” 1d. at 1Ba {citing
MCAA, supra).

The court first noted tnat "[rlestrictiors cn the ability to advertise prices
normally make it more difficult for consumers to find a lower price and
for dentists to compete on the basis of price.” Pat, App. 19a, On the
other hand, the court found no reason to give petitianer's oroffered
justifications for its disclosures more than a "quick look," because, "in
practice," under petitioner's disclosure reguirements, it was "simply
infeasible to disclose all of the information that is required,” and there
was "no evidence that [petitioner's] rule has in fact led to increased
disclosure and transparency of dental pricing."” Ibid.

Second, the court concluded that petitioner's restrictions on nen-grice
advertising resiricted the supply of information available Lo CONsSUMmers,
thereby "prevent[ing] dentists from fully cescribing the package of
services they offer, and thus limit[ing] their ability to compete.” Pet,
App. 193-20a. The court further suggested that the restrictlons "are in
effect a forim of cutput Iimitatioﬂﬂ as they restrict the supply of
informaticn about individual dentists' services." Thid, It rejected
petiticner's contention that its restrictions were justified because of the
potential for deceptian, for even that potential "does not justify banning
all guality claims without regard to whether they are, in fact, false or
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misleading.” id. at 20a.

Finally, the court rejected petitioner's contentions that the FTC's findings
wera not supported by substantial evidence. Pet. App. 20a8-24a8. In
particular, the court ruled that substantial evidence supported the FTC's
finding that petitioner had banned categories of advertising without
regard to whether they were false or deceptive. Id. at Z21a-23a. It also
upheld the FTC's finding that petitioner "possesses enough markat power
to harm competition” through its restraints on advertising. Id. at 24a.
The court accordingty affirmed the Commission's opinion and enforced its
order that petitioner cease and desist from restricting "truthful and non-
deceptive advertisements.” Ibid.

SUMMARY OF ARGUMENT

1. A. The Federal Trade Commission properly exercised jurisdiction over
petitigner, even though tt is formally a ncnprofit corporation, because a
substantial portion of its activities engenders economic benafits for its
profit-seeking members, Section 4 of the Federal Trade Commission Act,
15 U.5.C. 24, which sets forth the entities subject to the Cormumission's
jurisdiction, reaches not only conventional business enterprises but also
any association "organized to carry on business for its own prefit or that
of its members.” The FTC has consistently interpreted that statute,
adhering to ordinery definitions of the term "profit,” to reach trade
associations that engage in activities for the economic benefit of their
prafit-making members, even where the association itself is organized as
a nonprofit entity and the member benefits take forms other than cash
disbursements. The legislative history of the FTC Act evinces Congress's
intent to authorize FTC jurisdiction over such associations, and the FTC
and the courts have long acted on the understanding that the Act does in
fact reach such associations,

B. There is no basis in the statute for an implied, blanket exemption of
associations representing profit-making professionals. Petitioner's
argumneants based on Congress's ostensible lack of attention to
professionals when it enacted the FTC Act fail for the same reasons the
Court rejected an implied exernption of professionals from the antitrust
laws in Goldfarb v. Virginia State Bar, 421 U.5. 773 {1975}, Since that
ruling, the FTC has enforced the Act to protect the public from
anticompetitive and deceptive practices in which profassional
associations have engaged,

. The FTC's interpretation of the statute's reach -- which is based on the
provision of substantial economic benefits to an association’s profit-
seeking members -- is reasonable and merits judicial deference. The
record amply supports the FTC's application of that standard to
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petitioner, which generates significant economic benefits for its members
rhrough its provision of services to its members and its lobbyirg, public
relations, and marketing activities designed to increase their p-ofitability.

II. &. The FTC engaged in a proper and sufficient 2nalysis of petiticne-'s
advertising restraints under the antitrust rule of reason. This Court has
repeatedly emphasized the flexibility of the rule of reason; it has
instructed that the rule's application may be tailored to the
circumstances of particutar cases, and that elaborate industry analysis is
not necassary in all cases to condemn a restraint of trade as
unreasgonzble. The Caommission carefuily considerad kere gll aspects of a
rule of reasen analysis and conciuded, based on a substantial record,
that petitioner's advertising restrictions harmed consumers,

B, The Comrmission found, based on a substantial evidentiary record,
that petitioner's advertising restrictions deprive consumers of
information they value and of healthy competition for their patronage.
Fetitioner's restrictions, as enforced, proscribe a vast range of truthful
advertising claims regarding price and guality. The Commission's findings
regarding the actual effects of the restrictions belie petitioner's assertion
that its disclosure requirements would prompt dentists to provide mare
informaticn to consumers. Recognizing the indispensable role of
advertising in & free enterprise system, the Commission found that the
price and quality advertising suppressed by petitioner would be
important to consumers in choosing dental services. Although petitioner
disparages the value of the information at issue, this Court made clear in
FTC v. Indiana Federation of Dentists, 476 1U.5. 447 (1986), that a
private party is not entitled to preempt the working of the market by
deciding for ftself what information will be made available to consumers,
and that the concerted withholding of infermation valued by consumers
may be condemned even absent proof that it resulted in higher prices.

C. The Commission carefully considered petitioner's proffered
"arocompetitive” justifications for its restrictions, and properly found
them lacking. The Cammission found that petitioner's disclosure
reguirements do not, in fact, result in more information to consumers,
and found no basis for petitioner's contention that a ban on guality
claims was necessary to avoid deception. Unlike the carefully tailored
state restrictions that this Court has accepted in the context of First
Armendment challenges, petitioner banned broad categories of
advertising without regard to whether the banned claims were truthful or
nondeceptive, The Commission groperly rejected such a blanket
restriction on information that consumers desire as an unreasonable
restraint of trade.

0. Given the Commission's findings concerning the actual anticompetitive
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effects of petitioner's restraint, it was not required to engage in a furthe-
analysis of market power. It nevertheless did so, concluding first that
petitionar has the ability to reguire members to adheare to its advertising
restrictions {due tc the high value placed on membership), and second
that petitioner has the power to inflict the anticompetitive effects of
those restrictions on California consumers. It also pointed to the
sybstantial percentage of California dentists who comply with petitioner's
restrictions, as well as substantizl barriers to sufficient entry of new
dentists. Those findings were sulficient for this case; the Commission
was not required to engage in elaborate industry analysis that may be
required in other contexts, such as merger cases.

ARGUMENT

I. THE COMMISSION PROPERLY EXERCISED JURISDICTION OVER
PETITIONER BECAUSE ITS ACTIVITIES, IN SUBSTANTIAL PART,
PROVIDE PECUNIARY BENEFITS FOR ITS MEMBERS

Congress has empowered the FTC to prevent "persons, partnerships, or
corparations” from engaging in unfair methods of competition and unfair
or cecgptive acts and practices in or affecting commerge, 15 U.5.C. 45
{(a)(2). The FTC Act defines "corporation™ broadly, in Section 4, to
inciude not only cornpanies with capital stock, but also "any company,
trust, so-cailed Massachusetts trust, cr association, incorporated or
unincorporated, without shares of capital or capital stock or certificates
of interest, * * * which is organized to carry on business for its own
profit or that of its members.” 15 U.5.C. 44, In this case, the FTC,
apolying its longstanding administrative interpretation of Section 4, _
properly concluded that petitioner is subject to the FTC Act's reach as an
association "organized to carry on business for [the] profit * * * of its
members" because a substantial part of its activities "engender a
pecuniary berefit" for its profit-seeking members. Pet. App. 4%a, 51a-
52a.

A. The Text, Legislative History, and Enforcement History of the
FTC Act Support the Commission’s Exercise of Jurisdiction Over
Nonprofit Associations That Engender Pecuniary Benefits For
Their Membars

The tex: of the FTC Act shows a congressional purpose to grant the FTC
broad authority over companies and associations. The language of
Section 4 is expansive, 5ect|::rr1 4 extends the ordinary meaning of .
"corporaticn” to include "any” association ' Grgamzed to carry on
business for its own profit or that of its members," even if
unincorparated and lacking such hallmarks of a proflt =making enterpnse
as "shares of capital ar capitai stock or certificates of interest.” As long
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as the association carries on business "for [the| profit * * = of its
members," it is subject to the Act's prehibition against unfair methods of
competition. 15 U.5.C. £4.

The pivotal question in this case is whether an association may be zaid to
waork for the "profit" of its members, even if it does not distribute
earnings to them. Petitioner argues (Br. 19-21} that Section 4 uses the
term "profit” in the limitaed sense of the "excess of revenuss over
investment or expenses.”" Thus, it contends, to be within the reach of the
FTC Act, an association must itself earn and pay such "profits" {l.e,, tha
excass of (ks own revenueas over expenses) to its meambers.

Even if the Act did use the term "profit" in the limited sense of the
excess of revenues over expenses, that would not advance petitioner's
jurisdictional argument. Petitioner's activities are intended to, and do,
increase the revenues and decrease the expensas of its members, who
are "independent competing entrepreneurs” (Arizona v. Maricopa County
Med. Soc'y, 457 U.S. 332, 357 (1932}). Petitloner's activities help its
members achieve profitability, Thus, petitiorner carries on business for its
members' "profit," even if it dees not distribute its own earnings to them.
Nothing in logic or tha text of Section 4 suggests that the only way an
crganization may carry on business to help its members achieve profits
is to distribute [ts awn earnings to the members,

Moreover, "profit" is, and long has been, commonly used to refer more
broadly to economic benefit, When the FTC Act was passed in 1514, 3
standard dictionary defined "profit" to include "[alccession of good;
valuable rasults; useful consequences; avail; gain; as, an office of

2 S. Rapalje & R, Lawrence, A Dictionary of American and English Law
1020 {1883) ("In its primary sense, profit signifies advantage or gain in
money or in money's worth."), Modern definitions are similar, See
Webster's Third New Internationz| Dictionary 1811 {def. 2} (1986). And
Congress has frequently used "profit" and "for profit” in statutes to refer
to pecuniary benefit generally, rather than in the limited sense of the
excess of earnings over expenses and investment.’® The language of
Section 4 thus comfortably reaches asscciations that work for their
profit-seeking members' econemic benefit, even if they do not distribute
Earnings to the memoers.

Petiticner submits (Br. 21 n.5) that any "genuine nonprofit entity" should
be cutside the reach of the Act.qﬁ "genuine nonprofit entity,” howeawver,
may weil conduct activities that are intended to be, and are, for the
economic benefit of its members. Trade associations, for example,
freguently work to advance their members’ economic interests and
provide them with benefits of substantial value, even thouah such
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asscciations are genuinely nonprofit in that their revenues are not
cistributed ¢ their members, and even though such entities (like
petiticner) may be entitled to cxemption from federal incorme tax under

26 U.S.C. 501{z)(6), L0

The lecislative history of the FTC Act demonstrates, moreover, that
Congress considered the coverage of nonprofit associations (especially,
nonprofit associations of entrepreneurs) and decidec to include such
entities within the Act's reach, Wher Congress was considering
legislation to replace the Bureau of Corporations with the Federal Trade
Commission, both the House and the Senate tnitially passed bills that
would have definad "corporation” to refer only to incarporatad, joint-
stock, and share-capital companies arganized to carry on husingss for
profit. See H.R. Conf. Rep. No. 1142, 63d Cong., 2d Sess. 11, 14 (19143,
Two days after the Senate passed its version of the legislation, Bureau of
Corporations Commissioner Davies wrote to Senator Newlands, the bill's
sponsor and a member of the Conference Committee, expressing
concern about its definition of "carporation.”" Davies explained that the
bill would prevent the new Commissien from acting against trade
associations that "purport tc be organized not for profit,” and that,
z2lthough "[a)s to some of the things done by these associations, no
guestion as to their propriety can be raised,” such associations
nanetheless "furnish convenient vehicles for common understandings
logking to the limitation of output and the fixing of prices contrary to the

law, "1 The Conference Committee subsequently revised the definition
of "corporation” in Section 4 specifically to include associations tacking
capital stock that are organized to carry on business for their own profit
or that of their members. Id. at 3, That alteration of the statutory text
shows that Congress intended the Act toc reach nonprofit entities,
including trade associations, if they work to advance their members’
gconamic interesis,

The FTC and the courts have consistantly read the FTC Act in conformity
with Congress's intent to cover trade associations advancing the
economic interests of their members, From its earliest days, the FTC has
exercised its jurisdiction over anticompetitive practices by nonprofit
2ssociations whose activities provided substantial economic benefits to
their for-profit members' businesses, even though the associations did
not themsefves engage in manufacturinrg or retailing, and did not

distribute earnings to members.('2} The courts scon confirmed that "[t]
he language of the act affords ng-support for the thought that
individuals, partnerships, and c@rporations can escape restraing, under
the act, from combining in the use of unfair methods of competition,
merely because they employ as a medium therefor an unincorporated
voluntary association, without capital and not itself engaged in
commercial Business.” MNational Harness Mirs, Ass'n v, F1C, 268 F, 705,
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709 (6th Cir. 1920}, see also Chamber of Commerce v. FTC, 13 F.24
673, 684 (Bth Cir. 1926, Following these decisive sarly rulings, the FTC
and reviewing courts (including this Court) have cons'stently acted on
the urderstanding that nonprcfit trade asscciat’'ons are within the FTC's

jurisdiction. '3 Mare recently, when the FTC took action against a
nonprofit association for misrepresenting that no scientific evidence
lirked cholesteral in eggs to increased risk of cardiovascular disease, the
Seventh Circuit held that the group, which was "formed to promote the
general interests of the egg industry,” came within the definition of
"eorporation” in Section 4 because it "was organized for the profit of the
egg incustry, evan though it pursues that profit indirectiy.” FTC v.
Mational Camm'n_on Egg Nutrition, 517 F.2d 485, 487-488 {1975}

(internal quotation marks omitted), cert, denied, 426 U.5. 913 (19706).
(14) .

Diespite that lengthy history of FTC enforcement actiors (Upheld by the
courts) against nonprofit arganizations, petitioner argues {Br. 24-25)
thet Congress's failure to act on a proposed amendment to the FTC Act
in 1977 demonstrates that Congress did not intend, in 1914, to bring
such organizations within the reach of the Act. This Court has frequently
characterized such reliance an congressional inaction as "a particularly
dangerous ground on which to rest an interpretation of a prior statute.”
Ceantral Bank v. First Interstate Bank, 511 U.5. 164, 187 (1994}, see FTC
v. Dean Foods Co., 384 U.5, 597, 508-611 (1966). Concress's failure to
take action on the 1977 proposal in fact reveals little 2bout the matter at
hand, because that oropesal would have given the FTC jurisdiction even
pver whclly charitable institutions; the Act, as amended, would not have
been limited to nonprofit institutions that advanca their members' .

pecuniary interests. (1%} Cangress may have declined ta amend the Act
because it was satisfied with the existing state of the case law, which
(rthen as now) allowed the FTC to exercise jurisdiction over nonprofit
associations such as petitioner that advance their membears’ pecuniary
intarests (even if they do not distribute earnings to members), but not

over wholly charitable institutions, 4%} Accordingly, no reliable guidance
can be gleaned from Congress's failure to enact legistation in 1977, Cf,
Cansumer Prod, Safety Comm'n v. GTE Sylvanfa, Inc., 447 U.S. 102,
116-120 {1980); United States v. Southwestern Cable Cc., 392 U.5.
157, 170 (1968},

B. There Is No Basis In The Statute For A "Professional
Association” Exemption

Petitioner arques (Br. 16) that, even if some nonprofit entitles advancing

members' economic interests {(such as associations of autemobile dezlers
- or retail grocers) fall within the reach of the FTC Act, professional
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associakions like its=If nonetheless do not. The text of the statute,
however, will not suppart any implied, blanket "professional association”
exceplion. A voluntaiy nongrofit associatior of professionais may be
prganized {(and legitimately so) to advance its members’ economic
interests even if it also engages in public sarvice activities and
monitoring of ts members' ethics. Many associations of professionals (as
well as other entrepreneurs) cngage in both kinds of activities. See, a.g.,
National Soc'y of Prof. Eng'rs v. United States, 435 U.5. 679, 682
(1978). As the Court explained in Galdfar v. Virginia_State Bar, 421
U.S. 773, 788 (1975}, it is "no disparagement of * * * a profession to
acknowledge that it has [a] business aspect.” Dentists no less than
industrialists may come togcther in a voluntary nonprofit association to
advance their ecanomic interests as a group. it is also difficult to see
how any clear line could be drawn between classas of "professionals” and
"nan-professionals” for the purpose of defining the FTC's jurisdiction.

Petitioner suggests {Br. 24) that Congress must have intended to
exclude professional associations from the FTC Act's reach because the
professions were not regarded as subject to the antitrust faws when the
Act was passed. This Court In Geldfarh rejected the similar argument
that the business activities of "learned professions” were beyond the
Sherman Act's reach because such professions were not regarded as
"trade or commerce” when that Act was enacted. 421 U.5, at 787-7848.
Given the broad language of coverage used in Section 4 of the FTC Act,
its reach cannot be frozen by assumptions in 1914 any more than the
Sherman Act has been confined by assumptions extant in 1890. And
whether or not Congress contemplated at its enactment that the FTC Act
{or the Sherman Act) would be used against organizations of
professzionals such as dentists and lawyers, this Court "frequently has
observed that a statute is not to be confined to the particular
applications contemplated by the legislators.” Diamand v. Chakrabarty,
447 U5, 303, 315 (1980) (internal quotation marks, brackets, and
ellipsis omitted).

Since this Court made clear in Geldfarb that combinations of
professionals in restraint of trade are indeed subject to the antitrust
|laws, the FTC has consistently acted to protect the public from
anticompetitive practices of professional associations. It has brought
enforcement actions against organizations that were fixing or stabilizing

;:lrie:es,{:-”J thwarting cost containment pmgrams,“—gj and blocking the

development of health maintenance organizations.!3¥) It has also acted
against deceptive advertising and promeotion by professional _
associations, such as misrepresentation of their members' expertise.ﬁ-‘l}'
Petitioner's submission that such organizations are exempt from the FTC
Act would deprive the public of the important consumer protection
pravided by Section 5 against such unfair competitian and deceptive
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practicas, 2]
C. The Commission's Construction Of Its Jurisdiction Under The

FTC Act Is Entitled To Deference, And Its Application Of That
Construction In This Case Was Proper

For the reasons we have stated, the text of the FTC Act dces not support
a construction exempting all nonp:rofit {or professional) associations. Ak a
minimum, the fext does not compel such a constructicn. Since the word
"orofit" is capable of the construction that the FTC has placed on it -
encompassing the sitvation in which a nonprofit organization works to
advance its members' econgmic interests, even if it does not distribute
earnings to them - that construction is entitled to deference, Chevron
U.S.A, Inc, v. Natural Resources Defense Council, Inc., 467 U.S. 837,
842-844 {1934); Mississippi Power & Light Co. v, Mississippi ex rel,
Moore, 487 U.5, 354, 380-382 (1988) (Scalia, 1., concurring) (Chevron
deference applicable to agency's interpretation of its own statutory
authority or jurisdiction); see, g.g., NLRB v, Town & Country Elec., Inc..
516 U.5. 85, B9 {1995) (deferring to NLRB's interpretation of who is
"employee™ coverad by National Labor Relations Act). Deference is
particulariy appropriate because the FTC has consistently acted on the
view that Section 5 reacheas such nonprofit associztions since shortly
after the FTC Act was passed. See p. --, supra; Zenith Radio Corp. v.
United States, 437 1.5, 443, 457-458 {1978).

It bears emphasis that the Comimission does not read the FTC Act as
reaching all nonprofit associations but {consistent with the Act's
requirement of "profit™) only those crganizations "whose activities
angerder a pecuniary banefit to [their] members i [those] activit[ies
are] a substantial part of the total activities of the organization, rather
than merely incidenta’l to some non-commercial activity." Pet. App. 493
{guoting American Med. Ass'n, 94 F.T.C. /01, 983 (1979}, aff'd, 638
F.2d 443 (2d Cir. 1980), aff'd by an equally divided Court, 455 U.5. 676
{1982) {AMA)):{224) see also College Football Ass'n, 117 F.T.C. 971,
1000-1008 (1994 (FTC's determination that it lacked jurisdiction over
nonprofit organization engaged in commercial activity for its membearsg'
benefit because its members were not profit-seeking}. There is no basis,
therefore, for the suggestion that the FTC's reading of the Act will
expand its jurisdiction beyaond its proper reach, to the realm of

eleemosynary institutions.{23! Rather, the Commission has sensibly read
the Act as permitting it to intervene when a nonprofit entity advances its
members' economic intereste inthe commercial world. -

Petitioner's argument {Br. 19) that it falls cutside the statute's reach

because its "main purpose" is to promcte dental health lacks textual
support. The statute applies by its terms to entities that conduct
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business for the profit of their members, anc makes no excestion for
nnes that alsg conduct activit'es for the benefit of the pubkic.
Furthermaore, drawing a jurisdictional line based on an association's
"orimary” purpese would create sericus difficulties as to Ehe aroper
classification of an organization's activities (particularly those with both
public and private benefits) as well as the weights to be assigned to
them (e.g., weichirg by amount of expenciture or by degrae of
pecuniary benefit confarred). Such a line could also allow an association
to evade jurisdiction through creative accounting classifications of its
expenditures. The FTC was therefore justified in construing the Act's
reach to turn on the existence of a substantial pecuniary benefit £o an
organization's members, rather than on the nature of its primary
activities.

The record also amply supports the FTC's application of that standard in
this case. Given petitioner's emphasis cn the economic benefits that it
provides to its members (see pp. ---, supraj, the services that it offers in
competition with for-profit businesses {including training programs, job
placement, legal services, and low-cost insurance through its for-profit
subsidiaries) {see p. ---, supra; J.A. 20-23), and its lobbying on behalf of
its members' pocketbook issues ([bid.), there is substantial evidence to
support the FTC's conclusion that petitioner provides Its mambers with
substantial "pecuniary benefits." Accordingly, the FTC properly cencluded
that petitioner Is subject to the Act.

II. THE COMMISSION CORRECTLY CONCLUDED THAT
PETITIONER'S ADVERTISING RESTRICTIONS CONSTITUTE AN
UNREASONABLE RESTRAINT OF TRADE

Section 1 of the Shermar Act, 15 U.S.C. 1, prohibiis unreasaonable
restraints of trade, Sea Standard Oil Co. v, United States, 221 U.5. 1, 65
(1811). Restraints that "always or almost diways tend to restrict
competition and decrease gutput" are ceemed unrezsonable per se,
Northwest Wholesale Stationers, Inc. v. Pacific Stationery & Printing Co.,
472 U.5, 284, 289-290 (1985); see Nerthern Pacific R, v. United States,
356 U.5. 1, 5 {1958}, Other restraints are subject to the "rule of reason,”
reason,” which seeks to distingulsh between a restraint that "merely
requlates and perhaps thereby promotes competition” and one that "may
suppress or even destroy competition.” Continental T.V., Inc. v. GTE
Sylvania, Inc., 433 U.S. 36, 49 n.15 (1977) {internal quotation marks
omitted). In all cases, however, the purpose of the antitrust inguiry is "to
form a judgment about the competitive significance of the restraint.
NCAA v. Board of Regents, 468 U.S. 85, 103 {1984} {internal gquotation
marks omitted). :

In this case, the Commission carefully examined petitioner's restraints in
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light o their surrcunding circumstances and an extensive Factual record
that had been ccmpited about their actual effect. Pat. App. 73a-92a. It
found that petitioner applied its advertising rules to ban systematicaly a
"vast" range of advertising valued by censumers, depriving them of
truthful, nondeceptive informaticn ahout the price and quality of dental
services, [d. at 74a. Tt also concluded that the restraints significantly
interfered with the proper functioning of the market and were therefore
anticompetitive. Id. at 78a. Although the Commission fecund it
unnecessary to guantify the precise consumer injury caused by these
restrictions, it sufficiently considered pertinent factors under the rule of
reason, including market impac: pewer the ostensibly procompetitive

(consideration of same factars by court of appeals). (4%

Petitioner's primary complaint (Br. 38, 42) is that the Commission failed
to make a detailed inquiry into market structure and inko its market
power. In fact, the Commission {and the court of appeals) did examine
markeat power, and found that petitioner had the ability to withhold “rom
consumers the valuable information that they seek about dentists’ prices
and services, See Pet, App. 23a-24a, 7%9a. The Commission’s analysis in
this case followed the Court's teachings that the rute of reason may
properly be tailored to the circumstances of each case, and does not
necessarily require a "detailed market analysis" in every instance. See
FTC v. Indiana Fed'n of Denrtists, 476 U.S. 447, 460 (1986) (IED). By
insisting on what it kerms a "full rule of reasen” analysis in cases such as
the present one -- including the detailed analysis of matters such as the
structure of iocal gecgraphic markets -- petitioner would interpose
unjustified barriers to the adjudication of antitrust claims by the
Commission and the federal courts, Although an informed fudgment
about an arrangement's likely competitive effects may in somsa cases
require elaborate efforts to delineate market boundaries, na such delail
was neaded here to find a substantial restraint an competition.
Petitioner's ather objections to the FTC's analysis are all attacks on the
Commission's factual determinations, which (as the court of appeals
ruled, Pet. App. 20a-24a) are amply supparted by tne record.

A. The Commission's Analysis In This Case Was Consistent With
This Court’s Decisions, Holding That The Rule Of Reason Requires
A Careful Yet Flexible Inquiry Into Competitive Effects, Tailored
To The Circumstances Of Each Case

Antitrust tribunals apply the ruie‘fof reason to evaiuate the competitive
significance of a wide variety of business and trade association practices,
which can vary greatly in their complexity, purpose, and effect. For this.
reason -- and in keeping with its commaon law origins -- the rule of
reasan is "used to give the [antitrust laws] both flexibility and definition.”

FEFacs F s fre novfanc/hriefs firdasnaten BEm RITQANZ



R B L S o | B R EERH B " SR B ) R e R N R e - ol IS L T T

MNatioral Scc'y o Prof, Eng'rs v, United States, 435 4.5, 679, 688

(19?8].{253' The Court has emphasized the flexibility of the rule of r2ason
on several occasions, and hos instructed that the requirernents of
analysis under the rule vary according to the circumstances presented,
For example, in NCAA, supre, the Court declined to apply the per s2 rule,
but invalidated without detailad market analysis the NCAA's restrictions
on tetevising foothzll games under the rule of reason, The Court rejected
on both legat and factual grounds the NCAA's argument that its television
plan could not be condemned under the rule of reason because it lacked
market power,

As a matter of law, the absence of proof of market power does
not justify a naked restriction on price or cutput, To the
cortrary, when there is an agreement rnot to compete in terms
of price or cutput, "no elaborate industry analysis is requirad to
dermnonstrate the anticompetitive character of such an
agreement.”

468 U.5. at 109 {gucting Prof. Eng'is, 435 U.5. at 692).

The Court took a similar approach to rule of reason analysis in IED,
supra, a case quite similar to the present one. There, a state asscciation
of dentists had agreed not to provide copies of dental x-rays to insurers,
who sought to use them to assess the propriety of the dentists' services
and charges. See 476 U5, at 448-450, The Court rejected arguments in
support of the agreement similar to the ones petitioner advances here --
namely, "that the Commissian's findings were inadequate because of its
failure both to offer a precise definition of the markat in which the :
Federaticn was atleged to have restrained competition and to establish
that the Federation had the power to restrain competition in that

x-rays did not amount to a per se illegal boycott, it nevertheless ruled
that "[alpplication of the Ruie of Reason to these facts is not a matter of
any great difficulty,” in light of the nature of the restraint and the
Commission's finding of actual effects on competition. Id. at 459,

In so ruting, the Court made two points about the role of market power
evidence in rule of reason cases. First, some restraints are unlawful
under the rule of reascon without any proof of market power at all:
"absence of proof of market power does not justify a naked restricticn on
crice or output." IFD, 476 U.5, at 460 (quoting NCAA, 468 .S, at 103).
Second, other restraints may besshown to be unlawful without extensive
rmarkeat power analysis. As the Court explained, "even if the restriction
imposed by the Federation [was] not sufficiently 'maked' to call this
principle [condemnation without proof of market power] into play, the
Commission's failure to engage in detailed market analysis [was] not
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fatal to its finding of a violetion of the Rule of Reason.” Ikid. The Court
reasoned that "Federation dentists constituted heavy majorities of the
practic’ng dentists" and that insurers werc actuzlly unable to cbtain x-
rays, ihid., and, therefore, that the restraint "had adverse effects on
competition," id. at 461, The Court further reasoned that, even if the
purpose of obtaining x-rays was to minimize costs, the restraint was
"likely erough to disrupt the proper functioning of the price-setting
mechanism of the market that it may be cocndemned absent proof that 't
resulted in higher prices.” 1d. at 461-462,

In the present case, the Commission hewed closely to this analysis and
tc the Court's teachings "that the rule of reason contemplates a flexibie
enquiry, examining a chalienged restraint in the detail necessary Lo
understand its competitive effect.” Pet. App. 74a (citing NCAA, 468 U.5.
at 103-110) {emphasis added). The Commission referred to its rule of
reason analysis as "simple and shart” (ibid.), which it was, in comparison
to the-lengthier analysis that may be needed In (for example) a merger
case, where it may be necessary to delineate numercus gecgraphic
markets. But the Commission - which has extensive experience with the
effects of advertising restrictions -- reached its finding of a violation of
Section 5 only after a careful assessment of the record regarding the
actual and likely effects of petitioner’s highly restrictive advertising rules
on consumers of dental services in Callfornia. See id. at 74a-84a, Based
on its finding that "the general proposition regarding the importance of
advertising to competition carries over to the instant situation,” ibid,, the
Commission reasonably concluded that petitioner's restrictions on
advertising had adverse effects on competitlon, for an agreement that
"limit[s] consumer choice by impeding the 'ordinary give and take of the
marketplace’ cannot be sustained under the Rule of Reason.” IFD, 476

.S, at 459 {(qucting Prof. Eng'rs, 435 U.S. at 692}.[25]

Petitioner {(Br. 27, 45-46) and amicus NCAA {Br. 11-12) go far afield in
urging the Court to establish the contours of the analysis required under
the rule of reason for all possible cases. All that is at issue here is
whether the restraints on advertising in this case required a more
extansive analysis than the Commission afforded them. In asserting the
nead for a "full rule of reason analysis," petitionar would have the Court
require an exhaustive market analysis whenever an antitrust tribunal
applies the rule of reasaon (outside some ill-defined class of restraints in
which it concedes that a "quick look” is sufficient, Br. 31). Such a rigid
requirement is not required by this Court's precedents, however, and can
stand only @s an unnecessary roadblock to a measured and sensibfé
application of the antitrust laws, especially in contexts tike the present
case, involving extansive suppression of information that consumers find

highly usefy),i42)
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B. The Commisston Properly Found, Based On Substantial
Evidence, That Petitioner's Advertising Restrictions Had
Anticompetitive Effects.

The JCommission engaged in an extensive analysis of the effects of
petitioner's advertising restrictions, and concluded that they harmed
competition oy "depriviing] consumers of information they vaiue and of
healthy competition for their patronage.” Pet. App, 78a; see aiso id. at
55a-60a, 63a-67a, 74-77a. That conclusion was based on two
intermediate findings. First, the Commilssion found that the actual effect
of petitioner's restrictions was Lo suppress a vast range of truthful and
nondeceptive advertising, Secand, it found tha: the restraints were
harmful to consumers of dental services, bacause the advertising thak
was suppressed would have been useful ko them in making choices asout
dental services. Those conclusions are fully supported by the record.

1. As detailed above (pp. ---, supra), the Commission amassed an
extensive record of the ways in which petitioner foreclosed its members
from providing useful information about price and quality to consumers.
Based on that record, the Commission cancluded that petitioner had
"effactively preclude[d] its members from making low fea or across-tha-
hoard discount claims.” Pet. App. G3a. It also found that "[tihe nonprice
advertising CDA prohibits is vast,” and that petiticner had, in practice
"orohibit[ed] all guality claims.” 1d. at 74a-75a.

These we. |-supported factual findings refute any notion rthat petitioner's
onerous cisclosure reguirements, in particular, could have had the effect
af "giv[ing] consumers more information, not less" (Pet. Br, 34).
Although petitioner's policy concerning the advertising of discounts is
suzerficially couched in terms of disclosure requirements, the
Commission found that the actual effect of such reguiremants was
"prohibitive” of across-the-board discount advertising. Pet. App. 66a-
673, 853-86a. In reaching that factual finding, the Commission employed
its expertise - developed in its dual function of protecting consumers
against deceptive practices and preventing anticompetitive acis - in
evaluating the practicail effact of disclosure reguirements. As petitionar
points out (Br. 34-35%, there are circumstances in which disciosure
requirements are highly beneficlal to consumers, and the FTC does in
some cgses mandate disclosuras to prevent consumer decaption. But the
FTC is aware (as is this Court, see Morales v. Trans World Airlines, 504
U.S. 374, 389-390 (1992}), that excessively burdensome disclosure
requirements can have the "paradoxical effect” of stifling information
that might benefit consumers, Sge Pet. App. 66a. The FTC is often called
upon to make practical judgments about the actual or likely effects of
disclosure requirements, and it properly congluded in this case that
petitioner's requiremeants weare o onerous that they operated in actual
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cifect gs a "bBroad ban" on discount advertising, Id. ét 67a. Indeed,
petitioner appears to concede (Br. 36) the Lnreasonzbleness of its
requirement that acrass-the-board discounts on all dental procedores ge

accompanied by the fulf litany of mandated dizclosureg, (28

2. The Commission 2|50 addressed at [ength the significance to
consumers of petitioner's restraints. It was not fust the fact that
dissemination of truthful information was forbidden, but particularky the
kind of advertising banned -- relating to the price and quality of service
offered -- that concerned the Commission. As the Court has emphasized,
advertlsing "performs an indispensable moie in the allocation of resources
in a free enterprise system." Bates v. State Bar of Arizona, 432 U.S. 350,
364 (1977); see aisc Virginia State Bd. of Pharmacy v. Virginia Citizens
Consumer Counck:, [nc., 425 U.S. 748, 765 (1976), AMA, 94 F.T.C. at
1004; Massachusetts Bd. of Registration in Optometry, 110 F.T.C. 549
{1988); American_Dental Ass'n, 94 F.T.C. 403, 405-406 (1979],
modified, 100 F.T.C. 448 {1982).

On the facts of this case, the Commission found fully appiicable the weill-
established importance of price and guality advertising to consumers,
Advertising, it found, "is impertant te consumers of dental services and
plays a significant role in the market for dental services.” Pet. App. 60a;
see [d. at 7Ba. Those findings by the Commission echo those of the ALS,
who concluded that petitioner's "conspiracy has injured those consumers
who rely on advertising to choose dentists.” Id. at 261a. The record
showed that advertisements highlighting low or discount prices, comfort
and gentleness in the provision of dental services, or both were effective
in attracting consumers {and much more effective than "generic
advertising without comparative quality or price claims"), demonstrating

the impartance of such information to consumers. 1d, at 77a.(23)
Accordingly, the Commission properly found that information about price
as well as "quality and sensitivity to fears is important to consumers and
determines, in part, a patient's selection of a particuiar dentist,” 1d. at
76a-77a. :

Petitioner attempts to minimize the competitive significance of some of
the banned ads. It argues, for example (Br. 36-37), that discount
advertising conveys "negligible informational content.” The short answer
to such cententions is that, in a free-market seconomy, it is generally up
to consumers to decide what information is useful and what is not. See
generally N. Averitt & R. Lande, Consumer Sovereignty: A Unified Theory
of Antitrust and Consumer Protection Law, 65 Antitrust L.1., No. 3,.at
713 (Spring 1997). The advertising of discounted prices and references
te "affordable fees" can signal to the consumer the potential availability.

of cost savings, which can then be investigated further (32} Similarly,
claims about quality of service, although dismissed by petitioner as
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"subjective™ {Br. 407, may convey useful infermation concerning the
attitudes and approach af the dentist -- such as commitment o
gpunctuality, to uhdersianding the patient's arxieties, or simpiy to
croviding high-guality care. As this Cowrt has recognized, advertising can
Benefit consumers even if iz requires further inquiry. See Morales, S04
1J.5. at 388-389 (noting utility of advertisements for discounted air
fares); prof. Eng'rs, 435 U.5. at 692-5693 {rejecting argument that
"innerently imprecise” pricing information was of no value to
consumers). Petiticner "is not entitled to pre-empt the working of the
market by deciding for itself that its [members’ patients] do not need
that which they demand.” IFD, 476 U.5. at 462,

3. The Commission's conclusicns in this ¢case are consistent with long-
pbserved effects of advertising restrictions: they "increase the difficulty
of discovering the lowest cost seller of acceptable ability[, and] * * *
[reduce] the incentive te price competitively.” Bates, 433 U.5. at 377-
578. As the Commission alsc noted, the importance of advertising
“attaches not cnly to price information, but to all material aspects of the
transaction,” including quality, Pet. App. 58%a. Although the Commission
found it unnacessary to "guantify[] the increase in price or reduction in
output occasioned by these restraints” {id. at 78a), &5 conciusion that
these results would ensue is supported by both the record and by
"eommon sense and economic theary, upon both of which the FTC may
reasonably rely." IFD, 476 U.5. at 456. Moreover, as this Court stressed
in IFD, the market may be deemed harmed by concerted, artificial
suppression of information even without direct preof of effects on prices:

A concerted and effective effort to withhold {or make more
costly) information desired by consumers for the purpose of
determining whether a particular purchase is cost justified is
iikely encugh to disrupt the proper functioning of the price-
setting mechanism of the market that it may be condemned
even absent proof that it resulted in higher prices.

Id. at 461-462.031) Accordingly, the FTC's conclusion that petitioner's
advertising restraints had anticcmpetitive effects is fully consistent with
this Court's decisions and supported by the record.

C. The Commission Properly Found That the Restraints Lack Any
Plausible Procompetitive Justification

Cantrary to petitioner's COI'ItEI"ItP@I"I the FTC did not end its rule of reason
ingquiry once it determined that petH:u::ner s restraints on truthful,
nondeceptive advartisements had an anticompetitive effect. Rather,
consistent with this Court's instructions about rule of reason analysis
(IFD, 476 U.5. at 459; Prof. Eng'rs, 435 U.5. at 693-695), the FTC
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car=fully considered petitioner’'s cantentions that its advertising
restrictions have procompetitive effects, See Pet. App. B£a-90a. The FTC
fully recagnizes that self-regulatior by professional organizatons "may
serye to regulate and promote ™ * ¥ competition” by preventing
deceptive practices. See Prof,_Eng'rs, 435 U.5, at 96, I alsc
ackncwledged in this case that "the prevention of faise and misleading
advertising is indeed a laudasle purpase.” Pet. App. 84a. It found,
howevear, that petitioner's advertising bans were not tailored to that
puroose, but instead "swept aside” price end guality advertising with
"broad strokes,” without regard to its potential for deception. [d. at 89a.

Before this Court, petitioner makes two principal arguments, neither of
which has merit. With respect to price advertising, the scle
procompetitive thaory petitioner advances is that its disclosure
requirements for advertising discounts will increase the amount of
information provided to consumers. {Petitionar appears tc make no
argument in defense of its prohibition against comparative advertising
claims such as "low fees" and "reasonable fees.") Because of that
potential for increased information, petitioner maintains (Br, 34-36) that
a more detailed analysis of 1ts restrictions was required. Whatever might
be the merits of such a contantion where disclosure requirements rezlly
do have a procompetitive potential, it cannot be sustained in this case,
where {as we have explained), the FTC, emplaying its expertise in such
matters, found that the actual effect of petitioner's onerous disclosure
requirements, as they have been interpreted and enforced, is to
suppress all across-the-board discounting claims. See pp. -, supra. The
FTC therefore rejected petitioner's asserted procompebitive justification

for its restraint only after finding it factually unsupportable, (3%

With respect to its restrictions on quality claims, petitioner submits {(Br.
38-39) that it may ban ali such claims because they are "potentially
misieading."” This Cour: has suggested that some quality claims by
professionals about performance may well be misleading and may
therefore be restricted. See Bates, 433 U.S. at 366, 383-384. The Court
has not held, however, that all quality claims by professionals -- even
claims that do not relate directly to the gquality of performance, such as
promises of punctuality and offers of a comfortablie environmeant,
designed to dispet anxiety about visiting the denfist (p. --, supra) -- are
nacessarily misleading, Indeed, Bates warned of the potential of
overbroad advertising restrictions usad to "perpetuate the market
position of established [market participants].” Id. at 377-378. The Court
has alse admonished, with respact to state regulation of marketing. by
professionals, that "the frae flow of commercial information is vaiuabie
enough to justify imposing on would-be regulators the costs of
distinguishing the truthful from the false, the helpful from the
misleading, and the harmiess from the harmful." Shapero v. Kentucky
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Bar Ass'n, 486 U.5. 466, 478 (1288) (internal quetation marks cmiftad),
That admonition is even moaore apt in the context of industry self-
regurlation, where the body imposing reskrictions lacks full pubiic
accountabiity and may be subject to incentives to adopt approaches that
restrict campetition.

Ir the present case, drawing distinctions between deceptive and
nondeceptive advertising is precisely what petitioner did not do. Instead,
it imposed blanket bans on useful advertising claims without regard to
whether they were truthful or deceptive. Furthermore, although it had
every gpportunity to do so, petitioner made no effort to show any basis
on which a prephylactic restraint might be justified, such as a history of
abuse or false and deceptive advertisements that could not he affectively
preventaed by 2 more narrowly tailored rule, Cf. Florida Bar v. Went For
It, Inc., 515 U.5. 618, 626-628 (1995). The Commission alsa expressly
allowed petitioner to enforce "reasonable ethical guidelings * * * with
respect to representations that [petitioner] reasonably believes would be
false or deceptive.” Pet. App. 30a. Generalized arguments about the
procompetitive benefits of suppressing false and deceptive advertising
therefore cannot sustain petitioner's overbroad restrictions.

P. The Commission's Market Power Analysis Of Petitioner's
Restraints Was Appropriate

Ir light af the Commission’s conclusions regarding the anti-competitive
effects of petitioner's advertising restrictions, it did not find it necessary
to perform an elaborate structural analysis of the markets in which
petitioner's members conduct business, Pet, App. 78a. As the
Commission ncted, this Court "has indicatad that when a court finds
actual anticompetitive effects, no detailed examination is necessary o
Nevertheless, the Commission did examine market pawer, and it had an
ample basis on which to conclude that petitioner had the ability "to
impose the costs of its anticompetitive restrictions on California
consumers of dental services," id. at 84a, which was the relevant
detarmination.

The facts supporting that determination are straightforward. Fully 75%
of Califernia’s practicing dentists {and 90% in one region} are members
of petitioner.@ Fat. App. 82a. The Commission found substantial
barriers to entry and few close substitutes for the services offered by

petitioner's members, Id. at 82a-83a.43%) It also found that petitioner
had the power to reguire members and aspiring members to comply with
the restrictions, because of the importance ptaced on membership by
California dentists. Id. at 80a-81a. Given those findings {which the court
of appeals upheld and which petitioner does not challenge here), the
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Commission properly concluded that corspiring members of petitioner
had the pewer to impose their will on the market as a whole, 5ee |c. at
B4a.

The FTC was not requred to appreach the issue of markst power as if
this were a merger case. Market power analysis is not an end in itself; it
i5 & tool to help determine whether the challenged conduct is
anticompetitive. See IFD, 476 U.S. at 460. Because the anticompetitive
potentizl of different types of conduct varles, the appropriate market
power analysis varies as well. See, e.,g., NCAA, 468 U.5. at 109-110;
IFD, 476 U.S. at 460. Certain kinds of agreements chzilenged under
Section 1 of the Sherman Act require an extensive structural analysis
because it is not possible to reach a reasoned conclusion about the
competitive effects of such agreements without an understanding of the
market context. See Northwest Whelesale Stationers, Inc. v. Pacific
Staticrery & Printing Co., 472 U.5. at 296 (buyer cocperatives}; Tampa
Elec. Co. v. Nashville Coal Co., 365 U.5. 320, 334 (1961} {exclusive
dealing arrangements). Similarly, in merger cases, the antitrust tribunal
must predict the competitive effect of structural changes to the market,
and so the inquiry ordinarily Focuses on structural issues. By contrast, in
cases involving conduct deemed unlawful per sg, there is generally no
need for market analysis because the conduct is conciusively presumed
to be anticompetitive.

Other cases fali between these two poles. NCAA, for example, involved &
restraint that the Court characterized as a naked restraint on output,
which could be condemned without an "elaborate industry analysis.” 469
U.5, at 109. In IFD, the Court suggested that the agreement was
sufficiently anticompatitive on its face to fall within the NCAA analysis. '
476 U.S. at 460, It also made clear, however, that even if that were not
the case, a full structural analysis of the market was not required. Ibid.
In this case, the Commission and court of appeals properly relied on this
Court's teaching in IFD that "the finding of actual, sustained adverse
effects on competition in those areas where [petitioner's] dentists
predominated, viewed in light of the reaility that markets for dental
services tend to be relatively localized, is legally sufficient to support a
finding that the challenged restraint was unreasonable even in the
absence of elaborate market analysis.” 476 U.S. at 461; see also Peat,
App. 24a (court of appeals noting that advertising restrictions imposed
by such "large scale professional organizations” have substantial
anticompetitive effects that can properly be condemned "without careful
market definition”) (quoting 7 P+ Areeda, Antitrust Law § 1503, at 377).
The advertising that petitioner bans informs consumers so that they may
compare competing market participants. If, as the Commission found, @
combination comprising three-quarters of the practicing dentists in the
State adheres to strict policies banning such advertising, then cansumers
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will lack the information they desire, regardless of the actions of cther
market participants. Accordingly, once the Cemmission foundad that the
restraint had anticompetitive effects end that petitioner could inflict
those effects on the market as a whole, it was amply justified in
concluding that petitioner "possesses the necessary market power to
impose the costs of its anticompetitive restricticns on Califarnia
consumers of dental services.” Pet, App. 84a.

CONCLUSION
The judgment of the court of appeals should be affirmed.
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DEBRA A. VALENTINE SETH P, WAXMAN

General Counsel C Soficitor General

JOHN F. DALY JOEL 1. KLEIN

Asgistant General Counse/ Assistant Attorney General
ELIZABETH K. HILDER LAWRENCE G. WALLACE
JOANNE L. LEVINE Deputy Solicitor Generaf
Afforneys

Fedaral Trade Commission PAUL R.Q. WOLFSON

Assistant o the Soffcitor General

DECEMBER 1996

1. Ia the last year that petiticner explicitly reportad its poblic sarvice expenditures, th'm..r
they accounted for 7% of its annual budget. 1.A. 19; Pet. App. 5Za. In the same year,
axpenses for "direct member services” were 55% of petiticner's budget, and '
gdriristration and indirect member cesvices accounted for an additianal 20 sercent.
Ibid.

2. Although some of petitiener's lobbying has advocated measures to promote public
health, much of its lobbying has been directed at protecting members' profitability.
Thus, petitiorer has opposed legislatien regarding mandatory health insurance
caverage for part-time employees and treatment of infectious and hazardous waste,
and it has supported malpractice-liakility and workars' comaensation reforms. Pet. App.
177a-17%a.

3. One dentist testifiad that, to advertise an across-the-board discount, a member
watlld have to list his regular fees for 100-300 procedures. Pet. App, 2012. & member
of petitioner's Judicial Councll {which igresponsible for enforcing (s Code of Ethics, see
id. at 2a) acknowledged that to advertise an across-the-beard discount in compliance
with these reguiremeants "would probably take two peges in Lhe telephone book," and
that "[n]obody ic going to really advertise in that fashion.” Id, at &6a.

4. For example, petiticner disapproved advertisarmanis that offer "20% cff new patients
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with this ad"; "23% discount for new patients on exam x-rdy & cleaning/ 1 couscn Jer
patiart) offer axpires 1-30-94": "20% senior citizen discount, 20% military discoant”;
and "Complete Consiuetation, Exam and ¥-rays (if neecec) * * ~ [far anly] a $1.00
charge to you and your eatlre famly with this coupon® before a cartain date. Id, at G6a-
AR7a, 90a n.25, 2002-202a. Dentists rew o an area who socught to attract patients by
afvertising a "Grand Opening Specizl $5 exam x-ray, $15 pallshing grc 40% cff dental
Creatrment,” or 3 "get acqua.nted offer” that "an initlal casultatlon, complete exam, any
w-rays 314 tooth dfeaning will ba done for only 35 (applles to all memaers of vour
family)" also encointered jefitioner's disapproval, Id. at 77a n.18.

5. Thus, petitioner has disapprovec such phrases as "personal quality dental cara™;
"[Wle cater to those people that demand quality, personal attenticn, and

punctuadity" (Pet. App. 204a); "you shou £n't have o wait hours or days far dental
care" {id. at 205a); "my numEar one concesh s your care and comfart”; "You'll
appreciate cur warm personal attention”; "State of the art deatal services” (id. at
208a); "dedicated to quality dental care at low cost"; "comertable and personalized”;
"latest equipment end gentle, caring, techniques" {id. at 214a}; "fully madarn . . .
luxuricus atmosphere” (id. at 235a); "2l of our handpiecas (drills)} are individually
autoclaved for sach and avery patient"; and "highest standards in sterilization” [id. at
753). For several yearg, petitioner disallowead advertising that a dentist cffers "gentle”
care, ot "special care for sowards," and many local components continue b proscribe
such claims, [d, at /%a, 211a-2123.

6. The excerpts of the record filed by the FTC in the court of appeals include an
extensive summary of petitioner's disciplinary actions as well as a long list of the words
ard ph-ases that petitione: and its components have proscribed, See FI'C Supp. E.R.,
vol, I, Tab 2, and Vol. 1L

7. Althpugh the present case arises under Saction 5 of the FTC AcCt, 15 U.53.C. 45,
practices that violate Section [ of the Sherman Antitrust Act, 15 A.5.C. 1, are
necessarily "unfair methods of competition™ under Section 5, and the Commission relied
@F Sherman Act principles in addressing the merits of this case. See Pet, App. 532 n.5;
FTI¢ v. Indiana Fed'n of Dentists, 476 U5, 447, 454-455 [1<86),

B. Petitioner maintains that the AL] faund [aat its advertising restrictions had "rc
impact on competition.” See Pet. Br. 2, 6-7, 13, 15, 27, 41-42; Pat, App. 24Ca. In
context, however, it appesars that the ALY wes quoting the testimony of patitioner's own
expert witness, and was not adopting that testirony as his own factual finding. See
ibid. Indeed, the ALl nated that this wikness "has no expertise in, nor has he made any
study of, the econormtic aspects of the dental market or denkal advertising.” Id. at 244a.
Even f the AL) did credit that withess's testimany on the impact of competition (see id.
at 83a n.22}, the Commisslon rejected such a conclusior and found that competition
was harmed by petitiorer's restrictions, ihid,; see oo, --, infra, and the court of appeals
uvpheld the Commission's finding as supported by substantial evidence, see pp. --, infra;
Fet. App. 23a-24a.

S, See, e.q., 7 WLE5.C. 1205 A1) (defining "commeadity trading advisor” as one wha,
"for compensatien or profit,” advises others on commodity trading}; 7 W.5.C. 2132(
{defining animal "dealer” a= one who "for compensation or profit" delivers animais for
sale); 8 LLS.C. 1375{e)(1)(A) (Supp. I 1992 {defining 'international matchmaking
croanization" as one that offers matrimonial services "for profit"}; 18 U.S.C. 1170{a}
{punishing one who "uses for profit” any Native American human remains without the
right of possession); 42 U.S.C. 3604{e} (punishing cne wha, "[flor prefit,” induces
anuther te sell ar rent a dwelling based on changes in raclal compasition of
reighberhood); see also 12 WS.C. 2802(4); 18 LL.S.C. 31; 18 U.5.C, 921{a)(21); 18
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J.5.C. 1466{9): 42 U.5.C. 2205¢0); 30 U.S.C. 217,

10. Petitioner (Br. 20 n.4) znd amic {ASAZ Br. 16, ADA Br. 15 argue that, t2 gualify as
tax-exempt under Section 501{c}5]), they had to satisfy that Section's réguiremeant
that "mo part of [Eheir] net earnings = ™ * inure[; to the oenefit of ary orivate
sharehs.cer or ndividual," which (they contend} necessarily means that they do not
cperate Far the grofit of their membars, Under Section 50L{c}(563, howaver, it is
generaily permissible for & trade association’s activities to "improval] the business
conditions" of the industry as a whole, including its members, as long as such berefits
gre not confined to the association’ s members, See Matignal Muffler Dealers Ass'n v,
United States, 440 U5, 272, 482-484 (1979); MIE, Ire. v, Commissignear, 7324 F.2d 71,
76 & n.3 {1st C:r 1984%; 26 C.F.A, 1. 501{¢)(51-1. Indeed, as Seckion SO1(cHE) is
confined o entities with comman buziness interests (a2 opaosed to charities, which are
coverad eisewheare), that Section prezuppaoses the promaotion of an industry's ecocromic
interasts, Furthermers, there are significant diffarences betwean the purposes and
operatian of the revenus laws and the FTC Act. Cf. FTC v. Bunte Bros., 312 .5, 345,
353 {1941) ("Translation of an implication drawn from the soscial aspects af ane
starute to a totally different statute is treacherous business”). The fact that an entity
rmight be considered nonprofit for tax purposes does not necessarily mean that it is
outside the broad enforcement reach of the FTC Act

11. Trece Sommission Bill: Letter from the Commissioner of Corporaticrs to the
Chairmar of the Senate Comm. on Interstate Commerce, Transmikting Certain
Suggestions Felative to the Bill (H.R, 15613 to Create 2 Federal Trade Cammission,
53d Cong., =d Sess. 3 {1914],

12, %ea, p.g., FTC v, Associaticr of Flag Mirs,, 1 =.T.C. 55 (1918); FTC v. United States
Gold Leal Mirs. Asz'n, I F.T.C. 173 (1918%; FTC v, Bureau of Statistics of the Book
Paper Mfrs., 1 F.T.C. 38 (1917,

13, See, p.q., FTC v. Cament Inst., 233 LS. 683 {1548); Millinery Creator's Guild, Inz,
v. FTC, 312 U5, 469 {1941}; Fashien Criginators’ Guild v, ETC, 312 U.S. 457 [1941);
FTC v. Facific States Paper Trade Azs'n, 273 U5, 52 (1927),; Standard Container Mfrs,
Ass'n v, FTC, 119 F.2d 262 (Sth Cir, 1943, Caiiforria Lumbermen's Council v, FTC, 115
F.2d 178 (9th Cir. 1940), cert. denied, 312 1.5, 709 {1941,

14, Petitianer relies heavily (Br. 16-19) on the Eighth Circuit's decision In Community
Blaad Bank w. FTC, 403 F.2d 1011 (1369), which, it contends, suppor:s its narrow
reading of the term "profit.” That decision, however, is consistent with the epproach to
Section 4 explained above, Thers the court of appeals rejected the thaory that a
cormmunity blood bark -- wkich it found to be organized for "only charitable purposes” -
- tould be said to earn "profit" by virtue of its retention of earnings "for its own self-
perpetuation or expansion.” Id. at 1016, 1022, Monetheless, the court recognized that
Section 4 does not "provice o blankat exclusion of all noaprofit" entities, Id, &t 1517, It
ackrowledged Congress's intent to confer an the Commission Jurisdicticn over "trade
associations," and emphasized the need for an "ad hoc inguiry focusing on the Facts of
the particular organization. Id. at 1017-1019, Mast significantly, it had ne occasion t@
address the status of an entity, like the present petitioner, that is organized as &
nonprofit corporation but whose activi 4&5 provide pecuniary benefits to profit- mqkmg
members. See also FTC v. Freeman Hosp., 69 F.3d 260, 264 {8th Cir. 1995)
{characterizing Comnunity Blood Bank as helding that only genuine charitable
organizations are outside Section 4).

15. The proposal weould have amended the definition of "person, partnership, or

|r ||Ili\.!|l\.r|l.f 'FI'-"' J‘!l"\\.l'lrf'll-i.r-.lrl‘-!r':l"-F!" .-r.r'.-'{':hr'n+'1..rn Hi—r—h ::’rc-‘lfr'lj



[ P B B B Lol B U R T L ablel o w. T S T, g e |'C';IE S DY a5

carporation” in Section 4 "o include any individual, partnership, corporaticn, or obher
drganization or legal entity.” See H.H, 3814, 95th Cene, [1077), reprinled in Fegeral

therafore wonld have overruled the Eigath Circuit's decisizn in Carmmunity Blood Banlk,
EUEFE.

16, Compare Community Blood Bank, supra, with National Comm'n on Egg Nutrition,
suprd; see also 1577 House Hearing, supre, at 82 {testfmary v FTC Chairrman Callier
that Community Blood Bank decision "affirmed the Commission's jurisdiction over
nonprefit corporasions whose activities redound to the economric benefit aof their
shareholders or members™).

We also note That, in 1982, Cangress failec to pass an amendment reported out of a
Senate committee that wauid have terminated the FTCs jurisdiction over all state-
licensed prafessionals and their associations. See S, Rep. No. 451, 9761 Cong., 2d Sacs,
5-7, 34-35 (1982}, Under petitioner's logic, that refusai to take actinn cau'd be taken as
as evidence that Congress azproved of the FTC's actions in this area, especially since
the minority on the committee abservad that "the long list of FTC actions in this area is
clearly pro-consumer and pro-competitive.” Id. at 49.

17, See, g.q., FTC v. Superior Court Trial Lawyers Ass'n, 493 U.5. 411 {1330); Empire
State Pharm. Soc'y, 214 F.T.C. 152 {1951} (boycotis against thirc-party payers that
attempted to obtain tower prices for prescriptions). '

18 See, e.q., FTC v. Indiana Fed'n of Dentists, 476 U.5. 447 (19486}; Michigan State
Med. Soc'y, 101 F.T.C. 191 (1983); Indiana Cental Ass'n, 93 F.T.C. 332 {1979).

LY, See, g.q., Forbes Health Sys. Med. Staff, 94 F7.C. 1042 {1873}, Medical Sanv.
Corp., 88 F.1.C. 906 (1376).

20, Seg FTC v, Mational Encrgy Specialist Ass'n, No. 92-4210, 1993 WL 183542 (. |
Ean, Apr. 25, 19223,

21, Pelitioner peints out that, even if it is exempt from the FTC Ack, it wili still be
subject te @ntitrust scrukiny by the Department of Justice under the Shernan and
Clayton Acts. The same cannet be said, howewver, of the FTC's authority unger Section 5
to nrevent deceptive practices, far which there is no analegue in the antitrost laws.
Petitioner's argument would leave the FTC without authority to proceed against
nonprofit trade and profiessional associations that disseminake false information about
their sarvices or products. Cf. Natignal Comm'n on Egg Nutrition, supra {FTC Act used
to prevent dissemination of false infcrmation about heaith effects of cholesteral in
egygs); American Dairy Ass'n, 83 F.T.C. 518 {1373} (consent order against
misrepresenting fat content or caloric value af milk].

22, With respect to the Court's affirmance in the AMA c3se, we note that, when it
reached this Caurt, that case prezented not only the jurisdictianal question, but zlso the
propriety af the FTC's entry of a progpactive cease-and-desisk order in light of ethical-
rule changes adapted by the AMA aftethe filing of the administrative complaint. See
BO-1690 FTC Br. I, 46-59,

23, Amicus American College for Advancement in Medicine {ACAM} cites the FTC's
investigation into its activities as evidence that the FTC has wrongly asserted
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jurisdiction over a purely elee-npsyrary medical society {Br. 1, 3}, {The [RS masler ist
of exempt organizat ons reveals that ACAM is a Section S01{c)(6) business league, nat
a Section 501(c)43) charity.) On Dgcember 8, 1908, ACAM agreed to sett'e the FTC's
charges that it made fatse end unsubstantiates advertising cla:ms regarding EDTA
chelzticn therapy for treating coronary artery disease; ACAM has agread not to make
any representation about the efficacy of such chelation therapy unless supporiad by
coraetent and reliabie eviderce, See http!/fwww fic.gov [(Copies of corrplaint and
proposed settlemeant); see also DQuackery: A $10 8illion Scandal: Hearing Before the
Subeomm.. an Health and Long-Terr Care of the House Select Comm, o0 Aging, SEth
Copg., 2d Sesz. 9a-98 (1984); United States v, Evers, 643 F.2d 1043, 1045-1046 {5th
Cir, 1981).

24, As we have noted {pp. --, supra}, the Commission concluded that petitioner’s bans
on price advertising were unlawful per se. “he Commission pointed (Pet. App, B7a-5%a)
to substantial support in the case law for such per se treatmert of advertsing
restrictions. Although we submit the Commission's use of the per se rule was
appropriate, espacially given its accJmulation of experiznze with advertising restrictions
{see id. at 71a-72a} , the Cour: need not reach that issue if it agrees with our
submission that the Commission's analysis uncer the rule of reason was sufficient,

25. This Court's decisicn in Frofessional Engineers itself displayed the flexibility of the
rule of reascon, The Court held that the Society's ban an competitive bidding, while not
"price fixing as such,” "impade[d] the ordinary give and take of the markel place,” and
"deprive[d] the customer of the ability Lo utilize and compare prices in selecting
engineering services,” 425 U5, at 592-092 (internal guotalion mearks arnilled), Under
those circumstances, the Court ruled that "no elaborate induslry analysis is required” to
condemn the bidding ban under the rule of reason. I1d. at 52, Moreover, Lhe Court did
so without a finding of market power. See id. at 631-682 (Socety hatd membership of
£9,00C of 325,000 registered professional engineers).

26. Arguments advanced by petitioner {Br. 27, 31) regarding the supposed need to
confine "quick look™ anzalysis to a "limited class of zases” are therefore based on a
miscanception of the Commission’s ruling. In giving what it Called a "quick lack™ to
petitioner's restraints, the FTC did not engage in a separate category of antie~ust ‘
analysis. Rather, it applied the rule of reasen in the particuiar context of advertising
restrictions, in which it has considerable expeartise. That context permitted it bo take
intg account the weall-established, fundamental role of advertigsing in the proper
functioning of a frea-rmarket ecanomy. See pp. --, infra. Furtharmore, censistent with
the requirements of rule of reasen analysis, the Commissicn cansidered the

praocorn petitive justifications offered by petiticner in support of its restraints. See pp. —,
infra.

27. Petitioner and amicus NCAA elsewheare appear to suggest that virtually anv proffer
of an astensible procompetitive affect has the effect of necessitating 4 "full rule of
reasan analysis.” Pet, Br, 37-38; NCAA Br. 16-17. The cases on which they rely,
however, dealt with restrictions far afizld from these in the presert case, which invelves
the well-understaod effects of 2 suppression of advertising of discounts and
comparative price and guality ¢laims, In Unjted Staktes v. Brown University, = F.53d 658
{3d Cir. 1993}, the court was prasented with novel arguments about the distribution of
financial aid to students based on need that had not been previously addressed,.and
concluded that such arguments required extensive analysis. See id. at 669, 678-679.
vogel v. American Soc'y of Appraizers, 744 F.2d 588 (7th Clr. 1934}, was an antitrust
challenge to an ethical rule zgzinst & percentage-based pricing system for appraisals.’
The court emphasized that the ethical rule appearaed to pramote, rather than restrict,
cornpetition, because "[t]he apparent tendency” of the cutlawed pricing system was "o
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raise, not lowar, the absolute teved of appraisal fees.” Id. a2 602, MNeither case sUdgests
that an exhaustive market anatysis is required whenever a defzdant asseris a
procaompeatitive D20y,

28, Petitioner nonetheless speculates {Br. 3&] that its mamber dentists, even if
cffectively (and unreasonably) precluded from advertising across-the-board discounts
by its restrictions, should be zble to comply with a réeguirement that advertized
discounts an individual services e accompaniec by a litany of disclosuras. The
Commission, however, exercising its expertise in the effects of advertising claims, found
found that "the trathful offer of a discount from the price ordinarily chargad by a dentist
for services is not deceptive.” Pet, App. BEa. It also noted that petiticnar's restrictions
went far seyond any restriction that would be necessary to prevent dentists frem
engaging in "chicanery” such as selectively inflating the price from which the discount iz
computed, Ibid,

29, 5ludies shaw that anxiety about discomfort in eental precedures is one of the
principal reasens that consumers do not obtair needed dental services, See 1. Eiter, &t
al., Assessing Dental Anxiety, Dental Care Us2 and Oral Status in Older Adults, 128 J.
Amer. Dent, Ass5'n 591 {May 1997); N. Corah, et al., The Dentist-Patient Aelationghip:
Perceived Dentist Behaviors That Reduce Patient Anxiety and Increase Satisfaction, 116
3. Amet. Cent. Ass'n 73 {Jan. 1988%; N. Corah, et al., Dentists' Manage ment of Patients’
Fear and Anxiety, 110 3. Amer, Dent. Ass'n 734 (May 198E5). Alang with allaying
roncarns about pain, lower f2es and a "friendlier and more ¢aring” dentist are three of
the four top factors that adutts reported would make thern mere likely to visit a dentist.
See Influences on Dental VWisits, =8 ADA Maws 4 (Nov, 2, 1998) (citing ADA Survey
Center, 1597 Survey of Consumer Attitudes and Behaviers Reqarding Dental Issues].

30, Patitioner's ciration to an article written by FTC Chairman Pitafzky nearly two
decadas ago does nat advance its argument. That artlcle emphasized the risk to
ronsumers and the sampetitive process from overregulatlon of Jlscount price claims
"because aof the soacial praconsumer and procompet/tive effects of aggressive price
competition.” R. Pitofsky, Advertisirg Eequlation and the Consumer Mevement, in
Izsues in Advertising: The Ecanemics of Parsaasion 27, 42 (D, Tuerck ed, 1978). Thus,
“whilz Chairman Pitofsky statecd that a claim af "10 pereant off” may be ambiguous and
therefore ignored by consumers, he also stressed that requlation of such claims "entails
ronsiderable social and econamic costs,” id. at 39, a propositlon entirely consistent with
thic Court's cazes on ardvertis:ng restrictions.

31. Restraints an advertising, such as those in the present case, can increass 3
consuimer's search costs in finding a dentist, The FTC has observed that agreements
thak increase consurrer search costs are harmfel to consumer welfare and form a
proper concern of the antitrust laws. Se# Defrait Auto Dealers Ass'n, 111 F.T.C. 417,
495-496 {1989), aff'd in part and remanded, 355 F.2d 457 (6th Cir.), cert. denied, 506
5,5, 573 {1992). Furthermare, as the court of appeais recognized (Pet. Agp. 19a-20a),
the zancerted withhalding of infarmation that is of value to consumers may be viewed
as a form of restriction on output. While the advertising information at issue hare is not
the principal sutput of dentists, neither wers the x-rays at issue in IF0D. In both cases,
the information was used by consumers {or insurers acting on their behalf) to make
assessments regarding the purchase of dental services, Cf IFD, 476 U.S. at 461-452.

= .a

3Z2. Petitioner maintains {Br. 30-31, 33) that its disclosure regquirements require more
extensive analysis because they are not "facially” anticompetitive (since their literal
terms prohibit cnly false and deceptive advertising}. The FTC, however, did nat base its
analysis on the language of Section 10 of petitioner's Code of Ethics, but rather on the
artual enforcement of the advertising restrictions. As Professor Areeda nated, the
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phrasze “facially unrezsonable” as used in antltrust cases is "remimscent of Tacially
unconstitutional statutes™ and thus "may seerm o focds atbtention oo the words on the
face of an agreerm=nt.” 7 P, Areeda, Arbitrost Law Y 1508, at 405 [1S86). In fact, as he
pointed out, the phrase properly rafers to a restraint about which a judgment car e
made based on plavsible arguments about anticompetitive effects withcut detailed
praaf. Thid. Thus, the court of appeals correctly ruled that pettioner's adwve-tising
restrictions were "facially ant competitiva" {Fet. App. 24a), even though ks
understanding of the nature of petitioner's restraints required an examination of its
conduct in enforsing taase restraints, ars not merely the language of s Code of Ethics,

313, Compare 170, where the Court affirmed the =TC's finding of ap unlawful restraint of
trade where 67% of the dent sts in cne area participated in the restraint. 476 U5, at
A51. The ?5% figure in this case may actually understate petitioner's influenca becausze
its advertising strictures apply as well to affilisted employers, employees, and referral
services, Fet. App. 81a,

34, The ALY found otherwise, fet. App. 262a, but the Commission rejected that finding
as prediceted on an error of law, see id. at 83a. Contrary to the view of the AL, market
power does not require a showing of Ninsurmountable’ barrers to entry. Cf. U5, Dep't
of Justice & FTC, Horizontal Merger Guidelines, §§ 3,1-2.4, 4 Trade Rag. Rep, {CCH! 9
13,1047(1997%. Furthermore, althaeugh petitionar -elies heavily on the rejected findings
of the &L, the courts review the findings of the Commissien, 1at the ALY, and sustain
the Cermmission's findings if they are supported by substantial evicence. See Sguthwest
Sunsites, Inc, . FTC, 785 F.2d 1431, 1437 (5th Cir)), cert. denied, 479 U.5. 82B
(1988); see generally FCC v. Allentown Broadzasting Carp., 349 U5, 358, 364 (19557;
Universat Camera Corp. v, NLEE, 345 1.5, 474, 493 (1951).
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