UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION AN 22 3002,

SECRETARL,

In the Matter of

SCHERING-PLOUGH CORPORATION, Duocket No. 9297
% coIporation,

UPSHER-SMITH LABORATORIES, INC.,
a corporation, FUBLIC VERSION

and

AMERICAN HOME PRODUCTES
CORPORATION,
a corporation

COMPLAINT COUNSEL’S OPPOSITION TO
RESPONDENTS® JOINT MOTION TO EXCLUDE CERTAIN
TESTIMONY OF TIMOTHY F. BRESNAHAN

Timothy Bresnahan 15 an esteemed Professor of Economics at S.tanfnrd University, one of
the preeminent uriversities in the world, and former Deputy Assistant Attorney General for
Anfitrust at the Department of Justice. Remarkably, Respondents claim that Professor Bresnahan
is ungualified to assist the Court in determining whether the payment of $60 millicn by Schering-
Plough Cotporation (“Schering™ to Upshor-Smith Laborstories, Ins., {“Upshcr™ delayed
competition between Schering and Upsher in violation of the antitrust Taws. Professor Bresnahan
s qualified to render an opinion in this antitrust case. His opinions are a product of reliable .
economic principles. His methods are consistent with those used by economists. The Court
should therefore deny Respondents’ Joint Motion In Limine to Exclude Certain Testimony of

Timothy F. Bresnahan (“Motion™).



Professor Bresnahan is an established indnstriai nfganiz.atjun and empirical economist.
He has published numerons articles about campetition between monopolists and entrants, markct
power, and patent-intensive industries. He has been an editor of leading economic and industria]
ofganizatiﬂn- jonmals, incloding the leading economic journal and the official journal of the
Amnerican Economic Association, dmerican Economic Review, as well as the Rand Jowrnal of
Emnamf&, Journal af ndustria! Fconomics, and Quarterfy Journul uf Economics. He is an
expert in the economics of patent settlement, litigation, and mediation.

Peofessor Bresnahan applies peer reviewed, published, and cmpirically validated
econohiics whick shows that generic entry threatens the branded drug monopolies, and that
entrats and: monopolists have the capability and incentive to delay that entry. Growing directly

art] maturally from this peer reviewed literature, Professor Bresnahan determines that it
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evvausensisssassesnsansancsse {Jpon a thorough ;eﬁaw of the record, P.mfessnr Brespahan concludes
that il three conditions are satisfied. These conclusions are consistent with economic methods;
are reliable, and therefore must be admitted under Commission Rule of Practice 3.43{b).
STATEMENT OF FACTS

Before this Court is the issue of whether Schfm'_ng, the firm with monopoly pover i the
sale-ol R-Dar 20, adiug used by persons with high blood pressure, paid $60 million to Upsher
and:at beast $15 million to AHP to delay bﬁnﬁng a gemeric equivalent 1o the market, resulting in
Eigher drg prices. Complaint counsel offer the testimony of Professor Bresnahan to assist the

Court in deciding this and many subsidiary issucs.



Schering is the owner of & patent on K-Dur 20, ifs branded potassium chloride drug. The
patent covers only the timing by which the K-Dwur 20 capsule dissolves and rcleases. potassium
chiorids into the body. Upsher and ESI had been developing their own gﬂnérir: versions of -
Dur 20, Geperic entry into the K-Dur 20 market would have ﬁduce::l Schering’s profits
subistantially. Having lcarned of Upsher's and ESI’s potential eniry and realizing the threat it
posed, Schering sued gach company for patent infingemment. On June {7, 1997, Scharmg and
Upsher settled their patcﬂt.disput'c. Schering pard Upsher $60) milticn for an Ups.he-r -::oum‘nihnent.
nat to begin marketing ite generic potassizm chloride product (with and without allegedly
infringing technology) for more than four years, until September 1, 2001, In addition, Upsher
granted to Schering licenses to marked six drugs, predominantly in Europe. The critical question
in-this case is whether Schering’s $60 million non-contingent payment to Upsher was a bona fide
payiett for a Iiceﬁsc to six drigs {particularly Upsher’z niacin product) or am wnlawful payment
to delay Upsher from entering the market. Because the six drugs do not merit the $00 million
non-contingent payment, the agreement detayed gencric entry and harmed consurners.

Sehering and AHP seftted their lawsuit in January 1998, with an agreement similar in
several regpects Lo the one Schering had entered into with Upshe:l:-Smith. The agreement, which
wés-ﬁnaﬁzeﬁ'm June 1998, provided for payments from Schering to AHP of $15 million, with 35
miflion ep-front and-an additional $10 million canditioned only on AHT’s getting tentative FDA
approval by Jone 1999. The agreement, like the one with .Upsher—Smit_h, afso set an entry date

several years in the fioture: AHP agreed not to launch its generie ¥-Dur 20 product until 2004.



A, Professor Bresnahan’s Relevant Expertise

Professor Bresnahan is highly qualified to assist the Court in answering these questions.
He is an expert industrial organization economist. See Curriculum Vitae (Attachment 4) (citing
61 published articles). He was the chief economist al the Antitrust Division of the United States
Department of Just_ic:f:, and published articles of great importanee to ﬁiﬂ field of antitrust
écnnmnics, inchiding competition hetween entrants and monepolists — the precise issue before
this Court.! He also teaches anﬁu';lst concepts including cartel behavior. Deposition Transcript
of Timothy F. Bresnahan, at 68/24-6%/11 {Attachment 3).7

Moreover, Professor Bresnahan has sp.ﬂ::ia]im:l expertise that is particularty weil-snited to
this case. See Curriculum Vitae. He has published more than 11 articles over the last three years
involving the structure of competition within, and innqvaﬁon in, the computer mdustry an
industry in which patent settlements play an integral role. Professor Bresnahian is 2lso an expert
in the coonomic analysis of mediation, patent litigation and settlements.” I‘mfcssnr Bresnahan is
therefore highly qualified to cmine the patent settlement in this case. He has studied

extensively the methods for valuing new product introduction, whichis a key issue in ihis case.*

! See Curriculom Vitae [nitiﬁg Entry into Monopoly Markets, 57 Rev. of Econ. Smdies
534 (1990)); '

2 Wewill cite to this testimony as “Brespahan Tr.” We use “68/24-69/11" as a transcript
citing convention that refers to page 68, line 24 through page 69, line 11.
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4 Sep Curriculom Vitae (citing, amonyg other articles, The Economics of New Goods: An
Fyeroduction, in The Econemics of New Goods (Bresnahan and Gordon, eds.); and The
Ecaonomics of New Goods, in Proccedings of 2 Meeting of the Conference on Research in Income

and Wealth, (1997)}. This field studies the profit from entering a markct with a new and
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" He has also studied and published articles addressing competition between monopalists and new

entrants. This highly spplicable and extensive background makes Professor Bresnahan
exceptionally well-suited to assist this Court by explaining when a setilement, like the Schering/
Upsher anid Schering/AHP setilement, harms competition. The Court should therefore aceept

and rely cn the opinions of Professor Bresnahan,

B. Professor Brl:smlhﬂnﬂ'f;jﬁ'eﬂ-.Estainshed Ecomomic Principles and Methods

In addition to his formidable and hiphly relevant expertise, Professor Brcsﬁahan applics
asssarsussessarsensanvarersorsevatvionentvrssssans Bresnahan Expert Report at 2 (Attachment 1)
{(“Report™). Economists identify generally accepted economic principles and apply those
prineiples to the case at hand. Bresnahap Tr. 188/12-188/21. In this case, Professor Bresnahan
uses.estalilishied economic theory of the consumer effeets of entry into monopaoly markets atid
disputc resolutions. The monepolist-entrant literature concludes that “[ijn any market, firms
have an incettive to coordinate their production and pricing activities to increase their collective
anet individual profits.” Dennis M. Carlton and Jeffrey M. Perloff, Medern Industrial
Organization 121 (3™ ed. 2000) {Attachment 6). The dispute resolution liter;-lture shows that
parties settle cases if each party subjectively believes ai the time of settlentent that tt is better off
settling than litigating® Api}]ying this tried and true economics, Professor Bresnahan concludes

that consumers will suffer harm if all three of the following hold: »ssssesssssssansesannnne

differentiated product

5 Richard A Posner, Economic Analysis af Law 523-25 (3™ ed. 1986) (summarizing the
ceononlics and social welfzre of dispute resolution using parties subjective beliefs at time of
setflement) (Attachment 53; Robert D. Cooter and Daniel 1. Rubinfeld, Economic Anahsis of
Legal Dispures and Their Resolution, 27 1. of Econ. Lit. 1067, 1075-77 {1585) (same)

(Attachment 7).
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Based on a thorough review of the record, Professor Bresnahan concludes that these
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Forthe Upsher settlement, Professor Bresnahan uses two bodies of established economic
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Under mvealed preference theory, economists measure the value a firm places on a product by
observing the choice a firm makes when confrorited with two opportonities of equal vaine.®
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¢ Respondents da not challenge the reBability of Professor Bresnahan's conclusien that
Scheting has market power and that Upsher is a threat to that power.
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The principle of the market test shows that other market participants were unwilling to
pay amything ctose to a 360 million non-contingent fee for Upsher’s product. Upsher tried to
offer a license to distribute its nizcin product in Furope and sent out 49 solicitations. F_oﬁy—ﬁ.v_c
of those companies responded with no interest, and no company oflered any non-contingent
payment for Upsher’s pmdu&. An Upsher consultant did not believe that Upsher was going to
get anything near $60 million for the license. Based on this market evidence, Professor
Bresnahan conclrded that ................................m......m-.....m.............'.........

seaeanesses Pnth the revealed preference lest and the market participant test lead to the conclusion
that ;lhe $60 million non-contingent payment was not for Niacor-SR.

-Professor ﬁresﬁahan also examined the direct evidence ihat the payment was for delay.
He examined party negotiation docements, most of which showed that _thﬁ $60 miltion was a
payment to delay Upsher's entry into the market. Based on the totality of the record and
econotnic theory, Professor Bresnahan concluded that ssvsssssansusassssansnsasnssssnsossenesse -

Professor Bresnahan places 2 range on how long the Schering/Upsher agreement harmed

competition. He does so by considering two examplés where the partics are at the extremes of

7



thejr barpaining power and expectations_ In the most conservaltive case, Schering has little
bargaining power and abtains the fewesl years of monopoly profit that it would be willing to
accept before litigating, T the elternative case, Schering has all the bargaining power and
Upstier accepts the minimurn payment that it'woulﬁ be willing o accept before iiﬁ gating. Based
on the application of the ﬂ.]EEIl'}" and the mﬁdel, Professor Bresnahan estimates that harm to

mm‘pe‘tiﬁﬂn mgﬂs ﬁ'ﬂm SEFSEEFEE R EFE IR AR AR RN AN FEFR P PR TP A bR RO R RS RGPDI'I a‘t 34_'
ARGIMENT

This proceeding is governed by the Comumission’s Rules and the admissibility of expert
testimony is governed by Commission Rule 3.43(b), 16 C.F.R. § 3.43(b). Under the Rule
“Ir]etevant, material, and reliable evidence shall be admitted, Trrelevant, immatesial, and
unreliable evidence shall be excluded.” 7. (emphasis added)” Respandents cite no case under
Rule 3.43 and, instead, rely on the Federal Rules of Evidence.

Seetion 702 of the Federa! Rules of Evidence provides that:

IF scientific, technical, or other specialized knowledge will assisi the trier of fact

to understand the evidence or to determine a fact in issue, a witness gualified as an

expert by knowledge, skill, experience, training, or education, may testify thereto

in the form of an opinion or otherwise, if {1) the testimony is based upon

sufficient facts or data, (2) the testimany is the product of relizble principles and

methods, and (3) the witness has applied the principles and methods reliably to the

facts-of the case.

I
Thie “tejection of sxpert testimony is the exeeption rather than the rule.” Fed. R. Evid.

702 Advisory Committee Notes (citing United States v, 14.38 Acres of Land Situated in Leflore

* Respondents do not challenge the relevancy or materiality of Professor Bresnahan’s

tegtimony. :
3



Caonty, Mississippi, 80 F.3d 1074, 1078 (5" Cir. 1996) {*'the trial count’s role as patekeeper is
not intended to serve as a replacement for the adversary system.™)).

Eute 702, as amended in 2000, was motivated primarily by two Supreme Court cases.
Eumbio Tire v. Carmichael, 3201015, 137 {1999%; Daué;:err v. Merrel Dow P}tanm.:ceurimls, Inc.,
509 1.8, 579 (1993). These cascs require courts 1o ensure that expert testimony is reliable.
Daubert vecommended using the following factors to determine the reliability of scientific
evidence: (1) whether a theory or technique is testable; (2) whether it has bren subjected to peer
review and publication; (3) the known or potential error rate of 2 partlcula-r seientific technique;
and {4) general acceptance in the scientific commurmty. Dauberr, 509 11.8. at 593-594. Kumho
held that those factors were neither dispositive nor exhaustive, 526 TS, at 157, 158.

Coutts performing their Daubert gate keeping function in cases involving economic
experts rarely, if ever, use all the Daubert factors. F.g., City of Tuscaloosa v. Harorus
Chiemifeals, Inc., 158 F.3d 548, 566 (11™ Cir. 1998) (not applying.tha testable, peer review of
error rate criteria to cconomic expert). Instead, courts examinmg the reliability of economic
xpert testimony consider whether the opinion is generaily within the scope of his expertise and
whether the methodology is reasonable and applied consistently with established protocols or ina
marmer (at suggests the cm;u:lusiﬂns are relizble. See i, at 565 (finding an economic expert’s
testimony to be relinble conceming matters the expert is qualified fo discuss and in which he uses
a reliable mﬂihﬂﬂulagy]; See afso Voilus v. General Motors Corp., 73 F. Supp. 2d. 452, 461
{D:N.T. 1999) (approving economic expert where “mauch of the foilowing analysis will hinge on

Dit. Titari’s:experience and qua]iﬁcatiuns”).



Courts do not reject the methodologies of econotnic experts unless the methods are so
flawed that the opintons aﬁmmt to no more than speculation or guesswork and are therefore
unrelishle. Eg., fn re: Aluminum Phosphide Antitrust Litigarion, 397 F. Supp. 1497, 1506 (D).
Rant, 1995) (“Hete, plaintiffs calied [an econormic expert] not to supply specialized knowledge,
but to plug evidentiary halcs in plaintiff’s case, fo speculate, and to surmise.”}. Even if the court
éuspe;:ls the expert’s conclusion is incorrect, it mﬂy- not exclude the expert testimony. See law v,
NCAA, 1998 U.S. Dist. LEXJS 6640, *23 (D. Kan. Ap; 23, 1998) (“[Tihe law is well
estabilished that the evidentiary requirement of reliability is lower than the merits standard of
correciness.”). |

Respondents scck to exclude five aspects of Professor Bresnahan’s testimony. Those five

[JEITE are: ARFANFANSA NS RSN AN AN PR U PR P F RN I E R F AR A AN A R S A R NS AT e b e b
AR RA AP AR AR R EERG SR I TR RN BT TN A R AR AR R R R I P PR PR PR P PR v
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sesrsqsassarensemsencene The hasis for the motion is that Professor Bresnahan is not qualified and

does ot use established economic theory or methods. These contentions are without mexit.

L Professor Bresnahan is Qualified to Render an
Opinion as to the Anticompetitive Effects of a Patent Settlement

Professor Bresnahan is qualified 1o use established economie principles te develop a test
to determine harm to .com;iﬁtitiun, value of a new product, and estimate the delayed cornpetition.
See Motion at 5-6, 19-22, 24-25. Respondents claim that Profzssor Bresnahan most be a
pharmaceutical patent licensing expert to render an opinion in this case. An expert is qualified if
e or she has “specialized knowledge.” Fed. R. Evid. 702. This element is interpreted liberally.

Irre Paoli R.R, Yard PCR Litigation, 35 F.3d 717, 741 (3d Cir. 1994). Professor Bresnahan is
10



an expert-industrial organization professor, an empirical economist, and a former Deputy
Assistant Attorney General for Antitrust at the Department of Justice. The uncontroverted
evidence shows that he has vast expertise in palentuintr,;nsive industri.l:s. He has expertise in the
economics of patent litigation and seltlements and vzlnation of new products. All of Professor
Bresnahan's experience and expertise is applicable across indusiries, inc]udi_ﬁg the

pharmacentical industry. Professor Bresnahan is eminently qualified 1o assist the Court in

identifying larm to competition, the parties” incentives, and the value each Respondent placed on

Upsher’.s niacin product.

Corts routinel y .admit economic experts without specific industry expertise where the
expert’s expertise is gencrally applicable across industries. See e.g., Vai:’::.;s v. General Motors
Corporation, 73 F. Supp. 2d. 452, 457 (199%9) (admitting economic expert testimony because
spevific expertise in the automotive indusiry was not necessary to make judgments of wage and
benefit values); Walker v. Yellow Freight Systems, 1999 U.8 Dist. LEXIS5 15012, *20(ED. La.
Sept. 24, 1999) {hui;iing industry expert opinion reliable in case about freight indusiry where
expert liad no industry-specific experience); Waldorfv. Shuta, 142 F. 3¢ 601, 627 (3d. Cir. 1998)
(finding generat knowledge or practical experience of expert was sufficient to qualify him as an
expent). Professor Bresnahan’s experience crosscs industries, includmg pharmaceuticals. for
example, at the Justiee Department, Professor Bresnahan addressed competitive activity M many

industries. Thus, Professor Bresnahan is qualified to assist the Court in this matter.

1l



The cascs cited by Respondents only show that industry-specific expertisce is required
wriren tEstimony pertains to indnstry-specific conduct, not generally applicable business issues.™
More particularty, those cases address industry standards of care. That is certainly not the case
here. There 1s no phannaéeutiﬁal indnstry-specific issue in vahnng a new drug. Moreover, the
ccononlic principles being applied are applicable to any industry. Thus, industry-specific
experiise is unnecessary."’ |

"The test criteria used by Professor Bresnahan are based on sufficient facts and data.
Respondents claim that Professor Bresnahan was required to read speciﬁc pharmaceutical
licerses before using general economic principles 1o idemtify hus test criteﬁg. Molion at 5-6.
Thers is no plausible connection between reading a patent or patent license and identifyng the
conditions imder which a patent settlement is anticompetitive. This argument merely boils dowa
t0.8 Tecasting of Respondents’ argument that Professor Brespahan has msufficient expertise. But
his expertise is sufficicnt because he is famihar with patent-intensive industries, patent

settlemients, and the relevant economic theory. The cases to which Respondents cite emphasize

_ 1 yfotion at 19-22. Ballard v. Buckiey, 60 F. Supp. 2d 1180, 1182 (D. Kan. 1999)
{excluding expert because expertise was insufficicnt to opine about blasting industry standards);
Navarro v. Fuji Heavy fadius, 925 F. Sapp. 1323, 1329 (N.D. [IL. 1996) (excluding expent
hecause expertise was insufficient to opine about suspension design); Int'f Rectifier Securities
Lirig., 1997 US Dist. LEXIS 23966, at *22 (C.D. Cal. April 2, 1997) (exciuding expert because
expertise was insufficient to opine about due ditigence standards).

3 {f patent licensing valuation is required in this case, then a1l of Respondents’ economic
experts shiould be disqualified. 1f the Court is inclined to exctude any part of Frofessor '
Bresnahan’s testimony based on his qualifications, Complaint Counsel respectfully seeks teave of
Court 10 move to disqualify Respondents” economic experts on the szme ground. We trust the

Cowrt would summarily grant any sech motion.
12



this point. They address the applicability or sufficiency of the expert’s expertise, not the
“enfficiency” test of Rule 702.7

Attemnpting to sully Professor Bresnahan’s reputation one more time, Respondents attack
Pinfessor Bresnahan for testifying ountside his expertise. Respondents argue that Professor
Bresnahan should apine #s 1o the legal rule that this Court should apply. Motion at 8. In
pa:tﬁc’u[ar, Respondents request meeésur Bresnahan to deterrmine whether Schenng’s condnet is
per se unlawful or governed by the mie of reason. Professor Bresnahan does not purport to be 2
lepal scholar and is not rendering a legal opinion." Bresmahn Tr. 24/19-25/5 (examining an -
econamic question, not a tegal qﬁ-:st:inn),” Second, the applicable rale of Taw can be argued by
the attorneys and determined by the Court without an expert opinion.

For these reasons, we request the Court find Professor Bresnahan qualified to offer the

opinipns and assist the Court in this matter.

il

: 2 jfeCuliockv. HB. Fuller Co., 9381 F.2d 656, 657 (2d Cir. 1992} {proffered expert’s
“Yraining as:an electrical and industrial engineer, along with his experience in the safety field,
might qualify him to testify as to the need for a ventilation system, but that was not an issue i
dispute.™; Wilson v. Woods, 163 F.3d 935, 938 (5" Cir. 1999) (the wimesses accident _
construction expertise was insufficient to reliably render an opinton); City of Hobbs v Hartford
© firedns. Co., 162 B.3d 576, 586-87 (10™ Cir. 1998) (in a dispute abont third party insurance
claitg in New Mexico, witness had no applicable expertise on New Mexico ttiird party claims).

I At the Bresnahan deposition, complaint counsel objected to this line of questioning on
precisely this grownd. '

5 Respondents arpue that Professor Bresnahan's refusal to render a legal opinion is an
admission that his test criteria are unrefiable. Profcssor Bresnahan stands squarely behind his.
repm‘t; Bremal]an Tr_ 9}25_1&{6 r————rpprrr e P T T YRR T R A RIS L TN LR AL LAY L Ly L
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1L, Profezsor Bresnahan’s Economic Analysis is Based on Established
Economic Theory And Consistent With Standard Ecenemic Methods

A Courts ot Applv The
Science Daubert Factors to Econoric Experts

Respondenis incorrectly argue that economic testimony must satisfy three of four Dauberr

factors: (1) peer roview; (2) testability; and (3) error rale. Motion at 2-3. The Courts have held

just the opposite. Peer review is not required .tl} show the reliabitity of economic experts bevause
“in some instances well-grounded but icnovative theories will ﬁ{:t have been published.™ Law v
NCAA, 1998 U.S. Dist. LEXIS 6640 at *32 (D. Xan, April 23, 1998) {quoting Dawbert, 509 1.S.
at 593); see also Voilas v. General Motors Corparation, 73 F. Supp. 2d. 452, 462-63 (D. N. J.
1999) {accc;‘rtin-g expert testimony without requiring publication). It is sufficient that testimony
is the product of reliable methods apd principles. Fed. R. Evid. 702 Advisory Notes.
Economists do not ordinarily have the oppnrhm_ity to analyze nmlbple cases with s:m:lar
facts making the “testabie™ prong inapplicable to economics. See Uity of Tuscaloosa v. Aarcros
Cﬁmniz:aﬂ;, Inc., 158 F.3d 548, 566 (11" Cir. 199%)."* Tt is exceptional to find a set of
circumstances where a plaintiff pays a defendant to seitle a case. Further, Professor Bresnahan
has. familiarity with other settlements. If the Court were to apply Respbndénts’ proposed ﬁ:le of

Taw, confrary to precedent, no economic testirony could ever be offered.

. Professor Bregnahan’s Theory, Conclusions and the Range of Haym fo
Competition Are Based on Established Economics

Professor Bresnahan's analysis is a “product of reliable principles and metheds.™ Fed.R.

Evid. 702. Proper expert testimony “grow([s] naturaliy and directly out of research the] has

15 This error rate criterion is also =n inapplicable standard. Respondents do not eite cases

to the contrary.
14



condisted independent of the litigation.” Primavera Familienstifungv. Askin, 130 F Supp.2d
450, 528(8. O. N. Y. 2001

Professor Bresnahan applied three criteria for evaluating the anticompetitive effect of a
patent settlement from rehiable and cstahlishéd economic principles.'® The medel is dtrrive& from
established, published and peer reviewed literature on the economics of competition betwecn 2
monepotist and entrant (& literature to which Prefessor Bresnahan is a substamtial contributor}.
Enrry into Monopely Markets, 57 Rev. of Econ. Studies 531 (1990). Professor Bresnshan relies
on established empirical resulfs showing that entry reduces monopoly profits. See Report at 5
{citing Carlton and Perloff, Modern Industrial Organization at 538-339). The congept that 2
monopolist will pay to prevent entry is wel) known in the industrial organization literature. See
id at M. Professor Bresnahan also applies tried and true economic principles of dispute
resolution. Posner, Economic Analysis of Law at 523-25 (summarizing the econornics and social
welfare of dispute sesolution using parties subjective belicfs at time of gettlepent); Cooter and
Rubinfeld, Econamic Analysis of Legal Disputes and Their Resolution, 27 1. of Econ. Lit. at
1075-77 {same)."” Professer Bresnahan explained that the work done in this case is 5o closely
related to well-known economic theory that it would only make an +ssssreveew=e contribution and
could not be publisﬁéd. Bresnahan Tr. 44/3 - 44/9. Moreover, other ecunumist.s in the field,

cited by Respondents, Motion 17-18, agree with Professor Bresnahan that Schering’s payment is

16 Respondents” counsel, Mark Gidley, made up the term “Bresnahan Rule” and, in an
effort to get Professor Bresnahan to aceept this phraseclogy, which he did not, Gidley promised
to use it only at the deposition. Br. Tr. at 23. The use of this term here and in any part of this
litigation is-mislcading and inappropriate. :

17 professor Bresnahan’s calentations of the amount of detay are taken directly from the
mode] and they are as reliable as the model jtseif.
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anticompetitive. Richard J. Gilbert, former chief economist al the Antitrust Division and Willard
K. Tos, former Deputy Director of the Burcau of Competition, explain that if the FTC's
allepations are correet, the Schering-Upsher agreement is an “nnticc-mpetiti};e mﬁgment[] to
elirinate competition and to divide the monepoly profits of successful branded drugs ™1

Farther, Professor Bresnahan applics the theoretical results to the best availabie empirical
eiridmm — the documentary record 1n this case. Based on all this information, Professor
Presnahan concludes that ssemsesssesssensansarasseersurassisransrertnsrasasensarsrstyananisisssancnses
U ————e ST T SRR LSl U L S
TRt S BLE UL LR LA L Ll b
snervansrarsaves These techniques are entirely consistent with economic protocol. Troftssor
Bresnatan applies acceptéd geonomic principles to a specific fact pattf:ﬁl and uses the data to
determme if .th.e facts fit the theary. Respondents have not cited to a single aspect of the
technique that shows it to be inconsistent with established economic methods. Nor do they argue
that the revealed preference or the market participant tests are inappropriate methods for an

economist 1o apply in valuing an asset. Notably, Respondents do not attack Professor

12 Richard J. Gilbert and Willard K. Tom, Is fanovation King at the Antitrust Agencies?
The Intellectuat Property Guidelines Five Years Later, 60 Antitrast 1.7 43, 76 (2001}
(Attachiment 10}, Respondents argument that Richard Gilbert disagrees with Professor
Bresnahan is specious. Motion 17-18. Further, Respondents argue thai their experts disagres

" writh Professor Bresnahan, 7d. This is hardly persuasive. Courts routinely admit expert

testimony. from both sides. The Court should welcome, nof stifie, competing views.

W The cases cited by Respondents do not require the opinion to have been peer reviewed.
Motion at 7. In Blue Dane Stmmental Corp v. Am. Simmental Ass 'n, the court found that the
expert failed to properly apply the “befare and after” economic model. 178 F.3d 1035, 1040-41
(8% Cir. 1999). independent Service Organizations, 114 F.Supp.2d 1070, 110% (D. Kan. 2660),
did not address ecoromic evidence. : '
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Tn a last ditch effort to cast doubt on Professor Bresnahan’s work, Respondents argue that
he impropesly relied on the testimony of a technical expert, Dr. Levy. Dr. Levy is a licensing
expert and 15 offering an apinion about the value of the patent license and the relative merits of
the niacin products of Upsher ﬁnd Kos. Report at 27-28. Professor Bresnahan is permitted lo
sely on another expert, See International Adhesive Coating Co., Inc. v. Bolton Emerson Intern.,
_inc., 851 F.24 540, 544 (1% Cir. 1988) (“an expert is entitled to rely on facts andfor data which
have not been adrmitted into evidence if the expert’s reliance on these facts or data is reasonabie. .
.. {R]=asonableness is nreasured against the facts or data upon which experis in the particular
ficld normally rcljr.“}. Fespondents do not ¢ite to any contrary authority. In TK-7 Corp. v. Estate
of Barbouti, the court excluded expert testimony relying on other iestimony that the court formd
to beunreliable. 993 F.2d 722,730-31 (10" Cir. 1993). See Jnre: Polypropyiene Carpet
Antitrust Litigation, 93 F. Supp. 24 1348, 1357 (N.D. Ga. 2G00) {where the court ailowed the
cconomist to rely on the conelusions of a statistician br:causé the economist independently found
the siatistician’s report to be reliable). The critical requiremennt is that the underiying data be
reliable. Dr. Levs’s work is reliable. First, this exact issue s the subject of a motion pending
before the Comrt. Alse, Professor Bresnahan independently evaluated Dr. Levy's work.

Professor Bresnahan interviewed Dr. Levy and examined his report and the report of

Respondernts” expert Dr. Horovitz. Professor Bresnahan rejected the Horovitz conclusion

 Npr do respondents challenge the validity of the third criterion meessﬁ_r Bresnahan
applies: that a payment to dglay a potenfial competitor is anticompetitive.
17



becmsc his approach was flawed. Bresnahan Tr. 177/23 - 178/2. In addition, Dr. Levy's
conclisions are consistent with Professor Bresnahan’s conclusions, which suggests rcligbility.
Thus, Professor Bresnahan was entitled to rely on Dr. Lavy.

In sum, Professor Brespahan’s work is relizble because it is the product of valid

SCONONIcS.

. P rofessor Bresnahan’s Model is
Based on Well-Founded Assumptions

Respondents challenge meess.nr Bresnahan’s reliabitity argning that his mode] did not
addtess adequately three assumptions: (1) using the parties expectations at the time of the
settlement is an appropriate anafytical method for dotermining competitive harm; (2) Schering -is
nat dsk averse; and (3) 2 de minimus payment would not harm competition. Motion at 12—13.
Furthier, Respondents argue that the range of harm o mmpeﬁﬁun is basert on unfounded
assumptions. Motion at 24,

i, The Assumptions in the Model are Accurate and Reasonable

Contrary to those assertions, Professor Bresnahap properly evaluates the effect of the
reverse payment by comparing the Respondents’ cxpectations to the actual settlement, his model
aditresses (he liypotheticat risk aversion of Sgheﬁng, and the payment is so large that 2 de
minimus cvaluation was not worthwhile.

Professor Bresnahan does not merely assurﬁe that the ﬁaﬂias" ex ante gxpeciations ts the
proper analysis. He uses the appreach established by the economic literature that addresses the
welfare effécis of ]itigatiﬁn settlement. Cooper and Rubinfeld, FEeonomic Analysis of Legal

Disputes and Their Resolution, 27 1. of Beon. Lit., at 1075-77. To see the propricty of this

18



argument !l the Court needs to do is follow the meney. The persons in the best position to
compare the expected result of the settlement are the persons actually imvolved. The business
pecple at Sd]eﬁng-dmided to spend $60 million on something. The record reflects only two
possible justifications: cither 2 payment for a valuable product, which it certainly was zot, or-a
payment to delay eniry. Thus, if the Court finds the value of Upsher’s niacin product to be $60
millior, then the Court can infer that there was no bribe. Bowever, if the patent licensss were
not worth $60 million, there was a bribe. For this reason, analyzing the Respondents’
expectations at the time of the settlement is precisely what this Court should do. This is not only -
gound economics, hiﬁ sound logic. Respomdents state the 1ssue quite nicél}r. “INamately,
whether Schering-Plough paid Upsher-Smith for the delay turms on the parties” intent when
negotiating the licensing deal” Motion at 22 [empﬁasis supplia:lj.

Professor Bresnghan’s analysis incorporates -thc possibility of risk aversion.” First, if the
pagties” risk aversion allows them to settle without & payment, then a settlement with a payment
will resnlt in-a later entry date than the settlement withou! a pa}mcnf. Report at 19-20. seqonm
the ﬁtﬁa-ﬂpliﬁtly require that the paymént be for dela}r_{fa'. at 22) and require an assessment

of the fustifications raised at the time of the Scttlement, sexrsssesrsrassestasrssssarsrssarsonsonsenne

Sah bR RA NNl B R R PR R Y e FAEEARFFRTEFR A PR PR AR RER e B R R (LR Lo DLl L Ll L]
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- B Spe Rebuttal Expert Report of Professor Timothy Bresuaban at 1 {Attachment 2)
[hEIEiﬂﬂ-ﬂ:ﬂf “abuttal R.Epﬂ.'l'th] T T LT PSRBT TR T AR ST ERTIRY SRS RN re
sy e PETFT T TEYT PTRPREERLEPELS AL L L L L LT bt bl bl bt ngﬂﬂ-’ Eronomic
Anaiysis of Law, at 525 (“If the parties differ in their risk preferences, the analysis is similar to
that of a difference in the stakes.™); Cooper and Rubinfeld, Economic Analysis of Lepal Disputes,
37 ]. of Ecow. Lit., at 1076 (“[r]isk aversion thus increases ... the probability of settlement™).
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Further, there is nothing in the record showing that Professor Bresnatian should have
considered Schering to be risk averse, Neither Dr. Withg nor Dr. Addanki, Schering’s own
cconomic cxpetts, provides evidence that Schering was risk averse. Accordingly, even if the
model does not address sisk aversion, whick it certainty dﬂt;.s, it need not do se because
Respondents fail to provide svidence that Schering was nsk averse.

Professor Bresnahan was asked at his dcﬁusitiﬂn about a de minimus test. That test,
proposed by Respondents, is one where the nef reverse payment to Upsher is so small that it
conlit ot be used to jufer consumer harm. Professor Bresnahan considercd, but rejected;
studying in detail a de minimus test because the $60 million payment was toe substantial.
Bresnahan Tr. 56/10- 56/17.

2. The Assumptions Underlving the Harm to Competition Are Valid
P I T IEL] P T T T Ly et bt et S FY T R ETY LI ST LR LA LS S L L L L
possasnensarsrsesvancnsevssssassnsars Report at 34, He used established economics to reach this
conclusion. His method used an arthmetic application of his findings, the type of stmplc, but
elegant calenlation that courts t}micaﬂy embrace. See City of Tuscaloosa v. Harcros Chemicals,
Ine., 158 F.3d 548, 566 (11* Cir. 1998) (holding that expert testimony using “simple arithmetic '
and algebraic” calculations to estimate damages was reliable). Professor Bresnahan’s estimates
are upper and lower bounds, Report at 32, and are a rcﬁa‘hle method of asscssing the extent of
harm eaused by the Schering/Upsher agreement.

Respondents argue that the catculations are bascd en unfoumded assumptions. Motion at
74. One of the su-called unfoundcd assumptions (divided into two assumptions for dramatic

effect) was that Professer Bresnahan rehed of his own conclusion that the serssesnressmssssssaons
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sssosransesnsres This argurnient is the same challenge to Professor Bresnahan's m—::-nclusiﬂn dressed
up-m-different clothes. Nothing to which Respondents cite sugg;ests that an expert economist
carmot rely on his own work. Further, economic experts will ordinarily base damage assessments
on conclusions about the market structure and nature of the competitive restraint.

Aﬁuﬁm so-called nfounded assumption is precisely what Professor Bresnahan

concluded. Because Professer Bresnahan determines that avansssvrea s RRITETStAASE IS sObERRLRSAL LS

AREN RN pEN AN N AR kR [ppeerrrrr ey FELTY PSSR T TR LL L DL LR ULl L bl bt rubdadnran it ensnubi ke RERN
EYT XTI IR T IR L LR L Ll Ll It e e e n DL DL L L LRl DL Ll Ly AUAREESEVER AN FANERFEY IR A NS NEY T IL Tl L]
Prr e en SEYTFEFITT IR IRELLL L LL LA Ll ) SRR R T I ARE FREFRE R AN LAY PRV R ER AN [T PLE DL L Ll LUl Ll
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Fmally, Re_spnndents argue that the estimaies of Scherimg’s ;ust profits are not based on
sufficient investigation. But they are. Proftssor Bresnahan specifically cited to company records
reflecting the compﬁny’s vatuation of monthly profits and costs of litigation. Report at 33.
Respondents expect Professor Bresnahan to nndertake an independent market study. That is not
necessary when company documents are clear. Respondents fear that the Court will focns on the
company documents that reflect what happened here.

Professor Bresnahan's damaéc estimates are not specﬁiatiun. They are groumded in the
substantial work done m this case. His damage estimates should therefore be accepted by the
Court as relisble and helpful

D. Professor Bresnahan Is Not [nvadjpg the Purview of the Court

Without ﬁndiné a single flaw in his expertise or ihe application of established economics,
Respondents weakly attack the way that Professor Bresnahan applies those principles. They
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argue that Professor Bresnabian is inappropriately invaﬂing the role of the Court by finding fasts
and.opining on the cn:dib:;lit:;r of witnesses. Motion at 14, 17-18, 21, Professor Bresnahan is
doing ncither.

_ Professor Bresnahan assists the Court by providing sound economric theory that aceounts
for al] of the material facts in this c:ﬁe. FEconomic theory explains why a genenic entrant is a
threat to a monopolist. Professor Bresnahan shows that Schering was concemed ahout protecting
its monopoly profit from generic entry. Report at 79 1.5]. Economic theory shows that a net
payiient to delay competifion harms consumers. Upsher valued the litigation at between $60-and
$70-million-and Upsher believed, and told Schering, that the payment was to prevent
-cnmpetitinn. Report at 29-30. The economics of revealed preference and the principle of the
market test show how to value a good or a service. Professor Brespahan identifies evidence
showing that it is vmreasonable to believe that Schering was witling to make a $6( million non-
gontingent payment for Upsher’s niacin product. Report at 28; Rebuttai Report at 4-5.

A complete and coherent theory of the case will explain why Schering accepted the '

Njacor-SR Heense. Professor Brespahan identifies evidence showing that Schering know a $60

‘million payment to delay entry was ynlawfil. Report at 30 n.57, 31 n.60. Applying established

antitrust economics, Professor Bresnahan explains that the license sexves as a cover.to prevent
detecting the $60 million payment for delay. Finally, Professor Bresnahan cannot identify any

economics of dispute setilement {0 explain why the allegedly injured party, Schering, is paying
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the perpetrator, Upsher. Report at 30. Thus, Professor Bresnahan provides an economic
fiamework with which the Court can view the evidence, and he has not improperly weighed it.?

At various times Respondents argue that an expert cannnf act as an advocate or weigh |
evidence. Motion at 14, 18. Professor Bresnahan is doing neither. He is using his expertise fo
help the Court to determine the facts and weigh the evidence. Courts have held that experts arc
acting as advocates, not experts, when they render opinions without reviewing the record ®
Further, experts cannot simply render an opinien as to the bclicva_bilit}' ar credibiiity of a witness
uniess they have cxpertise on “witness credibility.™ Of course, Professor Bresnaban 1s niot
attempting to testify about which witnesses he believes.™

Acvordingly, Professor Bresnahan has applied established ecopomic theories and methods

e T T Y RIS I T AR AT RLY LS L LAL LU L L L L LY

mnd his assumpﬁcns are supported in the record.

illillll'iIiIII#!i'rilnuur-{tlt-illniiitilil||l||ti+llill|li|uilIiliIIitiil!llilI'ilill!lii'iiili!lltll!iii!ii

# Respondents argae that Professor Bresnahan’s report is inconsistent with e:m:r_# fact
witness. Motion at 13. That is not the case. His conclusions only differ with Respondents’
defense theory. ' .

B See Dana Corp. v. American Standard, Inc., 866 F. Supp 1481, 1501 (I Ind. 1994)
(adrmitting expert’s opirion hased on a review ol the deposition testimony that included
application of expertise and excluding that portion that did not 7ety on expertise); Salas v.
Carpenter, 980 F.2d 299, 305 (5% Cir., 1992} (rgjecting conclusory and vnsupported expert
testimeay, not well-supported opinions); /n re Airline Crash Disaster, 795 F.2d 1230, 1234-36
(rejecting expert for fafling to wview the record, rather than reviewimg the record). '

3 oo United States v. Whitied, 11 .3d 782, 785-86 (8™ Cir. 1993) (exclnding portion of

physician testimony as to whether he believed ihe witness, admitting portion using expertise 10

explain wiry the wiesses icstimony was comsistent with medical science); Goodwin v. MTD,
732 T 3 600, 609 (R Cir. 2000) (excluding testimony of engmeer that he did not believe a
witncss).

» For somic reason, Respondents argue that Professor Bresnahan eannot testify as 1o the
intertt of Schering and then they explain that he is not doing so. Motion at 22. We fail to see the

poixt of this argment.
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L.  frofessor Bresnahan®s Assertion That » e
ssensrmsusess j5 Consistont With Established Principies

Professor Presnahan examines the models of several of Respondents’ cxperts and
tighlights several significant flaws, among them the Tuilure to consider that the value of a patent
is greater in the near term than in the ﬁ.m:ﬁ. In making that calcutation, he considers the
prospect of compeling products entering the market and the timf:_ value of money. Rebuttal
Report at 11. Granted, he has not read the patent, but how can reading  patent infcrm an
opinton about its value? He is applying basic cconomie principles — the prospect of competition
and the time value of money — considcratious that most firms face every day. Bresnahan Tr. at

HTJ’II 5-—1 2??" 1 ﬁ 2R PARSS BRI RFANSE P AFARETEU P RRREERET N EARREEETEIREEEY l‘i'l‘-lll BAARFAESE P RERFA AR R R PAR R AR

whkd B RESE

In 2 veiled attermpt to savc the integrity of their own experts, Respondents challenge
Professor Bresnahan’s crcn_ientials, once again, and the analysis he conducted. Moption at 23!
Respondents’ argument fails to recognize the analysis that Professor Bresnahan did conduct. He
eviewsd the models of Drs. Kexr dnd Addanki and examined their results. He found in both
instances lheir conclusions were materially altered by changing an assumption about the value of
the “743 putent over time. in general, euuﬁumists find empirical work to be ﬁmeii_a_lﬂc if small
changes in the varishles materially alter the results. Professor Bresnahan is simply peinting out
that Respondents” models inctude assumptions that are inconsistent with business reality and

altering those assmmptions changes their results.
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Professar Bresnahan’s economic credentials more fhan quatify him to comment on the

time vajue of money and the results of Respondents’ expetts.

CONCLUSION
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easereaseres Profcssor Bresnahan has the expertise to render his opinions. The opinions are bascd

on accepted ecanomic theary and reliable methodology. Professor Bresnzhan’s testimony is

thercfore rellable and must be admitted under Rulc 3.43(b). For ihat reason, Respondents”

Mation should be denied.
Respectfully submitted,
i
Karen . Bokat
Bradley S. Albert
Counsel Supporting the Campla.iﬂt
'Dater: January 22, 2002
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522 Civil and Criminal Procedurs

§21.4 An Economic Formula for Deciding Whether {0
Grant a Preliminary Injunction

The standard of prooi 1 criminal cases 15 AR example of weighting
cevors by ther Costs. Another example 15 the fornmita based on Mathars
o Eldridge fot deciding wheiher someone has been dented due process
of law. Sull another is the foliowing formula for deading wheher o
grant of deny a prelinnnany INjURCILON: gnml_' i if bt only it FiH =
(1 — PYHa4. where P is the prnhab'ﬂit'f tha the p':;lini'lﬁ' will prevail in
the [l irial on the menits (and therclore 1 — P is the probahiliu' that
the defendant will prﬂ'aih, Hp 15 the ir:-cpa'r:lble harm that the p'l-ainﬁﬁ
wili suffer if 2 preliminary injunctzon is not granied 10 maimain the
_ staluls quo pending the trial, and Hd o the irreparable harm the defendant
! . will suffer if the preliminary injuncion 1 granted.

Jhe problem for the judge scked (o grant @ preliminary njunclion
. that he is being asked (o rule 2 hurry. on Lhe hasis of mcomplewe
- alormiation. The risk of an EITOF 15 high. The judge tan winimize the

expecied erfor costs by companng the weighted erTor costs (the two

sides of the mequality) of the parfies. An example will Hlustrale the

nature of the compansod. Suppose that the plaintiti has 3 60 prrcent
chance of hewng proved right after a fudl trial. Then the misk of efror

‘ in denving his motion for 2 prefirmnary injuncuon 1 60 percent. Comr
versely the risk of evror if the judge grants the injunction 1s 4 percent.
But further suppose (hat if the mjunction is denied. 10 plainufl will

! : suffer an irreparable harm (the only land that we should be imerestetd
in in this seting == why?) of $30, whilc if the injuncuon is grauted the
delendant will [FUOIST an irreparablf harm of $100. Then the eﬂcpecled
cost of error s greater for the defendant than for the plainaift ($40
versus $30) and the mjunction should be denied. The cowsts i fact
use an approach that 15 an approximaGen 1o the formuka presented
above! :

§21.b The Decision whether 0 Settle or Go to Trials
' Herein ui_Rules of Civil pProcedure and the
Evolution of Common Law Rules

Phat cases are ever Jitiganed iy Lty sertlod might agspray Lo vielste
dhe principle that when transig ian osts vt jw, partics will volumasily

P I T poloned Machor e o 1Memned [TRPLITT TR LT 1 Ko AR, 487-
sk Can LR i Lutralond L e AL R rrreliin > Fnjusctiohe. 0y Harv.
1. B 320 (s Vhe b panila taat Lee ELrafd gumeer] 11 et T ke i et
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pansact i a murually benehiaal transaction 15 possible. In face the vast
majority of legat disputes are settled without going to trial; one studv
found that onty 2 percent of avtomobile accident claims are acwally
ried.! This s a5 economic theory would predict but we have still 0
explain the small fraction that go te traal.

As with an)y coniract, a nECESsaTy condition for negotiations 1o succeed
is that there be a price at which both parties would conclude that agree-
ment would inereasc their wellare. Hence settlement negotiations witl
Eail. and litigation ensue. only if the minumum price that the plainulf
is willing Lo accept in compromise of his claim is greater than the maxi-
mum price the detendant is willing 0 pay i satisfacton of that clabn.
For exampie. if the plaintiff won't settle for less than $10.,000 and the
defendant woa't sele for more than $9.000. scudement negotations
will fail. '

Although the existence of an area of averlap berween the parties’
MmN LOTmS OF TCSCEVRlion prices -—— a settlement range, as we shall
call it — is a necessary condition for a sertlement. 1L s Aol a sullic tens
condition. Setdement negotiations wie a classic exemple of hilateral mo-
nopoly, The plaintiff can setile only with the defendani and the delendam
ondv with the plainuff, and each party 15 eager 1o engross as miuch as
possible as the surples that sculement will generate over litigation. In-
deed, the larger the seudement rangce. the more the partics will stand
to gain [rom hard bargaining and the likelier jit may seem) the paries
are to end up litigating because they cannot agree how 1o divide the
available surpius. But there are offsetting faciors: A larger range witl
by defininon contain mare points that are mutually benehoal: and the
larger the range, the Tess it will cost the parties to deternune tha a
settfernent is in the best interests of both.

Each party's best senlement offer will depend on how he expects 1o
fare in litigation, Under the American sysiemt, where the winnmy pariys
litigalion costs are not reimbursed tn the Inser. the plamall’s ner ex-
pecied gain from litigaung is the judgment it he winy discounked by
his estimate of the probability that he will win, minus his lirigation cosis,
The defendant's expected loss is the Judgmen 1f he toses discounteed
v hus estimate of ihe probabiliy ol fosing {or, staied oihenwise. of
the plaintfl’s wionmg). plus his Litigation costs. 5 the plainuff s expeaied
gain frmn lingating 15 $10,000, he will v serple tor less Quin TN
andiss he is 1isk averse. a complication we postponeds aud i the defen-
dun expects to loswe ol S 000 i the viee s hingated. he will oo

e e Toe s pewders P00 = B 5 A o sk b e elivanraary nape b <o
ive woncted i i only 3E the pane oot the plaintll s e rhe debendancs vhinues of TN
exveeds M mano of tha delendant™s tolie plainnf ™ fecparable Tuno,

SPES ). Sar M Eowwrence Baoss, s raberd O ok Uengrts Tl Sockal Progeas ab lnsninore
CLabinis ;‘\!ij-l]\l"“"'tiﬁ P70, 2 10y, S alr P Sheey Diaeeon S Lee 0 Dillaned,
Settieme Chn ol Do s e Lhenpr st i o Maadn Al Wdprea g Claines, 17 Loy, el
45 05 o RE dlener slan [ peescent Jineped
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setile for more than $9.000. Moreover. the best seulemcnt oifer will
be adjusted upward by the plainiff and downward by the defendam
to refiect the costs of settlement. If those costs ate, sav, $500 for each
party, then the plaintif’s best offer will be $10.500 and the defendant’s
$8.500.

The condition tor litigation 10 oceus i¢ sumpnarized in inequalisy (1)
§ is the size of the judgment i the phamtifl wins. fp is the prohabiity
of the plaintifi’s winning as estimated by the plaingil. and £ 15 the
defendant's estimate of that probability, € and 5 are the cosis W vach
pany of litiganon ind of seulement. Tespectively. ‘This is a very simple
model because it assumes thal both partiwes are nisk neutral and that
the stakes in the case. the cos\s of lingation. :imd the costs of seulement
are the same for both parttes? we shall refax sowe af these AsSLIPLIONS
Later. )

The condition for liigauon.

",,_J—{Z—E—_\'}_I*,,_;_—-—(:—:;_ i
e e rewniten as
Wby = Pgyf = HC AL (n

Il 1the parties agree. on the probability that the praintfl will win iy the
event of liigation. the left-hand side of (21 will be zero and the case
will be settled. because litigation s more costh than setlements a foriart
i will be setiied il one party is more pesstmisuc than the wiher so that
£, — P4 is negathve. In general. then. litigation will aceur onty il both
parties are opiimistic about the oulcome of the hitigation.

A numencal cxanple may help fis the point Suppose thin [ is $10.000,
¢ S1.000. § S§00, B, O and Fu &, That is, the plaimtlf thinks e has
90 percent chance olwinning $10.000 but the defendant thinks plaonff
has only a B0 percent chance — i divergenee ol esnmaies ivcliectmg -
uncertainty about the probable pucome. Plugging these vaoes faLey -
guahty (1}, we find that Ltigauon will.ocour. bevause the leli-hund sde
of 14 15 $3.000 and the righl-h-.{mi side onby S8 Inerms of ineguialiy
{13, the plantifl’s minimam setlement price 1« 38,100 and thw deten-
dunt's maximum oller uniy SN0, s there ix no senicrment that witl
muke both partes conseler tremselves boter off than ol they fitigate.

Inequality £2) hrings ot the mportant point (it orher things being
cepah, the higher 1he ke 1 o cise the more Bikely ihe casc is o be
litiganed G the e likerls i thae meguatdiny 1o be catishiedy, Uhe meui-
tive explanation is that when e <lakes are small 1he potenal aTE

9L aleer asanpes d alicTetenieae ko bromn Drgataag dvuben wome Wsedl foor

pa b b el than thir wessts ol Brigainm anrl ol soenling are vEogenkn LA :m;dlrrli‘d
R T O P ITON TR 11 = T Fime Tanger siwstanjabiee i prbaer] Ty FU L qofee
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from litigating as perceived by the parties are also smali and tend to
he dominated by the higher costs of litigation relative o sertiement.
Bt two partially offseiting considerations are that {1} larger cases altrarl
better lawvers, who will be mare skiliful au predicung the oucome of
firigation, and thus of shrinking Py — Ze2.420 larger stakes increase risk
by expanding the variancée in possible outcomes of litigation. The riskier
litigation is, the more will risk-averse parties want (o settle.

Let us change seme of the assumptions of the wodel. Suppose:

1. The stakes i the case are not the samre 10 both parties — navhe
the parties have diffeient rates at which thev discount a luture 1o a
present value, which will cause their f's to diverge. The critical question
1s how thev diverge. Inequaliiy (1) implees that if the plaintfl’s J i
smatber than Lhe defendants, litigation is less Tikely than it they are
the same size, wlile it is more likely if the defendands § i smaller
than the plnimiﬁ“ﬁ_

@ Ihe parties are not Tisk neutral. 3 both are tish averse, the likels
hood ol Ltigation will be reduced tsehv). L€ the puartes differ i their
risk preferences. 1he analvsis is similar 1o that ul a difterence in the
shiakes.

%, The parties” costs of litigaton and seulemem realty aren’t fixed.
bue vary with the stakes — or more realistically sull. they contain bath
a hxed and a ianable compoenent. There is a4 minimum expenditure
on litigating or seiling a asc, represented by € and § in inequalities
(1} and (2); and probably it is abou the same for both PaTiies i1 most
cases. But bevond that, parties will spend more on Ltigation the Rore
vhey have Lo gain—litigauon is an invesiment as well as an expense.
S0 probably the grewter } is. the more each party will spend on ihe
lirigation. because every ingrement in pip tfor the plamull) or fa ilot
the deleudantt browght about by an additional expenditure on Litigation
will conler a larger expreted gain the farger fis. Prosumably, howeer,
this varishie component of the expenditure on litdganoen rses Less rapidly
than J: for exanpie. 1t might risc as the square root of .

We could rebfue the moded to incorporate this subtier version of the
determinants ol litigation expense. Tt the qualitnive iplicatons o
the model would be unchanged. Later wy shall consider thie complia-
Bons that are miroduced il there s stratenic behavior — that 1s. i cawh
party, tn deciding bow mnch 1o spend on Tt tion, trics Lo take ot
of the other pany’s expendiiires on liugetion. '

Haw do rules ol procedure allver the certletnent raed W begin with
pretrial discovery. A ol exchmiee ol e inlormation o ihe PUSSLRAINNT
of the parties is likeb 1o Eacititane senlement by embling euch’ porty
e Form a mere aceuraie. aud generadly therelore @ ey convergant.
extimate of the likel automne ol the cises aned pretvind disconery u nilles
each party 1o compel Isis oppoucns o disclose refevant informunion m
his possession. Oone may woreler why compulsion s e e SHIEY
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Flenple of Hie sem thade wefeleat PRAcE TR CVUR Bl BRI .
cpnef dhiversivrn but the comeoesanen pHels Pl DRI st e
pubfic, orin st conlriaRce B mpina pefoow, f1ES fnrprssitde it
oo pravvent st dr anaciags, By Lo witich eitfrer cended be cacclitid,
o 1enirhd fier conrsiasent witd fiborrt aned fustice. Bii fhanef ere fe
curret frinder poesple oof fhe soeare pande Fromp SR axseniling
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In am kel frms bave ag incenbive o coondiie twir prodictivn
o pricing weTivities W ineresy et collective amd individual prolfies
by fealacting nwinke outnut and raising the markel price. AR Aim il
tan of firms than explicily agrees 1w caordinae its activities s calied a
cartel. A cartel ihal nchudes atl firms in o ket i o e lTecs 3 Tanop-
oby, und the member firms share the monopaly profils.

Cariels are more Hhely i pocur when fhepe are only a few ticme: an
oliwapoly, This clupler conecataibes 3 cooperative ofigupilies 1
which 1 smal aumber of tirms fan oligopoly 1 coordmale i i L L
maxiinize joint profits. Even without an explacit aupgonent. Anns io a
conperating ofizonoly may coardinate their selions o maxinuze juint
‘profits, Tht is. cach fiem finds acting 15 though it were o mamber ul'an
carcl 1o be in it selfnrenesl. Thus., o swdy ol cartels is aksooa studs of
cogperative oligopolies. 15 the st chupber, we CXUNVIE Jrmpcie
rve wlrgropeotio, i which Brms act s rivals,

Farunately for consumers, atthough frms ke an Centive [ oo -
dinate 3c1ivifics 1o restict ket outpus and Rk prices. cuch menitaey
of the cartel has an inecentive o cheat” on the cartel oreement. Each
cartel TAEMBCT wiarls To prordice M eiipd thaty i best Tor the canel
colleetmah Asa resulic canebs tend io hipeak apart duen without gin -
e ERterveTItE,
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When a cartel parnally breaks 2]
when not ahl firms in the moarket Jun
Jike a dorhimant finn facing 3 competitive fonge
i Chapter 4, enury of new fringe firms into 2 mar.
of 5 dominant firm or a cartel. T
of cooperation and that cxist

market power far substantial fe
Four key quastions are examined w this chapeer:

. Why do cartels

|~d —

da

WHY CARTELS FORM

122 Chapter s Cartels: Oligopoly Joint Decision baking

nart 50 that some fims act independently o
1he czrrel in ihe first place. the carel may ac
of nomnember firms. As discusser
ket can destroy the market powe
hus. orly cartels that do not fatt apart through. iac!
i markets in which entry i# difficull can waintay

neths of tme.

furm?
What factors cause some cartels 10 Jost and orhers ta braak up. ¢1Ci withom

ooverntneTl intervention”

. How hs._rmt‘ui are cariels?

What have governmenrs duns about caniels?

Why is Adam Smith cornct that B
individual firm wants to inrease
up when
jasimizine its profit, How can the firms do bett
ready maximizing its profi
The answer involves o subtle arziment. lo a comirs
siders how mach a reduction m its oW L
aiber finns, which benefit
reduction raises the price.
its members of the reduction in
which each firm iunores the colleciive vain from its outpu
* jiore output than a canet.
To 1]l ustrake the nature o
pose that a markel is made up of many identical, ¢
a price taker, o contrast, SUpROST that all the frms
act as a manopoly.
of the individual
shown i Figure 5.1b (labuled S0 alony with
petitive output. O,
markel demand curve
(Figure 5, Ja) and the market price 15 £,

Elaired we seand, divided we fall,
£ rion gives sprengii

——dexear

s weant to form cartels? The ansaer 15 That €2
its own proiit. But why shoutd & Aemys profit
the firms in a morket fonn a carie!? Afer all. each compatitive [irmn
er by forming a cancl if gach is
.

ririve market. ezch firm G
utput benehis it and ignores the gains
from a reduction in wial market auiput to the =x1Enlt
In comimst a cartel 1akes ko accal the henetls o

earh fims’s ouwput. Thus. 2 compentive market
reduction] produ

[his collective gain, consider bwo polar Cases. First.
gmpetitive finms. each of whic
join together 10 form o canel
Froure 5,12 shiows o vypical rm's marginal cost eurve, The.
curves i3 the market supply cunve. whic
the market demand curve. The ©
. determined by the imersection of s supply e with
{Fizure 5.1b).-with each firm producing g, umts of oL

firms” marginal o3t
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12) Typical firm (b Industry

3 5

MO

i T NME

wiarhel
drninad

oy, -t Firms gueamniey, f (=, ey - Inudustry quantty,

Why does it pay for te cared 1o reduce vutpul fromi the COMpETILve Tovel?t A
the compatitive oukput. the carrel’s marginal cost 14 Trealr than its marginal ree-
croue (Firure S.1bp 50 10 pays the careel 1o reduce Tis output. Buecause the demand
curve stopes downnard. he marginal revenue curne lies below the denund curve.
and marginal revenue is |35 than marginal cost at the competitve uutput @, Thus.
it pavs for the carel to reduce outpat from the competitive level-—but By how
much? It shouald lower gutpt until its marwinal revenus cquals nrarzinal cost
which suaraniees that profils arc reaximized. The care] increases its profits by low-
ering the ageregue cariel output (@ 0, where MR equals MO {Figure 5.10). The
price rises © g, Hecause the canel is made up of # identical [irms. it requires vach
firm 1o reduce s puIpuT 1O, = @, /- In this example. the identicat Tioms share in
the cxma profits equatly.

Why doesn’t 2aih competitive firm reduce its own ouiput betow the compekitee
lavel” At the compentive equilibriom, cach competitne firm seny ks waroinal Tev-
enue equal to 115 marginal cest and has no incentive w turthar lower s ot~ 5L

PP — e N |, b L o Tesaricy matpen and det the Jarrland cume Ao P wr Fjtin Prive
s Tl vhve decvhind wuls ¢ e ErTTERS cupue. Thee i appnsishes b @am walent '

punconse o poce kg SOMpLERTE Firmt Taces & ferizental shandid e, 1 Y R R TP L AT S
ool sk 1dend Wl 17k Sl surve, Thus, the oo Mave 1rr = MK eum g LS Tincoiia] ac the
Cofprrlin g Prive f 1 hre e ket sappdy ot AEC eurve hits Ly gtk demand cuese i Figure S 1B1
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128 Chaprer 3 Cartels: Odigopoly Joint Decision hiaking

were to reduce its output by one enit. it would lose profits because the margina rev-
etue on the last wnit produced fihe price) would eveeed its marvinal cost. Thos,
each competitive firm is maximizing its profits at the COMPETTNG DutpuL.

The gatn in calleoive activity comes from the very slight slope o the compri-
tive firm’s demand cutve. Although economists ofien say that each compentine fimmn
3cts a5 though if faces a horizontal demand curve - thai it cannot raise s price by
lowering #s outpur—that is not ahsolutels correst. The demand cire does have a
slight slopa: A L'nm!}E'tilj'L'E‘ firm that siops producing might rise the market price
Py 1 small amount. That small shope can be igaored when ralbing about 3 suigle
firme. but it eannot properiy be ignored when talking about ali fens cotlegtivels.

[ all firms cut back by, sav. U percem, the market price detinicely risea: how-
ever af only one firm cuts back by T percent. the ¢ffeet on price is sosmall bas i
i hardby measurable. Each competitive fiern decides Mat it doesnt pals B neduee ils
ontput sipnificantly because its main i Jess tham i cost B it reduces s vlput by
00 UM ils gain ts the rivizh amount by which price rises limes the writs i [Ho-
duces. whereas jts boss 1s the price it would have received for tis Lust we,

A competitive firm ignores the gond it does other finms by reducing s Gl prast
and imercasing the marken prive: it places no vabue on the wains ol aiher firms, Tles
gaitt boothers is an evaeenafi:d Working covperatnehy, 1he cartel menthers LA TP
Frownt the ouipcst reduetrons of eacl firm, When o) s Ptz ne the el ali i
it tham reducing wutput wnd raising price po e the cartel. which divides glhe
uaif moeny its members. Here, the extermaliny ereated by cach finn in redeeing s
vttt bas heen invernalized by the cartel. As i result, it s s tire cane? o reduce -
tal output below the competitive level, even thaurh it would not pav any competi-
tive firm to reduce its output mdividually.

CREATING AND ENFORCING THE CARTEL

Seecries! { Tellf e whetfior v 1Rk e e cin or an wrsee o o P TS
Boiw o Hieres, o Gy enhor congmnny witich preniae setie amast end in LVIHTL ML,
wenekd ber wble o offeet anvihing it MR WU iR FRSE fer anly cheabb et
Flrnrcvnrochus : OF covrie poe. .
Seontes: AT fienf we san thor aine VIR jrikas e et U5 ol v of il
stet, verrr fornticdsse i mnot altesethor avenrae, I b bad hoen desonetil e,
©rhet cwahd pow e hopt eeir Tt ot eme uneidner Cdearfy Hrey st five pros-
siseed fustiow of a sort. eamh feo koo thea fiaar everc Eibige ffewi fRpees e eni
vk etfior el Hie samae siste g o theie victims, For the Hiemwaeh vilffofire v
anc pordecile unfust, are o pecfienl incopmable o action

Sy wbe dicussionn O apter 3l tae lastecity of deovar! Fieenez a2l compenen e e aed Vguatnme

L R .

Tan walgrpubity b6t 5":11.'-:! Fawr e b ek s pricvid b the machel.

'.H:n-q;u' i Blam, T fepartfis cof Fofader Trans, 410 [ L] ST R POV o B I]plhm FIRTL 37 % Themame-
wF the bt bing been addaband e mamsd Bas Dy dnien
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Wauld you join a cartet if all the other firms in vour markst were forming one?
$ach behavior is usually illegal in the United Staies and many other capitalist
copmiries. 50, no doubt, vou would refuse on moral and legal erounds, Suppose it
was not a moral petson like you who was being asked this question—suppose
it was your slivhily shady cousin. Would your ceusin jein an Hlegal cartel con-
spiracy? _

Well. it depends. Your cousin’s ficst thought is likely o be: “What's in it o me™
It should be oh ious w0 biin that it is in his best interest to fet all the ather firms ip
the markel form a cartel that does not includs his firmy, Then the canc] would re-
sirict oatpul. drving up the price. while his fim could produce as much as ir
watited. O course. every gther tirm i the market niakes the same caleulation, Hwy
suppose the other firms 14 il that, unless his firm amrees. none nl he others will
join the varlel and restrict ourpul. Your cousin pow rédlizes that he can’t have his
cartel 2nd produce as much output as he wants 100 He can only obrain the maker
price if Ris fitm a272es (0 4 paduciion in outpul.

Viur cousin mhen thinks: “What do | have to lose” If the cartal 15 caurht by the
wovernunent and convicted. oy firm will have to pay a fine. But if he chance ol'be-
ing caught 15 smalk ot The fine is ow. it may Be worth it to me” That is. 1f the ex-
pected lass from sucha fine s Jow enoinah. your cousin joins the cartel

Bul vour enusin is elways looking for an edue. Dnes bes juined the carkef.
save Lo Rimseif " Win chpuidn T oheat amd prodoce more oulp than the cartcl’s
aprecinettt pIrmits? AT all. the canel probohly won’t knaw w bo's prodioging
the extea ovtpet” OF course. i all fioms i the vartel think this way. the cartel will
fad apart. The suczess of the cartel. thien. wirns on f1s akility 10 enlofce 115 dgree-
nenl. ’

Fizure 5.1 illustraes why a finm has an incentive to cheat on the cariel’s agree-
rvent. As explained shove. the cartel mambets agree o restrict oulput (0 {2, which
dives 1he price (o p . the manopaly price. Figure 5.1a shows the cost curves of
sour cousin’s firm. which is one of # idemical firms in the market {and i the rat-

e}, The cartel wams your cousin Lo produce 4 ,, = {3+, -n output: The output carre-

sponding to his Hiom’s share of the canicl outpul. But a1 the cartels price. gy your

. cousin's firm can maximize its profits by producing 4 units of output (where s

marpinal cost curve equals Bk Thus, althourh it s m the cartels best int=pesd or
vviry firm 1o nestrict output. i b i v sousin’s Best Interes for every frm except
his own to FestrecT oUtput.

Earrehs have lnle 2ffect on prices if membery du not cooperals, For example. in
bouala Lumpuar. representatves of four pepper-producing countries decided Uit
ther would set 3 mimmum price for black peppet. Fyven though the pepper cartel
iBrazil, ladia indoncsiz. and Aalavsia) produces MU than 95 percent of the
worlds pepper and could raise the price. it has never been able to do so bocause s
members keep undercunting the carncls minimurm price.”

b it Ll Peprees Probusets Prck 2 Thrnchasars” Pt St Pt gt € hrasmabofes Aznat #o
sz A4 E .

Creacing and Enforcing the Camet 125
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I, The [ncantives of Plaintifs srd De-
Jardans, In some legal dispurss thare
i jcope for sestlement, wharaas in others
trials way he inevitzble, To distinguish
batween them, consider a civil dispute
in which the parties have no fuiure intes-
est, 3o the bottom line is how much de-
terndant pays plaintif. The parties have
expectations about the size of the trazsfar
that-weuld result from a treizd and (13 cost.
Fizinri¥ s expeoored gain frorm going to
trial, ner of rrial costs, in given in equa-
tigz {1) zbowe, while defendast’s exz-
cooted loss, including trial costs, iz givea
in cquatiop (2) above. These expacted
gains armd-lusses represent the seeestive
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Ifa =izl man be zvoiced, ne
stilf bear the transacson cofi disocias
with serthzmen:, wigh arg cenzted 2
and e

for plazanE aad defeadant, re-
sEartivei. In a serrlemant

ke nas cranc.
fer necessarily equals 22ra, The cooperz-
tive value of the same thus eguals the
actual net trensfer jz=re) loss the roansie-
tigns ¢osls incurreg:

Coaprrative vilue = ¢, = 2,
Tae diference batwesn the copgesative
znd fancgoperafive values of o= Tithe

equals the surphus:

The suecplas irom soeperation egea’s the
sura cf the term 1n br;‘.‘:ei, r:;l:':sn:l'stj_.":g
the Sifarance in the encts of triad and
settlament, and *he tesm - in brackets,
representing the dif=rencs in subjeciive
expectations aban: the damag=s awarded
at trial.

Traasaction eosts are lass when a case
is sett.ed rather than tried:

T B ;
En € L S R I R

Indecd, trial costs are so much greater
than Sf::ﬂr:rneu.. sts thas many akthors
chocse the simalifying assumption that
snttlament costs are oil, that is, &, =

£,¢ =0, In this case, the surplus reduras
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Far a mtk-nentral plsintis tae sunrze-
bive viius of the BOSNDE SoMmage award
a¢ triz' dangled T, equels the mangy
valie of expectad camagss, I, times the
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8& THE REVEALED PREFEREMCE AFPROACH 123

THE REVEALED PREFERENCE APPRCACH

An alternative woy of developing preference theary is 0 observe consumer cheices
and see if any mathematical relationship can describe thase choices. In this section, we
argue that if observed chowes are contistent in a particular way. we ein represem
those choaces as £ consgmers have maximized utility funciions thai satish the sis
axioms, subject to the constraints imposed by their budgets. The approach of observing
clinices and then inferring propyriics of 4 consumer's preference from those chaices is
called reveated preference analysis. '

Revealed Preference  To develop the concept of revealed preference. we reun (o a

consideration of pairs of consumption hundles. I one bupdie L=, ) is choeten when

amesthet bundle Lo _ v bis aaifabfe, we sav that £1= v* bis revealed preferred o (v, v )
. - . N e g Ll el —

Figuce 5.9 Hlusirates revealed praferance. Both (ot v¥i and T3 3 T are on the budge

lene and. therefore. available hut e~ v# s chosen,

On the other hand. if (x', ¥*) is not avaifable when {x®. v*1 s chosen. we conn
say that (x5 v 1s reveafed preferred 16 (1, y*). Figure 5.10 compaies 1w poinks. ag-
ther of which 15 revaaled preferred 10 the other. The choiee is {17 x7) at income M and
prices p; and p;. but it is owside the budeet line igo eXpensive) at incume M, and
prices o5 and p;. The shaded area within the firsl budget line describes the choices that
are teastie for the first budeet but too expensive for the second. Similarly, (3. vilis
the choice at income M. and prices p7 and pr. and i1 is 100 expensive at income M, and
prices piand pl The shaded area within the second budget line descrihes chaices that
are Eeasthle For the second budget but too expensive fat the first,

Deriving Indifference Curves from Chalces That Are Mot Hevealed Preferred 1o One
Anather Suppose we now cunsider a series of choices on ditferent budget lincs where
euch choice is not tevealed preferred to any other choice. in the limit.if we consider all

FIGURE 59 Revexed Preference

I3 i ;|.'f X
P " FILURESI? Choices That Are Not
Revealed Freferred to Ohie A cother
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FAGURE 5 Chaices Thut Are Not Rerealed Preferred to
Ope Anather Forming an lndifference Curve Safisfying
Diminiskipg Marginal Rates of Substitntion

possible bodeet lines. cwwmmﬂmmmmm be
represented as points ajong an indifference curve tha satisfics diminishing marginal
ra d/-_u_g;mﬂ..ln Figure 5.11. point 1% Jur income M, and prices p;
and’p2: point B is the chaice for income My and prices p; and £ poing € is the choice
for imcome 3 and prices p¢ and pf and point D is the choice for inzome My and
prices p” and p?. Each is the chaice alone its own budget line, but is too cxpensive for
every other budget, The shaded area below each budge1 line represents points feasible
for thal budgel bul too expensive for every ather budger. Iz: the limit. we could think of
there being an infinite number of these points, each of which is not reve aled preferred
tg any other point. If we connect these points with a smooth curve. we construct a func-
tion that could be thousht of as an indifference curve safisiying dirninishing merginal
rates of substitution. The consumer has not stated indifference. 30 the title indifferenee
curve is 0Ot QUite appropriale. bot the behavioral cifect is the same: the consymer has
not indicated a preference for one point over any of the othe rst

-

*For a furmal treaiment ¢f revealed preference. consult Hal B W rian. Micreeconome: Anafvsit 3d rdition
Mew York: Nortoo, 12 :
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Revealed Preference and the Measuremeni of Indifference Curves 31

The theary of revealed preference, o rejatively new part of mICTOCCORDINICS,
is an attempl to do just that. We assumc that we can vary the COnSUMmET s
maney income and the prices ha feces, these fuctors being changed in accord
with the experiment. Then assuming that the consumer’s tastes emun
fixed during the course of the experiment, we see how he reacts (o the various
levels of money income and prices. The basic idca behind the Tormulanen
and interpretation of the experiments is as follows: The comsumer may
choose one markel basket over a second market basket either because he
prefers the first wo the second or because the first i3 cheuper than the seeond.
Thus. iF we vary prices so that the first market basket 1s nat cheaper than
the second and if the first is seill chosen over the second. we can be sure that

~the first market basket is preferrad over the second.

Cuonsider the case of two commodities, good X and good Y. Let A in
Fipure 212 represent the market basket (Oa of good N and ©a of good Y)
that the consumer purchases when his budger line is @, From this it
[allows that every point {sach representing a market bashet) on or helow
Q07 is reveated to be inferior 10 A in the eyes of this consumer, sioce 2 of
these points were available to the consumer and he chose 4. Moreover,
every point in the shaded area above and 10 the right ol 4 is preferred w0 A
berause each such point represents a murket basket with at least as mech

Figure 2,62

Paint Chosen AL hen Reveled Preferenee.
(allinkd =

| owow 1= Budeel Line .
Coeand . ,-;’///; . _
Wi /f/’; k

Livnrii &




42 The Tastes atid Preferences of the Consumer

of both commodities as A. Thus, since a commodity 15 defined s that more
of it is preferred to less, cach such point must be preferred (o A. Therefore
the indifference curve running throt»h point 4 must fic 1 bewween the
budget line and the shaded area.

To get a better idea of the location and shape of this indifference cune,
consider any other point on @ —for example. 8. This paint is infurior (o
4 but there is some budget line that will makc the consumer purchase iL
Suppose that this budget line is 55°. Then we van deduce that the blackzned
area is inferiar to A in the eyes of the consumer, since it is fnferior wr £, and
Eisinferior o A, This procedure can be used to narrow the zone of ignerance
—_the zome where we zre unsure whether the included peinis are infenor or
superior to A—that s below and to the right of A. To narrow the zong
of ignorarce above and to the left of A, we adopt the following 'prn-:-cd ure.
We cstablish a new budpet line, WH™, which inzludes point A, Lzt O be
the market busket the consumer chooscs when he bus the new moncy invonte
and prices represented by this new budget linc. Since € 15 Do MIOLE EXpenive
than 4 under these conditions, € is shown to be preferred (o 4, Morcover.
all points above and to the right of C are also preferrad o A. since 1they are
prefected to €. and C is preferred to A.

1f these procedires were Tepeated over and over again, one would even-
tually derive an indifference curve. Obviously. however, this would be a
long and kaborious process. ‘The theory of revealed preference is more
important as a means of demonstrating that indifference curves can, in
principle, be derived in this way, than as a means of actually deriving
indiference cuves,!” :

172. Determinants of Consumer Tastes and Prefercnces

In previcus sections of this chapter, we have discussed how the consumer’s
tastes can be represented and the way his tastes influence the market baskel
he chooses. -But we have said nothing about the factors that determine his
tastes. Cleatly, his tastes can be changed by varieus forms of expericnee.

FThe theory ol revealed pr-_-l'cn.-ncuﬁ assurnes the loflowine: First, if 3 market
baskel s parchased when this market bashel 35 moe cxpensive than another
panTkel basket, it must alsa be purchased when it is no more expensive. This rules
out snob effects, where preferences are alfected by prices, Sceond. if ene market
basket s chosen over o second and a second is chosen over a third, the Hrst musl
- chosen aver the third. This is the assumption of transitivity. Third, given any
mufket basket, it is assemed (hat (here exists some budget ine that will fead the
consumer 10 buy it. :
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IS INNOVATION KING AT THE ANTITRUST
AGENUIES: THE INTELLECTU AL PROPLIRTY
GUIDELINES FIVE YEARS LATER

Richiakn [. Cronpgos
Winiarn K Tous»

L INTRODUCTION

‘The Mrermsaft arnicus case fcused public auention vn the relg of
-anditrtist cufnrcement in Preserving (ke forces of tnnavation high-
technology markes. A May 15, 2000, Busines Wesk arnele reporeed thag
“lenovation is King {an the antiirus Agendes]. Traditionally, regulators
fucused on whedher companies antificially hiked prices o1 redured pot-
jrul. Now, they're increasingly lkely w louk first ay whether corporate
Lichaviar aids or imperdes innovaion, -

I thinerticle, we cxamine whether impvation bas displaced short-term
[nice effeets as the focus of and: s enfarcenient by the De parimen; of
Justice and the Frderal Trade Comission and, 1 the extegt thay it has,
whether enforcement agions are any difterent as a resoll. We alsg ask
whether enfnrcement acions in the area of intellectua) propery and
HINAAGD have been consistent with the 1995 DOJ/FIC Amlitrust Cuide-
lines for s Licensing of Inielectual Froperiy)! Finully, we consjder

whether recent enforcement 2ctions ideniify key areas in which addi-
uonal guiduance from the agencies would he desirahle, We arddress these
Quesions [irst in meTEer cases and then i HE- e EZeT Cases,

* Depusrsunemn of Eeonmmcs, Ui rsity of Califaraiea a Beekeley Calenn way Dot priagy
AStiai Adwriey Conrrg? fur Ecotnaning a1 ihe A Lvisionn siend degd o groug thae
.fjﬂﬂupui e Antivieg Gusdetines foe the l.iq_-l.-m.mg LHIN SIS HINT | Finspue iy,

* Mesidag OF U District ol Coluen big Toag Toom was Cornese o 1, the Aiam Anganey
Geuoral w e Aucitrost Division g parircipanced g thabing s due TP Coaicdefings,
Fhe awihies aze graiclul ta Bila) Savwd for expeit reseaich assilomoy, and v fasepl
Farrell. Mic rael Fatz, Mark Lemdey, Rol Merges, Hemwanl hlvarwe, Ianael Relunfeld, ¢arl
Shapnrn. and laelry Yatocmine or helpbul distudone '

LTS Repsrinem uf fustice anel Fedecdt Tenle Coemimimear Siingy - bane ="l g

the l--ift'"*i-';.‘--f baielleetaai f'rl:lprrl‘_-' LET LY I ETTT I e DR T B Hep TR e A
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