>> Pauline Ippolito: Thank you very much. Our first disaurs is Daniel Garrett, Vice President

at Cornerstone, so he's dealt with these issuestigatibn context and will react to our panelists.

>> Daniel Garrett: Thank you very much. | want to thRauline and the commission for

bringing us together here to talk about these importamssand, in particular, for inviting me. [I'll
start with an item of housekeeping that's probably unnaessthink everybody here today said
the word "legion” correctly. The "G” is soft. Thame comes from the two founders of the
company who named the company after their wives or pattein wives names, which were Lee
and Ginni. So, kudos to everyone for saying that corrémtlsty. | will say in advance that my
slides are not as monotone or as consistent agekernpers. I'm going to have to be jumping back
and forth, and forgive me for that. And I'm also gotale them not in the same order they came.
So, I'm gonna start with John. And appreciated his thougttagnee completely that theory -- the
theory in this area is hard and that it is incompletkthat there's a lot of work remaining to be
done here. | also agree that empirical work, | hhae $ame sort of predilection that structural and
empirical work is a desirable thing and would like to seeenodthat in this area. One part of the
coordinated effects discussion left me a little uneasy,that's partly because | do a lot of work on
price-fixing cases, and that's the use of the worduismlh.” Academic economists often use the
word "collusion” to mean two different kinds of thingsone, where there's an explicit agreement
and smoke-filled rooms and clearly bad social consequenuha other, when firms are just
interacting in a marketplace and, as a result of redegames and the interaction, the parameters of
interaction end up pricing at a point above marginal cisteemed to me that coordinated effects
could apply to both of those types of "collusion,” aast wanted a clarification on that, which |
think you can give me right now, if that's all right.

>> John Asker: Yeah, | am happy to include both of¢hezses in my comments. | don't think
this is an area where sort of an explicit cartellma@ism versus a repeated game setting makes a
particularly strong difference to how you would run a sdftasic empirical exercise here.



>> Daniel Garrett: All right, super. Of course, ldgalf there is actually collusion, there are

reasons to go after those companies for reaching agreeamehfixing prices.

>> John Asker: Absolutely. Which is one of the thin§jad a little bit unsettling about theories
of collusion. Well, coordinated effects are base irsaf RPM that feel a lot like a collusion
model that may well be explicit because it begs thetmuresvhy don't you just go directly after
the cartel itself?

>> Daniel Garrett: That's a good point. Thank you. stimeone who appreciates coincidences,
and one of them that | appreciate is that Aviv Nevo, whs important -- is important in the
literature, and one of his big contributions is in teaheeady-to-eat cereal, works at the Kellogg
School of management, a connection | didn't make witiljow. In your beer market, and | know
beer market is just a part of the purpose of your talk oditlyink that the pricing -- what you
called RPM, in the context of the prices the distribsiteere encouraged to charge -- do you think

that was more likely a minimum or a maximum motivationthat policy?

>> John Asker: | found it very hard to tell. In terofsvhat they're doing with the big chains, my
sense from talking to the guys was it was as mucheaistcing transaction costs, to be honest,
more than anything else. So, this begs the questionatftivby're doing with the smaller retailers,
where they're setting a band. | have no strong opuoriotihat other than there's also stories. |
sometimes wonder whether some kind of advertising $yg might be appropriate, whereby they
want to say that Budweiser, basically, in Chicago, ea#it you $2 a can or something like that and
be not too far off the mark. 1find it -- | thought twas a fun sort of example to throw up in front
of the commission, in part because it seems to mauve $o many gray areas that it sharpens the
discussion a little of just where the difficultiegarl don't have good answers for a lot of this stuff

>> Daniel Garrett: And | should also say that | adrforeyou choosing a topic that, for me, would
merge two of my favorite areas -- empirical econ@naind beer. And | have been successful, in
one instance, looking at the line industry, professlgnahd that leads knee this comment, which
is that there is a three-tier system in the distidn of alcohol in most states, and the rationate fo

the implementation of that, legislatively, was) anderstand it, to allow distributors, who were



making a lot of service, doing a lot of service and estlainlg markets, to allow them to reap fair
rewards for that thing. So, it seems, to your intnimd to mine, as well, that beer wouldn't seem
to be a super-high service product at the distributor lbwelthe motivation for the mandated
system of three-tier was because of distributor servi®o, let me turn to Francine. And one of the
reasons I'm using first names is they're easier to prahere, so forgive the informality.

>> Francine Lafontaine: Guilty as charged.

>> Daniel Garrett: | want to, first of all, thank y@ar your work with Margaret Slade in
summarizing the literature and also doing it here todayanted to encourage people to read her
chapter -- their chapter -- of the handbook of amiteconomics, which I think is 2007 but may be
2008. It's a really good read, really carefully thoughaugh and interesting. You make three
distinctions that | want to underscore, and they've beelerscored, but | want to underscore them
again for the audience. One is the distinction betwemimum resale price maintenance and
maximum resale price maintenance. Let's not lodetthéhe extent that | have any encouragement
in looking at that coal bill. It's that it is exptly minimum and is silent on maximum. Another
distinction, which you make in the article, which | dahink you spoke about today is the
distinction -- Sorry. That's my third distinctiohe distinction you did speak about today is the
distinction between voluntary and mandated verticangements. | have seen in the literature and
actually in public debate people talking about researchtsefuoking at the fair-trade laws and
their effects on prices and trying to apply those to valynRPM. And in a minute, I'm going to
ask for your comments on that. Another distinction tiilon't think you made today, but you
make in the article, is the distinction between zmmtal and vertical free-riding. So, horizontal
free-riding is the classic free-riding when people alleng about RPM -- good RPM -- and that is
one retailer, if it's at the retailer level, provige®t of service and education to a customer, who
then goes to a retailer who doesn't offer that seamckbuys it at a cheaper price. Now, that's a,
you know -- | think we all understand how that can be @lpro for the manufacturer, and RPM
would be one policy that might solve that. Verticakfriding is different in spirit but similar in
motivation. | mean, ultimately, a good RPM is gonna bé&vated because the manufacturer feels
like, absent that policy, it's not getting enough servicgeovices from its downstream dealers, and
So it puts on RPM to encourage that kind of service. itBatuld be the case that the services



involve things that don't actually involve stealing custarisym another retailer. It can be more
about maintaining the integrity of the brand. For examipéxus may have a very high level of
service, and that's an important part of its reputatioinvery people pay money -- pay more money
to buy a Lexus than other similar cars, and if you leadealer who, for its own customers, isn't
providing the same high level of -- I'm using the termviser’ in a few different ways here -- but
isn't providing the same level of hand-holding and "Grea¢¢oysu” and that kind of thing -- that
could actually impair Lexus's image in that area and tafffecbrand that way. So, Francine, I'm
gonna have a two-part question. First of all, in yaummmary of the literature, there are a couple of
studies that are not mentioned, and there may be a risagbat, and that's one of the parts of the
guestion. One of them is the '83 FTC survey, which igiowed, | think, in the coal bill. And the
other one is the late 1960s D.O.J. study. | think tharelsar enough answer for that. But -- So
one part is why those were not included in the artahel, the other is, are studies of fair-trade laws,
in your view, applicable to voluntary RPM?

>> Francine Lafontaine: So, let me start with the studies that you're asking me about. We
surveyed -- we searched through journals mostly, and mgstthat ended up being published in
journals is what we included in these. And we also veegifically made a distinction between
things that we would refer to as studies of incidence vehsgs that would look at consequences.
And so a lot of what | saw in the more -- in theseswnuch more incidence-oriented. So, for
example, the paper by Pauline that | mentioned during rkystai the other survey. Basically, the
way we -- We had to arrange the literature -- As wergotdoing that paper, we ended up facing a
number of things where we had to decide, "Okay, is thistadoertical restraint or is it not? Is it
about effects or is it about incidence and things lik€?th&nd as a way to try and keep a body
together and not go too crazy, we ended up creating theseltiickets that then became the three
papers that Pauline mentioned. So, one of them wadispltgiabout things that are known as
vertical restraints that would fit into an antitrust tm® and where we were looking at facts
because we were trying to see whether -- what theyndoth@ second one was about vertical
integration, and then the third one was about inter-fiomtracts. So, these guys will fit more into
incidence on the inter-firm contract type categoryhsd's why they're showing up, as did Pauline's
study. So, that'll be it for those two. In terms ndlerstanding the fair-trade laws, again, we didn't

find articles that were in journals that were publishetherfair-trade laws. Maybe it's a question



of going far enough back in time, but the stuff that wentbin journals was we tried to cover all of
that. And they would fit under the mandated versionell,wo. They would be voluntary and, in
that sense, would fit under -- The change in the treatimdémd of fuzzy. It's very difficult to
pinpoint. In 1975, officially, they all became -- thegre all repealed, but they were kind of
gradually repealed in different states over time, and faaturers were becoming a little bit more
worried about doing things. It didn't provide the kind alunal experiment that some of the other
studies that we found were able to bank on, like divorogiea very particular point in time. So,
I'd be happy to look at more of them, but | didn't uniders exactly -- or, | didn't see that they
helped us that much at the time that we were tryingtthid.

>> Daniel Garrett: Thank you. And you taught me a wotdivorcement.” Happily, | didn't just

go to my wife and say, what is divorcement?

>> Francine Lafontaine: It's better not to ask her.

>> Daniel Garrett: "I've been thinking about divorcenlatgly.” So... There was a slide in John's
talk where he said what the manufacturer wants to &b pgice equal marginal cost and work

from there, and that reminded me that the issue ipribe of what, when we're talking about RPM
-- goods that are effected by RPM. If the RPM is wieatll good RPM and it's done at the
manufacturer's voluntary choice and it's not a +ela@e no dominance kind of issues at all -- and |
mean clearly good, at that stage -- the goal is teas® the level of service that retailers say
provide with the good, and so the good becomes a differedt gdo the price equals marginal cost
conditions. It would be at a different spot becausetite is going to be different and the good's
gonna be different and the marginal cost of that seadivery are all gonna be different. And

this ties in to something that Greg said. He was chaiaagetwo schools of thought, and that's a
genuine exercise. And he used the term "reducing intradtmampetition” at one point in his talk.
Other places, he put in what I think is the necessadifiao-- reducing intra-brand price
competition. Because the goal of RPM, under the starstlaryg is to limit intra-brand price
competition, but you expect and want to encourage thderstéo compete away the rents and
enhance their service. So, essentially, what you tmeifaeturer want to do is have them raise
their price or at least you're gonna give them moreayimaso they price -- they're gonna price at a



certain point, you're gonna give them more margin, andwant them to spend that margin on
service. So | think it's the case that, often anywas ntanufacturer's gonna want to have price
equal marginal costs, just at a higher price, higher makgost, higher service, and that's the way
the manufacturer can further its competition intemtraSo | think it's really important that we
leave in a modifier when we say that RPM reducesa-btand competition. That's incomplete.
You should say it reduces intra-brand price competitioreamedurages competition on service.
So, my question for Greg is this. These two schooleamfght that you talk about, certainly
worthy of consideration, can you point us to papers wierether school of thought, the second
school of thought, have put together either the theatatieas or the empirical support for looking
askance at voluntary RPM?

>> Gregory T. Gundlach: Well, I think what we canesgis that there isn't a lot of empirical
research on either side of the schools of thoughtyezdy, | think we can agree there. But to your
point of what literatures describe the two schools ofigint, particularly the schools of thought that
encompass the notion of the complexity of retail cditipa, | think, at the foundational level,
some of the work that Bob Steiner has done really dogsegob of characterizing the issues
which were described under the two schools of thought. Raiditerature -- and, Bob, | don't

want to date you, but that literature traces back tanaiderable number of decades and has been a
very consistent literature. And that literature haanbellowed by others, as well. Now, more
particularly, I think we're all familiar with the vaty of different, more specific theories for the
anti-competitive explanations, and that literature isewidrying where we talk about market
power, exploitation of RPM, talk about collusion, andrenrecently, there's emerging literature
that was discussed here at the past workshop by sore pfésenters about how RPM can have
anti-competitive effects, which are literally independeirthe original motives for RPM, and this
can take place because of its emulation by other faeiuers because it can continue beyond its
productive contribution based on inertia and it can dauttie to reduced and dampened price
competition on the part of those who are not utilizingSo | guess I'd answer it in that fashion.

>> Daniel Garrett: Okay, thanks. And then I think I @nd with a question, and | will give up the
podium. And that question is, to each of the panelisigou feel like, on balance, given the



theoretical and empirical work on the issue thatleggace maintenance should be made, per se,
illegal, as congress is considering?

>> Francine Lafontaine: | begin? So, I'm going to stétft the statement of | would like that to

be made precise between maximum and minimum, and obvigasiye talking about minimum,

but | want to reiterate again that that's an importigsttnction. Based on what I've seen of the
evidence so far, | think that the presumption that d@wen the treatment of other vertical
restraints, which are under rule of reason, my persarade of the literature and what I've seen out
there is that using a rule of reason is an appropriatdhamnism to deal with minimum resale price

maintenance, as well.

>> John Asker: | very much agree with Francine on #ms the more | think about a coherent
regulatory approach to all vertical restraints, giverrttiese substitutes, | actually think making a
minimum RPM, specifically, a per se violation, woulddea very difficult issues in things like
damage assessment and stuff like that because it meageuhaally have to be able to tear apart
which vertical restraint is doing what to an extentalkhyou may not have to do if they're all traded
under roughly the same rubric. I'm also concerned that ilvere to do per se violation, I'm not
convinced that we have a body of even theoreticabtiee which gives a sufficiently solid

foundation for a fairly aggressive enforcement stancetfigg that makes the whole thing justified.

>> Gregory T. Gundlach: I'm gonna provide two answethdabquestion based upon my
background as a researcher and my background as a lawgen.akheory side, it certainly can be
rationalized that there are theories on both sidékseotase, which would lead you to the
conclusion that a rule of reason, properly applied, csaiftithrough that, and we could cure those
harms and address those grievances and consumers woelddrefs in a deliberate, careful
fashion. That's my PhD answer. My J.D. answer igrtunfately, the knowledge that the
practical realities of the judicial process and thppleation, as we've seen it documented in the
vertical restraint area in the past two decades, i@srsthat these types of cases are very difficult
to be mounted, very difficult to garner the evidence, aag aire very, in a sense, very troubling to
Plaintiffs who attempt to bring them. They just don'tehthe resources. The processes for

identifying the harms as currently developed are very chaligngn part, that's why we're here



today. That would make me want to seriously considell,watwrestled with and understand
better how to address those issues, a per se standard.

>> Daniel Garrett: Thank you.

>> Francine Lafontaine: I'd like to add one more comtmelated to that because | didn't make
that comment before. But one of the things that cant@f some of the discussion today, | think,
also, is that the theory is not very developed, but wiedo have theory that suggests that
minimum RPM is bad, it usually takes the form of sayirgliiws collusion in some way, shape, or
form. And if that's the case, then the per se rulénageollusion hopefully would be the right
mechanism to try and go after these cases. So tmatehse in which | think that the RPM itself
can be made rule of reason, but if there's collusicevidence of collusion, then it should be
looked at under the collusive rules. Okay. Sorry.

>> Female speaker: Okay. Mike, introduce yourself.

>> Michael G. Vita: I'm Mike Vita, I'm on the Bureatiefconomics staff here at the FTC. I'm
just gonna give some general observations that | cgnwéth spending some time with your
presentations, as well as the presentations thatdeeks here back in February when we had the
theorists come forward. So | want to sort of tie emhthose things together. So, most of this is
not gonna be directed at any one of you, although | raag b few specific observations. | guess
that my first general observation is that | thinkne any paper showed up in Francine's -- my
divorcement paper showed up in Francine's survey. So I'veygfot sort of in the academic
camp a little bit and also as an enforcer. Empiries¢arch in this area is gonna be really hard. 1
mean, it's going to be harder here than it is in aflthe other enforcement areas that we do
research in. And | think in particular of the mergeragpective work that we do a lot of in my
group. That is comparatively easy research to carrindbtat there's nice, clean events,
identifiable measures of performance, such as priceythiatan look at, and you have the ability
to create control groups. And so you can get -- You cand &at about why a merger was bad or
why it wasn't bad, but you can say whether it was bawor And we've had a fair amount of

success carrying out those kinds of studies. Herdaitter. | mean, there's no publicly available



data set on who uses vertical restraints, who doedret,s the nature of those restraints. And
people aren't exactly going to be willing to volunteet thibrmation. And you can see -- when
you look at Francine's review, you can see that almbast alr information about these kinds of
relationships has come from enforcement actions, kkdife's study, or regulatory legislative
restrictions. The divorcement stuff -- It's allgapeer, and gasoline, you know? Interesting set of
compliments there. And some hard liquor, as well, witaw exceptions. But it's not exactly -- it
doesn't cover a broad array of products, even though we RidMvagreements and vertical
restraints more generally -- they cover the worlght? So, we're looking over here 'cause the
light's really good over here, but there's a whal®tstuff over there in the darkness that -- it's
going to be hard. It's going to be a real task for ugytwtfigure things out. Now, how do you do
these studies, and what kind of tests do you do, andtp iogonna be determined, in part, what
your research objective is. Now, for somebody likee-rmainly, I'm an antitrust enforcer -- I'm
just -- Issues are gonna come across my desk -- "Firim sing RPM. Should we try to block it
or not?” The question I'm seeking to answer, or my stadéeking to answer, is it good or bad? If
it's good, | really don't need to know why it's good. elam, it'd be nice to know why it's good, but |
don't really need to know that in making a recommendatidghe commission about an
enforcement action. You guys are interested -- espeg@l, Francine. | know your research.
You're interested in why firms do particular things, wdoa the incentives, how do you structure
things. You're interested in more than just policy questioYou're interested in how firms solve
problems, how to produce output. | think, for people who wakhow those things at a very deep
level, it's going to be very difficult. As John hamghasized in his presentation, there's a million
theories out there. Once you get outside of the caioveh sort of antitrust theories -- retailer
cartels and a manufacturing cartel -- you get into thedateral theories -- why does an individual
firm with market power do it? There's a million thes. I'll put in a plug right here for my
colleague Dan O'Brien, who's sitting in the audiencey'swyritten a really great, instructive
literature review of the theory in there. He wrot®ita conference that was held in Stockholm

late last year. Dan, is that available on the webeswhere, your study? It should be.

>> Dan O'Brien: Yes.



>> Michael G. Vita: | mean, if you just look at ttables in Dan's essay, it goes through, in very
careful detall, talking about sort of the collectiveathes of RPM, unilateral theories and what the
effects could be, and the answer is always, "It cantberevay.” | think that's sort of a general --
that's the one generalization, right? Even in thewgycan't really know. It's tough to know. But a
lot of it depends upon what you think the counterfactualfigou don't use RPM, what's the
benchmark, set of contracts, set of behavior, to bgaoed against? And I'm gonna come back to
that in a minute about the importance of thinking serioabtyut what's the counterfactual. If you
say, "A firm can't use RPM,” well, okay. What doedatinstead? Because that's gonna be really
important, not only for policy but for insights into teeonomics of these relationships. Okay, so,
just a few -- If you're thinking about doing a study on R&Mny vertical restraint, really, what
variable should you focus on? We have a tendency, lenetlely conversations on this subject are
usually with antitrust enforcers, and we always talkualpoice, but | think probably all these of the
panelists said at one point or another, price tests agaily very informative in this area because
the procompetitive theories of RPM and the anticompetiheories of RPM have the same
implication for price. Price goes up. It goes up icistel, because it's a cartel, but if you do
something to expand the demand for your service and youniitmsome market power, which is
basically any firm that's gonna use these things has sw@rieet power, demand curve is gonna
shift out. The equilibrium price is gonna go up. If yopreducing more services or a higher-
quality product, same thing -- price is gonna go up. So lookipgcees is not very helpful here.
You really need to look at outputs. That's hard. Ifd kaget data on outputs. There's some
areas, like | did the gasoline study -- You can get evidengaices, and that was okay, | think, for
the study that | was doing, but if you're looking at sqmeately adopted restraint -- | was looking
at a government-imposed restraint. Look at something ptyvatiopted, you really need output
tests. And if you can't get outputs, try to draw infersrad@ut the welfare effects of these
contracts is gonna be hard. Okay, so there's a miliearies out there. Well, what theories
should want tests? Well, again, I'm an antitrust eefgorand so, | think, the theory that's most
important to us, the thing that we worry about most titraist is collusion, okay? So the
manufacturer-cartel theory or the retailer-cartebtly is what you want to look at first, or what |
would look at first, okay? So, if you're sitting dowrdarying to make some sense out of trying to
figure, "Okay, what's this RPM agreement do?” the fivstg | would do is actually, before |
started running any regressions or estimating any demandbfuoct these, look at the competing



products of the -- Look at the firms that are using RRRH compete with one another to find out,
do they satisfy the merger guideline's smallest marketipte? 'Cause remember, that's not
merger work. Remember, that smallest market princgpddl about the smallest group of firms
that can effectively collude. That's the idea. Youkaeding in firms into that. When you're
doing a merger analysis, you add firms -- you add produckeie until you get to the smallest
number of firMs. And if a monopolist controlled thene, ¢ould profitably raise price. If we're
talking about an actual cartel, which presumably is diikeotheories that we're looking at when
we looking at RPM agreements, it has to be the caséhihaolluding manufacturers, or putatively
colluding manufacturers, there's enough of them using RPdtisfy that test. So, if we're looking
at, like, the Legion case, if that was given to meraarditrust economist to try to figure out,
"Okay, is this good or bad? What's Legion doing?” I'd i@idok at what all the other handbag
manufacturers were doing. If they use RPM, if theytdese RPM. | can knock that theory out
right away. It's got to be something else. | meanjghtrbe something bad. Might be a retall
cartel. It's not a manufacturer's cartel, okay?tts&d;s the first thing I'd look at. Second thing I'd
like at, then, is to see if the world's provided us sorce natural experiments. Now, here, we used
-- We've used those very productively in our merger rpacise work here at the FTC. I'm not so
sure it would work as well in analyzing things like RPM agrests. Francine talked about if
you're a firm, you're doing business certainly nationatigybe internationally. You can't be
varying your distribution policies state by state. Marglaor example, just made RPM illegal. |
think that's what happened. Well, my guess is a manuéts not gonna have two different
policies, one for Virginia, one for Maryland. If yoiud in this area, you don't want to drive into
Montgomery County and find out it's a totally differentyed doing business there than it is in
Virginia. So | don't know how productive that's gonna Bat the third thing | thought of, which
John alluded to in his presentation, there's this liteedtwnking sort of at the modern theory of
collusion, collusion taking place -- Tacit collusionshould be explicit. Where firms are
interacting in a repeated game setting, and there's egpeate wars because you can't collude
perfectly. There's demand shocks. There's trigger giniagegies that are used to enforce the
collusive agreement. And, you know, a thought or a suggdstmght have is, if you looked at
firms using RPM and you had a sufficiently long time senehether you could use some of the
empirical techniques, like Glenn Ellison and Rob Portesome of these papers on detecting
collusion -- tacit collusion -- to try to identify wtkeer that would come out in the data. That would



be one way, actually, to look at price data, perhapsnilgtt inform you about, was this
collusion? Was it something else? Just a comment #tearties that | think are just sort of
inherently untestable, and this is a comment, | guess;tdd a little bit at Greg and also some of
the panelists who spoke at the February RPM workshogs Wés in your written comments,
Greg, but you did mention, I think, at the end of your preg®n. There's this notion out there
that there might be -- that RPM might be used to prermpabducts but promote it in some welfare-
reducing way. So, you're a manufacturer. You use an Rfpdement. You do actually induce the
retailers who are carrying your product to market your proghoce intensively, sell your product
more intensively than it does rival products it carriaad you suggested that that could happen
and it could be welfare-reducing and that's something thatoméd want to look at. When you
have a chance to respond to my comments, I'd like to kfsaan antitrust enforcer, | have no
idea how I'd ever test that theory. If | actually sawanufacturer using RPM, and it actually
seemed to have a welfare-expanding effect, | would cangidemy job would be done. I'd write
my memo and say, "This is efficient. Let's move oBlit, you know, you disagree with that, or |
think you might disagree with that. So, what would yourtelland my staff we should be looking
at to try to figure out if that use of RPM would fall unttee category of output-expanding but
welfare-reducing use? And | guess, sort of a second thonghabis, what's the limiting principle
on that? Because if you can't use RPM to induce thegwowof retailer service to expand your
output, is there anything else you can use that also wobke'qually objectionable? And I'll get
back to this when | get to my point about what's the @rtatttual. When you're saying you can't
use RPM, what's the counterfactual? What are firmsggtm use? What kind of agreement should
we, as researchers and policymakers be analyzing, tio ¢gt a handle on RPM in the post-Legion
world? [ think we're all clear what we want too lodlaee privately adopted, privately enforced
agreements. Not so much today, but in the earlier Fabseasion here, there was some
discussion about some evidence from Europe on thingshikErench La Galande root laws and
the British Net Book agreement, RPM arrangement theydradecades over there, and some of
the panelists at those sessions thought that those ebservations that we could glean from
looking at those arrangements might tell us somethaogtaprivately adopted RPM agreements. |
really don't think that's right. | think those are grtadies, | think they're very informative, but
they're not informative about the problem that we'aenfahere in the U.S., in the post-Legion
world. Just for those of you who might not remembertwhatalking about, in France -- Patrick



Rey talked about this in his presentation -- they haesvaHat basically imposes -- it's a sales
below cost law, as we'd call it in this country. dtde every manufacturer and every retailer to
adhere to minimum sales below cost. So, the invoicegrthe cost of a good, you can't sell blow
that, and if you do, it violates the law. It's enforbgdyovernment penalties. We have -- At the
state level, we have laws like that in this countng] & applies to things like gasoline and | think a
few other products. And | think most of our priors would-béhese are bad laws. And I think the
studies that have been done are very good studies. ®hBgntour intuition that it's a bad idea to
have the government setting minimum prices, but I'm ma they really tell us all that much about
what would be the effect -- what's the effect of begusing RPM when it sells its handbags to a
variety of different retailers. My last point pexifying the counterfactual. John had made this
point really clearly. Most of the time, retailersdamanufacturers are using several vertical
restraints. And if you try to identify whether it's finca policy standpoint or from an academic
standpoint, what's the effect of RPM holding everythiisg ebnstant on prices, outputs, welfare,
something like that? That's actually a pretty hard questimow if you're looking at real-world
data because -- especially if your data's coming outroésmrt of enforcement action, where the
government says, "You can't use RPM.” Well, it's nohgao be the case that the only thing that
happens is the firm stops using RPM and then doesn't do@eyadjustments. A really nice
study on this point -- it's forthcoming in the Journalafv and Economics. It's a paper. It's called
"Vertical restraints and the law evidence from automdiaechising in Europe.” And the author
of that paper looked -- there was a 2002 European regutatoprohibited the use of dealer-
exclusive territories. Okay, so what did firms do? Mfeturns out the franchise contracts
between the dealers and the manufacturers changeduwstastially in the aftermath of that. The
manufacturers adopted price ceilings, standards on \®eifraarketing and service inputs, and
imposed quantity floors. So there was this big adjustmaeint So they couldn't -- Whatever they
were trying to achieve through the use of exclusive telegponce that was banned, they adopted a
bunch of other things. This paper doesn't look at paoesoutputs, but if you were to look at
prices and outputs, sort of before and after, in that@mwient, you might draw a really mistaken
inference about what's the effect of exclusive ti@rigs. You might find no effect at all because it
might turn out these other provisions were a reallyf@mtive substitute for it. So, as we go
forward, whether as policymakers or academics, we rbalhg to keep that in mind. It's never
gonna be just a nice, clean test -- ceteris paribls, dut the RPM, and everything else stays the



same, and figure out what "RPM” means. It's gonniaaoe. | probably used up all my time, so

I'll shut up and let you guys respond.

>> Pauline Ippolito: Got consistency, at least. Okayess I'll just say a couple of things
responding to some of those comments, and then we'hgjotb the speakers. | also agree that it's
very important, as we look at the empirical evidewee, of the key challenges in this area is
finding natural experiments that can be used to measaretBmg. And the primary place we find
those natural experiments is when laws change. Buigilv is in place, then it's a vertical practice.
It's typically mandated on the entire industry, somesinvith public enforcement, and then that's
removed. That's much closer to the bad-guy storieRRM. Everyone uses it, everyone has to
use it, there's strict enforcement from outside farcehat has more potential to give you a super-
competitive pricing structure than a voluntary practitech is constantly subject to challenge by
some other manufacturer who isn't gonna use RPM. ltfaaturers use RPM to raise prices
above competitive levels, there's always the threabhtwy by someone who isn't in the cartel. So,
in looking at the evidence, it's really important tofgk@emind, "What is this evidence coming
from?” And if it's a coordinated, mandated use, it's @&fit thing than the unilateral uses. And
I'd like to follow up on one thing that Greg said. In gpaver the RPM stuff, | went back and read
Jesse Markham's study, done in 1973. Jesse Markham waseramics professor at the Harvard
business school, and he and another -- | think a graduatenstor young faculty member -- tried
to look at the Rhode Island experience when they alealifir trade, and they couldn't get good
guantitative data, it turned out, because Rhode Island isnhall, and everybody's distribution
systems had part of southern Massachusetts and gaohokcticut in it. And so he ended up
mostly interviewing all the C.E.O.s, he interviewedodlthe people who had run the fair-trade
program, he talked to all the wholesalers in Rhode Istaadd Rhode Island being small meant
you could talk to all the wholesalers in Rhode Islarahd he talked to a whole sampling of
retailers. And if your allergies don't go crazy witle moldy copy you get from the library, as
mine unfortunately did, it's a very interesting study beeat anticipates a lot of the serious theory
that has come since then on the kinds of servicese#is®ns they wanted the practice, what
happened as they laws changed and firms were forced to ab@Rdd. The nine cases he was
looking at were hardware and houseware companies. Andfahe surprising findings, for me,
having been in this debate for some time, is that, ohite, only four had price changes in the



expected direction. The others didn't. And all of the that did have price changes, were direct
distribution, so they were dealer contracts directihwhe manufacturer and the retailer. And so
the manufacturer had lots of other ways to shape taeaction with the dealer, which is a theme
we've heard today from several of our speakers, thatiitga't do RPM, you can do exclusive
contract, you can do bonus payments, you can do two-peirtgeryou can do all kinds of trade
promotions. So,it isn't a "you take RPM out and nothingats@ges, necessarily.” So, anyway,
enough from me. Any comments from the speakers redctithge discussants? John?

>> John Asker: | actually wanted to make a somewhae @eneral comment, but it builds on a
thing everyone said, which is one of the difficultiesehisrjust data availability. In work I've done
related to cartel activity, I've found enforcement agesito be incredibly helpful in providing data
that just wouldn't otherwise be available because theggabcess to things in the course of
investigations which | would never dream of being able t@wgehy own. So, | think there's
hopefully some scope or opportunity for when data thabeamade publicly available comes
around, for being active in sharing that with the redeaoenmunity in the hope of getting some

useful answers back.

>> Pauline Ippolito: Well, even beyond that, we haugpsena power for study purposes.

>> John Asker: Which is a very good point.

>> Pauline Ippolito: Of course, the practice has to happeunsfto be able to study it. But, yes.
Greg?

>> Gregory T. Gundlach: I really have two commeat®] one reinforces, | think, what has been
said by John, Francine, and Pauline and myself, and Micbhaghented on it, and that is, the first
being that, sure, empirical research is tough. And kta all agree. | think there's some subtlety
here, though. As Francine pointed out, there are diffevays of gathering empirical data. And |
think we need to cast a very broad net here. The typmpirical modeling a kind of metric
modelling that John was talking about, while providing valuaiitar-mation, has its challenges.

But at the same time, there are other ways of knowinther ways of approaching this. When we



look back at the studies that have been conducted, Pastingisinvolved what is considered
almost an event study, in the sense that it went hathomked at critical cases, cataloging content,
analyzed them. Francine talked about the "Harvard BussRegiew” article, early research, that
did a lot of qualitative work. And John had mentioned wedrte get out and talk to managers,
talk to retailers, and understand how they are going atloait they are doing and does it parallel
what we are thinking they are doing, as it relates @legsice maintenance and more broadly the
explanations for it. There are also more systenagijiroaches for that, using manager surveys.
There are a lot of consumer questions here, in tefltnew consumers behave in the marketplace
as it relates to these theories and consumer surndystadies, including experiments, are a
valuable way of understanding. | would hate for us tcogavdrd and say, "Gee, we can't do an
econometric study, and therefore, we're just gonnautteind accept all this theory.” We need to

approach this in a very eclectic, innovative, novelative way too further understanding.

>> Pauline Ippolito: I'd second that. | mean, it's \@ffjcult in this area to do frontier-level
research. We at the agencies have struggled with thatwbile. And if you do these other
gualitative approaches, they're easy to attack. Absglufdlthe same time, "Compared to what?”
is always your question. And a sincere, clear, andlgldacumented effort to gather information
from a variety of sources is often illuminating and begdpint the direction for other more
guantitative approaches, so | agree with that. | meaen | did the -- | did a review of all of the
RPM cases for a certain period of time, so every @jvatery public case, and | went through and
tried to categorize the goods as simple or not simplesamh. And you know, | could easily
attack that paper if I was the discussant of that pafsethe same time, it's gotten an incredible
number of sights because it's the only informatiohwas collected systematically to try get a
picture what could be going on here. What kinds of casesgve talking about, and when do they
occur? And so, you know, | would like to do better. lkhtrwould be nice to move forward, but
for something that's illegal, it hasn't been possiblealv. If we get -- If the practice really goes
forward and we start seeing more firms using the pradticeally would be useful to then study
the markets where some of the firms are using the peagtid some of the firms are not using the
practice and try to disentangle how costs have chahgedmarketing has changed, and what's
happened to prices and quantities. Absolutely.



>> Gregory T. Gundlach: Absolutely. Anyone who'shia field of research knows that any study
can be picked apart, whether it's an empirical, an@oetric model or a consumer survey or a

classic experiment.

>> Pauline Ippolito: Now, one thing I'll just say, thoughterms of -- sometimes we have
advantages, but sometimes you have advantages. BusinesiggsofeEssors can get corporate
executives to sit down and talk to them, often prettykiiva If we from the government show up

and say we'd just like to chat, we don't get anything.ir Td&yers are by their side.

>> Gregory T. Gundlach: Well understood. Let me splkcifically to Mike's point, in terms of
this notion of output tests, because I think that's evki@e focus was, and I'm still wrestling with
this in my mind myself. But | understand that many ecostsnlace a lot of emphasis on output
tests and look at price tests as something that's ambigaoeibecause of the fact that the theories
themselves predict, on both sides of the coin, thaepmvill go up, both to achieve a
procompetitive outcome, as well as an anticompetitiueame. So the question becomes, do
output tests similarly have the potential to creatarahiguous outcome, or could you have a
circumstance where the output actually goes up but sometwsumers have been harmed? And |
think that was your question.

>> Michael T. Vita: Yeah, right.

>> Gregory T. Gundlach: And this is where, in prepafangny remarks here, | began to think
about this first round versus second round notion. Andkttiie question gets at that. And It has
a lot to do with the idea that, if you think about it thisy, that, sure, RPM, if it does what it's
explained to do on the procompetitive side, it will cir@se principle Asian problems, encourage
retailers to promote their product, assuming consumeug vabse promotions, consumers will

find them attractive -- that product more attractive day'tl buy more. Output enhancement.
That's round one. What about round two, in terms of gtaleding? So now you have consumer
harm, or, rather, you have output that's gone up.elgttie potential for harms beyond that? And
consider a couple of scenarios, and these are thedf/péser anticompetitive explanations that are
being entertained in more recent literatures. What happemsf that RPM that was output-



enhancing created a race to engage in RPM by all the @ihgretitors? And so now we have a
race that goes on amongst the other competitors gitiagdRPM, and at the end of the day, is that
beneficial or is that potentially harmful? Consideother scenario. Consider a scenario where,
when that RPM is instigated, the retailer now beginsush those products in ways that are not
beneficial to consumers. They're, in effect, engggn deceptive sales practices because they
know that they are going to be able to garner the inedejisce profit margin from that uniform
price from the RPM. Does that have the potentiahborn? Consider also the idea that that race
and that pushing that might occur could create some in@then that market such that, in the
subsequent rounds, and I'm not using game theory and suggestiafjed lpare, but just trying to
think in terms of a temporal dynamic, is the fact g@i could have RPM continuing down the
road in ways that continue beyond its utility, givea griginal justification? And we know that
there are circumstances where we don't know, but'shieeen conjecture or there's circumstances
when RPM may be used in an industry and continue to lsehesmuse managers are fearful of
letting it go, will have adverse consequences for thémmthe retail marketplace. Now, that's on
the edge of my mind. | don't know if those subsequamids result in harms in the way that
antitrust defines harms, and | would think that it's aliweagfficiency, it's innovation, it's choice,
all those things. But those are the types of seconde temporal issues that might create a
scenario where output was increased to begin withsulgequent to that, things didn't quite work
out that way, in terms of the harMs.

>> Francine Lafontaine: So, if | might just make & ®omments in reaction to all of this, as well,
but very short. A couple of things. One of the poihtd Mike made, which | think somewhat gets
at some of what was just mentioned is the idea of lgo&irwhat competitors do when one firm --
and, actually, of the studies that | can recall, whenmes to -- one was about stock-market
effects, for example. Gidigen had this study. Anduss looking at a firm that started doing

RPM, but it doesn't really look at all at how the otfens reacted to that. Now, if consumers --
the theories that Greg is pointing to have to do wathsumer originating and all of that, and if one
manufacturer puts in an RPM which leads retailersea flush the product in bad ways or to offer
services that consumers don't value, potentially thaisggome leeway to another manufacturer of
a similar product to approach the problem differently aot do the RPM and, therefore, achieve --
compete with the one that has put in RPM and maybe atilesome of the negative effects of that.



But what this means is that thinking of this, in termsahpeting firms, is important, and that's not
been done much at all that | can recall. The ottirgtthat has come up is Maryland has now put
in a law that says that minimum RPM is per se illegjdlunderstand correctly. So we are moving
in a post-Legion world but not completely. As | mengd, at least the couple people that I've had
occasions to ask, "How come we don't see much more R&Wmam, in particular?” In my case,
their answer was, "Well, we're not so sure thatateething that we can do across the different
states in all impunity, completely.” First, it's rdéreason, and, second, you know, maybe some
states will still present problems for that. So, tremeetwo ways to look at that. One of them is to
say, "Okay, so that means we're not going to see REiMase or go down. There's going to be a
lot of constraints on the occurrence of RPM. Theraétive is maybe that will provide some
natural experiments. In some places, it's moraldsaghan others, and companies that mostly deal
in those areas may not feel like it's too complicapelatve different rules in their area, relative to
other things. So maybe there's some opportunities forrobseeere, as well, if we have
differences across states. And so I'll just finisthweiterating this point about data. | think that
there are definitely benefits to trying to find a way teenthe data that you guys can -- that can be
obtained by agencies, moved over to people who might speckd more time digging in to it, as
John was describing, and definitely have businesspeople aidbgists within business schools
and all of these types do more of the more descrigiveey-based information type thing and
really think about this as an industry problem rather thammaby firm problem.

>> Pauline Ippolito: Well, | think especially marketeBseg.

>> Francine Lafontaine: Yes.

>> Pauline Ippolito: | mean, fundamentally, many of tfieiency explanations for individual
uses of RPM are really to generate marketing servicesl. tifere are other ways to generate
marketing services. The world doesn't end with no RPMjeage all seen all these years. But it's
really the marketers who have the feel for whatlaeefirms doing and why are they doing it, why
do they think it's important, if they do think it's importaamtd how are they gonna substitute
around it if they can't use it? And, at a descriptivelleivis interesting to hear, though. It'll vary,

surely, by industry. It's a different thing if you're sglmajor appliances, as opposed to other



things -- toothpaste. In terms of Internet free-ridifrg,a regular Internet free-rider, it turns out.
Unfortunately, one of the places | constantly frederon was Expo -- Home Depot's Expo. They'd
have great showrooMs. You could see all of the thingyedraThey'd have more variety. And

then you go on the Internet and buy it. But they'gt gone out of business. That's unfortunate.

>> Gregory T. Gundlach: You're not describing freeagdinere. You're describing free-riding

within the Internet?

>> Pauline Ippolito: No, no. | could go to Home Depot andes, you can free-ride the other
way, as well. Absolutely. Absolutely. But having te #eand touch it is something that the
Internet can't do. You can see it -- you could see # proture of it, but you can't really see it to

say -- just to get that sense of the quality.

>> Gregory T. Gundlach: I'd relate a quick experierldaow we're running out of time. |
recently bought a car off the Internet.

>> Pauline Ippolito: Oh, wow.

>> Gregory T. Gundlach: And | found that | had morernnfation from my experience at the
dealership online than | had waiting for a salesperson agioforever and walked me around and
tried to sell me cars that they had too many of and eotahthat | was interested in. | had all the

specs, all the information very readily available ® om the Internet.

>> Pauline Ippolito: Absolutely. And the firms are hgaising that to fill in for information that
you'd have to try to tease out of the dealers. Ye$h?B

>> Bob Steiner: Couple of things to say.

>> Female speaker: If you would excuse me...

>> Pauline Ippolito: Excuse me?



>> Female speaker: His name, please?

>> Pauline Ippolito: Bob Steiner.

>> Female speaker: Thank you.

>> Bob Steiner: From what you had to say, | wroteréiola years ago in which | used the
example of cough medicine that Dr. Green decided takmwvath RPM, which he did. And the
price was raised, but his output was raised. But theBiDmwn's remedy and Dr. White's remedy
and all these other people also adopted RPM, and filelgrice was higher but the demand
became less because you could only buy one medicati@otigh problems, and so there was no
way that any of the manufacturers could get out ofwhtaout -- They all wished they hadn't

entered into it in the first place.

>> Pauline Ippolito: But why wouldn't someone have an itieeno lower price and eliminate

that? Because of the retailer, the concentration?

>> Bob Steiner: Well, | think you have to have a tetdhat was a more efficient kind of retailer,
and | think this was a theme that was in here today.l 8wk, historically -- and Shopater talked
about this -- one of the real problems with vertiestraints are the fact that they were used
historically to prevent the development or growtimaire efficient forms of retail. | found that out
in the toy business when discounters started. Andyuke, we adopted RPM, not because we
wanted to -- we loved to have our toys sell for ledsut-because we would lose 80% of our
dealers. So the calculation was very simple. Baobably, this was very efficient. Socially, when
you looked at the industry, it was inefficient becaustnd then when the discounters grew a lot,
why, we suddenly rushed over to sell to these people wdebfor years to prevent that ever
occurs. | also want a few other points. One is @menforcers, | think you have to look at
whether you can be effective. It seems to me tiaets no remedy for a vertical restraint adopted
by a weak firm, but because only the dealer will singoligstitute another item in its place. And

you have to have a strong firm with a very large consdraachise. When they adopt vertical



restraints or RPM, that act can do considerable harnd yAu can measure that in the total
sequence of the industry's economic framework. Finlallant to say to the FTC that you have
adopted a ridiculous proposition in the literature, wisctine one that is inter-brand competition.

It is primarily government retailer margins. How cat ymssibly accept something like that?
Inter-brand -- He looked at firms, he looked at the agdgausiness. There were 5,000 women's
shirt manufacturers. Could inter-brand competition beraose severe? Then, of course, retall
gross margins were very high, and there were no pergbayer at the 7th Avenue garment
district. The manufacturers were very -- made vem firofits. And you get the inverse
association between margins at the two levels. Nuavwg-brand competition is what holds down
retailer margins and inter-brand competition is a séapnfitting that occurs when once a
competitive item in a certain category has its preguced by its competition in the same store,
then that would be effective. But the key idea thatAlfred Marshall, "Industry and Trade,” and
it's in Neil Gordon's book, which is the best book stillthe consumer-goods economy. He was a
marketing professor at the Harvard business schoolkalted "The Economic Perfection of
Advertising.” But if you know that two stores are sgjlthe same thing, that's intra- and it's a very
popular brand. Then you can't, as the dealer, mark ticatygs. At a time of Barbie doll or
another thing in store "A” and store "B,” you knowythe the same, as the consumer. That's
intra-brand competition. Inter-brand competition cawen rise to that level because it's always
competition on differentiated iteMs. Colgate toothpaste @rest toothpaste. They compete with
each other, but one is higher in the store than ther otiie. But the consumer says, "Well, it might
be better quality, it's got good attributes. Maybe tbeegust wants to mark it up. Unh-unh. That
doesn't govern retail markets. It's only competitiomagnvery strong brands that's it's identical
across stores. And the FTC parroted that inter-brangewtion thing from the decision. There
were a bunch of others earlier that made this provis&myou should get that straight. The other
thing is, | don't want to be a stockholder in any fir@u prices at marginal cost. How in the world
can we price at marginal cost and make your recurnezd ftost every period that you have that
don't vary with output? How in the world are you gonoeet those and stay in business?

>> Pauline Ippolito: Long-term marginal cost. Thank yBaob. Anybody else? Yes?

>> |t seems like --



>> Female speaker: | need a name.

>> Pauline Ippolito: Name, please?

>> Sorry. Mark Taburn. It seems like with generatiraykating services or promotional services
is the main rationale for adopting RPM. It seemsdi@etty inefficient way, in the long term, of
actually getting those because it seems to me that isgailers are going to do the promotion, that
people who are gonna be the free-riders are still goimpt do the promotion, and they're not

going to get a wider margin.
>> Pauline Ippolito: No. One of the unstated presumpiiotisat statement is that there's
manufacturer enforcement with threat of terminati@therwise, the story doesn't hold together.

Yeah. Absolutely.

>> Your Internet seller's still gonna not promote, thety/'re definitely a larger margin in the long

term.

>> Pauline Ippolito: Yes. Laurel.

>> Laurel Price: Laurel Price.

>> Pauline Ippolito: FTC.

>> |Laurel Price: Most of the studies you've talkedusb@ve been beer, gas, and cars. What
happens in the modeling and evaluation of effects in a mastkexte inter-brand competition occurs
on the opposite sides of the same aisle in the seore?s Essentially the multi-brand distribution

chains.

>> John Asker: This is an issue which came up in thext §tedy ‘cause obviously you buy
different brands of beer in the same aisle. Lejuserun through that. Interms of getting a



demand system normal, we know how to do that. Thhtlsaa differentiated product stuff that
was done in the late '90s, for the most part. Th&w-is your question about the empirical
implementation or is it about the sort of how muchttieoretical models change?

>> Laurel Price: Both.

>> John Asker: Oh, right. So, condition on havingeotetical model that makes sense, | think
the main issue is just being able to deal with estmgalemand for differentiated products. If
you're talking about a supermarket environment, then yountanssues which Greg can probably
talk about better than me, like starting fees and ahaif good stuff. You know, by saying we
know how to deal with differentiated demand situatiors the estimation of them, | don't mean to
in any way downplay how hard I think that is and the degfeexogenous variation that's needed
in the data to correctly identify elasticities in tle@tvironment is, when you actually sit down and
think about it, very, very, very demanding, to pardon the pithen you read "BLP,” for instance,
which is a wonderful paper, they've pick a market wheeeets really visceral differentiation on a
product which is a significant proportion of our incomegevehwe're really gonna pay attention to
the different --

>> Pauline Ippolito: To save cars.

>> John Asker: Yeah, this is a study -- there's a paledc'Equal Agreement in the Automobile
Market,” where they're looking at estimating a demansector cars using data that runs over 20
years. Yeah, when you buy a car, it's a huge paduwfiypcome that you're putting down, and
you're going to pay a lot of attention to the differebegveen a Lexus and a Honda Civic. It's not
clear that when | buy cereal I'm sort of feeling tifeecentiation to the same extent, and that's
largely the source of why it's quite difficult to get gemous variation in a supermarket situation
that makes me really believe the elasticities tbatecout of that without some either micro data or
really good instruments or all of that stuff. Thattsatvl think is the main issue there. The other
issue, actually, is if you're going to use a model like th run counterfactuals, the computational
resources that you need to execute that can be actaialysignificant because the surface that

you're looking to, say, recalculate prices over candog bumpy and have a lot of flat-bids in it,



and | apologize to the lawyers out there for this langu&y¢.what that means is that if | was
going to run something like that using a model of the caraptins that I'm thinking about where
we're lucky enough to have a 512 processor, high-performangeuting grid which we can
borrow from the physicists, and that's where | woulabshhis thing. So that that actually will be
particularly germane to, say, the FTC, using these lohtisols, because you guys have the
unfortunate proclivity of being under time constraints friimre to time, which | sort of am not.
On the theory side, I'll defer to my theorist colleagues

>> Francine Lafontaine: I'll just say one little thirgpat this, and it has more to do with one
comment that came up several times is that resale mantenance is used with other things, very
often. One of the advantages of a situation like tleeyou just described is that at least you don't
have exclusive dealing, that you can rule out that aglet? But aside from that, you can still have
two-part tariff tying and things like that. But it againd of brings up the fact that if you're doing
beer and you knew all of the competitors and you can de sings in that market because they
are sold in the same store as opposed to cars andlotige that are not.

>> Laurel Price: Yeah, but in terms of incentive @frgents, for instance, if a manufacturer looking
at a marketplace where all of my competitors are soltle same outlet mine are sold in, are my
incentives in terms of my dealing with the retailer enaligned with those of the retailer or with

the consumer? Because the retailer now has a gatekerpgon.

>> Francine Lafontaine: | would defer to the theomsidhat one, as well.

>> John Asker: What | suspect the answer is dependswaelg on all sorts of institutional things
in the industry.

>> Francine Lafontaine: Whether there's full-linecfog going on, whether it's these guys that go

and take care of the retailer shops --

>> Pauline Ippolito: Category managers.



>> Francine Lafontaine: That's right -- category aggers, if that's the way that that particular
product is sold. So, a lot of institutional detail, whiagain, would be really interesting to know
about and which, again, also brings up the importantii@attyou need to look not only at this

manufacturer but that one and that one and that che aame time.

>> Pauline Ippolito: Commissioner Harbour.

>> Pamela Jones Harbour: Yes, I'd like to follow up ob Bteiner's comment. It sounded to me
like you were talking about the Sylvania dicta, wherev&yila said inter-brand competition was the
more important form of competition, as opposed to ibterad competition. My question is, is
there some way to model this theory empirically to tfest assumption? Since we're looking at
everything in this area, could we not add this to our bagotand look to see if that dicta in

Sylvania, which has been cited since 19777?

>> Pauline Ippolito: '77.

>> Pamela Jones Harbour: ...repeatedly. Can wehggdiot see if inter-brand competition is really
more important, in favor, than intra-brand competitioh®d how would we do that? I'm asking

our empiricist here? How would one go about doing thé&d®@ have to model that.

>> John Asker: Why don't you start?

>> Gregory T. Gundlach: | would echo that -- and lbhgoing to be able to answer that
guestion. The modelers will be able to do that. | thingke¢ are ways to look and see the relative
contribution of inter-brand versus intra-brand compmtiton the ongoings of what's happening at
retail. And Bob's work, | know, has focused on margims$laoking at various things, and he can
explain that, but the only comment | want to make=Hefore | turn it over is that we're back to
those foundational differences between two schoolsafght, and | think that it is imperative that
we do that. The idea of alignment of those interestsrims of the factors that can dissipate that
assumed alignment on the one school of thought, andvaiw talking about what is the best form
of competition which is that other dimension that alked about earlier.



>> John Asker: | think there are probably a bunch of Ertipngs you can do. So, for instance,
just looking at the relative size of the mark-ups, atrébail and the manufacture level, can
probably give you a lot of insight on that question ireey\simple "just look at the data” kind of
way. If you want to actually get magnitudes of how bigtheerelative demand elasticities, or
something like that, | apologize for skipping a slide whiodaks to this issue.

>> Pamela Jones Harbour: For the record, pleasmeglvhat slide is that?

>> John Asker: It's the slide which, you'll remembdrave in a deck, wherever that -- Did | leave
my deck up there? Can you pass it this way? Oh. Tleslde towards the back which is the
second slide, which has the title "Problems Arising fidaa,” and the first line is "Research
guestion -- no free-riding.” And then there's parts Aaid C, with the two positives being bolded.
This is the -- probably the third or fourth to last ie theck. It's a slide which cites, among others,
work by Howard Smith, Ralph Tomatson, and Michael Katizo's not the Michael Katz you're
thinking of, who was a doctoral student at Harvard in 200hat these guys do is look at
consumer's choices as to where they shop, in additiashat they do once they turn up in the shop.
So, in some sense, this is, if we were to think abowr&enin which each manufacturer had a
separate store, this is getting at your issue, really,habjado | just go to all the same stores that is
providing the one product, which means there's intra catigpetor am | going to different stores
that are providing different products, which is inter cotipp@? Clearly, if we're talking about
supermarkets, then things are gonna get more complicatetthisist the right place to start. One
of the problems about incorporating the idea of where yoghgpping, in addition to, "What are
you gonna buy when you get there?” is that you need twlati, to sort of estimate things very
precisely, exactly what people would have done at thestbey would have gone to if they hadn't
gone to the store they would have gotten, how happy tight imave made them. Right? That's
kind of hard. The reason why I think it's instructive tad&lichael Katz's PhD thesis and why it's
cited here, and if you want a copy of it, I've got antetesc copy on my computer, is what he does
is he uses some very recent econometric tools whednaally get around that problem, which
means that we don't need to have a very, very strongytbéwhat people would have done in
stores we don't see them going to when they're buyurdfgtsey didn't buy, which is sort of helpful.



So, that toolbox, together with the toolbox which I'iked to a little bit previously, which is,
given some scanner data or that kind of mandate, cantimeatsdemand curves for differentiated
products markets? | actually think it's very feasiblés difficult in the implementation sense, but
there's nothing conceptually problematic about getting hoddme data for industries that you're
interested in and just working out what all those crasstielties look like. We can do that,
unambiguously. It'll take a little time, but we can do.that

>> Bob Steiner: To give you an answer, what anybodyiginess knows is that brands with very
strong consumer franchises where intra-brand competgibigh, they have high margins and
retailers have low ones. Brands that have -- Imdastry with brands that have very little market
power, the margin relationships are reversed. Andgjsgnple... An industry where consumers
are more likely to switch brands within the store rathan the stores and a brand then the
indutries, the retailers will have power in the mark-ugtaiters can play one manufacturer against
the other. In any experience where the opposite iseznad, where consumers will switch stores
within brand, should the store not carry an item or nioept competitively, in those industries, the
advantage of reverse association between margins amdtthlers... This doesn't saw what the
welfare act on it is because you have to look at @sisall the other things. What it does tell you,
at least, the kinds of industries that are determinedsiganna have the high margin and who has
the low. And this is the fact that manufacturers atdilers have a competitive dimension, not just
as sales. They're all partners. As a manufactwiext you want to do is beat down the margins of
your suppliers so you get a lower invoice cost and beahdoevmargins of your retailers so you
get a higher portion of the consumer price, and when ydbake things, you apply for, believe it
or not, horizontal competition. This is vertical corig@n. You're buying for less and selling for

more than your competitors, and you can do that when yoogebntal market shares.

>> Pauline Ippolito: Okay, any other questions? Greg?

>> Gregory T. Gundlach: Pauline, just to add to thagtwlohn was talking about, looking at
consumer shopping behavior, in a sense, modeling thaheaneay to think about it, too, in a
more eclectic way is let's ask managers who theyyadyout more -- competition from other
retailers or competition from other brands? And | kieb, or, rather, Bob has cited a quote in a



number of his publications, the part of -- is it Rob \Walvho talks about -- that they worry much
more about store competition than they do about bramgetition, if I'm quoting that correctly.

>> Bob Steiner: He said that if the manufactureiitseps larger, in terms of the market power, the
buying power of the retailer, which is vertical, upstreampetition... And this was in response to
the former chairman of the FTC said that all contjpetiis horizontal and it can only be rebutted

by other horizontal influences...

>> Pauline Ippolito: Well, maybe we should just end itehelhank you all very much for

coming. Thank you.



