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FEDERAL COURT INJUNCTIONS

CLAYTON ACT

Clayton Act § 15. Restraining violations; procedure

The several district courts of the United States are invested with jurisdiction to
prevent and restrain violations of this Act, and it shall be the duty of the several
United States attorneys, in their respective districts, under the direction of the
Attorney General, to institute proceedings in equity to prevent and restrain such
violations. Such proceedings may be by way of petition setting forth the case and
praying that such violation shall be enjoined or otherwise prohibited. When the
parties complained of shall have been duly notified of such petition, the court shall
proceed, as soon as may be, to the hearing and determination of the case; and
pending such petition, and before final decree, the court may at any time make such
temporary restraining order or prohibition as shall be deemed just in the premises.
Whenever it shall appear to the court before which any such proceeding may be
pending that the ends of justice require that other parties should be brought before the
court, the court may cause them to be summoned whether they reside in the district in
which the court is held or not, and subpoenas to that end may be served in any
district by the marshal thereof. [15 U.S.C. § 25]

FEDERAL RULES OF CIVIL PROCEDURE

Rule 65. Injunctions and Restraining Orders

(a) Preliminary Injunction.

(1) Notice. The court may issue a preliminary injunction only on notice to
the adverse party.

(2) Consolidating the Hearing with the Trial on the Merits. Before or after
beginning the hearing on a motion for a preliminary injunction, the
court may advance the trial on the merits and consolidate it with the
hearing. Even when consolidation is not ordered, evidence that is
received on the motion and that would be admissible at trial becomes
part of the trial record and need not be repeated at trial. But the court
must preserve any party's right to a jury trial.

(b) Temporary Restraining Order.

(1) Issuing Without Notice. The court may issue a temporary restraining
order without written or oral notice to the adverse party or its attorney
only if:

(A) specific facts in an affidavit or a verified complaint clearly show
that immediate and irreparable injury, loss, or damage will result
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)

€)

(4)

to the movant before the adverse party can be heard in opposition;

and
(B) the movant's attorney certifies in writing any efforts made to give

notice and the reasons why it should not be required.
Contents, Expiration. Every temporary restraining order issued without
notice must state the date and hour it was issued; describe the injury
and state why it is irreparable; state why the order was issued without
notice; and be promptly filed in the clerk's office and entered in the
record. The order expires at the time after entry—not to exceed 14
days—that the court sets, unless before that time the court, for good
cause, extends it for a like period or the adverse party consents to a
longer extension. The reasons for an extension must be entered in the
record.
Expediting the Preliminary-Injunction Hearing. 1f the order is issued
without notice, the motion for a preliminary injunction must be set for
hearing at the earliest possible time, taking precedence over all other
matters except hearings on older matters of the same character. At the
hearing, the party who obtained the order must proceed with the
motion; if the party does not, the court must dissolve the order.
Motion to Dissolve. On 2 days’ notice to the party who obtained the
order without notice—or on shorter notice set by the court—the
adverse party may appear and move to dissolve or modify the order.
The court must then hear and decide the motion as promptly as justice
requires

(c) Security. The court may issue a preliminary injunction or a temporary
restraining order only if the movant gives security in an amount that the court
considers proper to pay the costs and damages sustained by any party found to have
been wrongfully enjoined or restrained. The United States, its officers, and its
agencies are not required to give security.

(d) Contents and Scope of Every Injunction and Restraining Order.

(1)

)

Contents. Every order granting an injunction and every restraining

order must:

(A) state the reasons why it issued;

(B) state its terms specifically; and

(C) describe in reasonable detail—and not by referring to the
complaint or other document—the act or acts restrained or
required.

Persons Bound. The order binds only the following who receive actual

notice of it by personal service or otherwise:

(A) the parties;

(B) the parties’ officers, agents, servants, employees, and attorneys;
and

(C) other persons who are in active concert or participation with
anyone described in Rule 65(d)(2)(A) or (B).

(e) Other Laws Not Modified. These rules do not modify the following:
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(1) any federal statute relating to temporary restraining orders or
preliminary injunctions in actions affecting employer and employee;

(2) 28 U.S.C. §2361, which relates to preliminary injunctions in actions of
interpleader or in the nature of interpleader; or

(3) 28 U.S.C. §2284, which relates to actions that must be heard and
decided by a three-judge district court.

(f) Copyright Impoundment. This rule applies to copyright-impoundment
proceedings.


http://www.law.cornell.edu/jureeka/index.php?doc=U.S.C.&title=28&sec=2361&sec2=undefined&year=undefined
http://www.law.cornell.edu/jureeka/index.php?doc=U.S.C.&title=28&sec=2284&sec2=undefined&year=undefined

Philadelphia National Bank
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A NOTE ON PHILADELPHIA NATIONAL BANK

In United States v. Philadelphia National Bank,' one of the most important cases
in antitrust law, the Supreme Court held that the plaintiff can make a prima facie
showing of the requisite anticompetitive effect of a horizontal acquisition through an
evidentiary presumption where the combined share of the merging firms is sufficiently
high and the merger significantly increases market concentration:

[A] merger which produces a firm controlling an undue percentage of the relevant
market, and results in a significant increase in the concentration of firms in that
market, is so inherently likely to lessen competition substantially that it must be
enjoined in the absence of evidence clearly showing that the merger is not likely
to have such anticompetitive effects.’

The Philadelphia National Bank Court did not fix numerical figures for invoking this
presumption. In Philadelphia National Bank itself, however, the Court found the
presumption established when the merging firms combined held over 30% of a
relevant market in which the combined market share of the largest two firms increased
from 44% to 59%.3

On February 25, 1961, the Department of Justice filed a civil suit to enjoin the
proposed merger of The Philadelphia National Bank (“PNB”) and Girard Trust Corn
Exchange Bank (“Girard”). The complaint charged that the acquisition may tend
substantially to lessen competition in commercial bank services in the four-county
Philadelphia metropolitan region in violation of Section 1 of the Sherman Act and
Section 7 of the Clayton Act and sought to enjoin the transaction. PNB was a national
bank with assets in excess of $1 billion and the second largest commercial bank in the
four-county region. Girard was a state bank with assets of over $750 million and the
third largest commercial bank in the area. PNB and Girard, which were both
headquartered in Philadelphia, accounted for 21% and 16.1%, respectively, of the total
commercial bank deposits in the four-county area.* If the merger was consummated,
the resulting bank would become the largest in the area, with 37.1% of the area’s total

1. 374 U.S. 321 (1963), rev’g 201 F. Supp. 348 (E.D. Pa. 1962). For modern commentary on
Philadelphia National Bank, see, for example, An Interview with Judge Richard Posner,
80 ANTITRUST L.J. 205 (2015); Peter C. Carstensen, The Philadelphia National Bank Presumption:
Merger Analysis in an Unpredictable World, 80 ANTITRUST L.J. 219 (2015); Steven C. Salop, The
Evolution and Vitality of Merger Presumptions: A Decision-Theoretic Approach, 80 ANTITRUST L.J.
269 (2015); Douglas H. Ginsburg & Joshua D. Wright, Philadelphia National Bank: Bad Economics,
Bad Law, Good Riddance, 80 ANTITRUST L.J. 377 (2015); Daniel A. Crane, Balancing Effects across
Markets, 80 ANTITRUST L.J. 397 (2015).

2. Philadelphia Nat’l Bank, 374 U.S. at 363.

3. Id. at 364.

4. Philadelphia Nat’l Bank, 201 F. Supp. at 366.

September 25, 2022
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bank assets.’ As a result of the merger, the two-firm concentration ratio in total bank
assets would rise from 43.9% to 59%, and the four-firm concentration would rise from
%10 77%.°

The government’s case at trial was straightforward. The Justice Department relied
principally on statistical market share evidence. The Department also introduced
testimony by economists and bankers that,
notwithstanding the extensive degree of
federal and state regulation of the banking
industry, there remained substantial areas
where product availability, price, and
quality were determined by competitive
forces; that concentration in commercial
banking, which the proposed merger would
increase, would reduce these competitive
forces; that the “area of the country” in
which the competitive effect of the merger
would be felt primarily would be the area in
which the merging parties had their offices
and branches, that is, a four-county area
around Philadelphia; and that the relevant
“line of commerce” was commercial
banking. PNB and Girard responded by
introducing contrary evidence on these
propositions, as well as evidence that the
Philadelphia National Bank merger was justified because the resulting
Corporate Headquarters bank would be better able to compete with
out-of-state (particularly New York) banks, would attract new business to
Philadelphia, and would generally promote the economic development of the region.

After a trial on the merits, the district court found that commercial banking was a
proper relevant product market, but that the four-county metropolitan area was not a
relevant geographic market because of competition with other banks for bank business
throughout the greater northeastern United States. The district court also found that,
even if the four-county region was an appropriate “area of the country” for merger
antitrust analysis, there was no reasonable probability that the challenged transaction
would substantially lessen competition among commercial banks in that area. Finally,
the court found that the merger would economically benefit the Philadelphia
metropolitan area. Accordingly, the district court dismissed the complaint.

The government appealed directly to the Supreme Court under the Expediting Act.
In a six-to-two decision, the Supreme Court reversed, holding that the merger would
violate Section 7 of the Clayton Act, and remanded the case with instructions to the

5. Id.For some reason, the Supreme Court’s opinion reports this share as 36%. See Philadelphia
Nat’l Bank, 374 U.S. at 331.
6. Id.1have not yet been able to find or calculate the premerger four-firm concentration ratio.

September 25, 2022
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district court to enter judgment enjoining the combination.” Justice William J.
Brennan, Jr., wrote the opinion for the six-member majority.®

Product market definition presented “no difficulty” for the Court. With virtually no
analysis, the Court agreed with the district court that “the cluster of products (various
kinds of credit) and services (such as checking accounts and trust administration)
denoted by the term ‘commercial banking’” composes a distinct line of commerce.””
The Court devoted more attention to the question of geographic market definition.
Here, the Court departed from the district court’s conclusion that the northeastern
United States was the relevant area of the country. In an oft-quoted passage, the Court
observed that “the proper question” to
be asked is “not where the parties to
the merger do business or even where
they compete, but where, within the
area of competitive overlap, the effect
of the merger on competition will be
direct and immediate.”!'® This “area of
effective competition” is determined
as much by where existing purchasers
can turn for supplies as by the trade
area in which the parties operate.'!
The .Cour.t found Fhat- conven-ience of Girard Trust Corn Exchange Bank
location is essential 1n_bank1ng_and, Main office
consequently, that inconvenience
localizes competition in banking the same way that high transportation costs localize
competition in other industries.'? The Court then quickly leaped from the statement of
these rules to the conclusion that the relevant geographic market was the four-county
metropolitan area, where the “vast bulk” of both PNB’s and Girard’s business
originated.

Having defined the product and geographic dimensions of the relevant market, the
Court turned to the merger’s expected effect on competition. The Court observed:

Clearly, this is not the kind of question which is susceptible of a ready and precise
answer in most cases. It requires not merely an appraisal of the immediate impact
of the merger upon competition, but a prediction of its impact upon competitive
conditions in the future; this is what is meant when it is said that the amended § 7

7. The Court reserved the question of whether the combination also violated Section 1 of the
Sherman Act.

8. Justice John Marshall Harlan, joined by Justice Potter Stewart, dissented. Justice Byron
White did not participate.

9. Philadelphia Nat’l Bank, 374 U.S. at 356.

10. Id. at 357 (citing BETTY BOCK, MERGERS AND MARKETS 42 (1960)).

11. Id. at 359 (citing Tampa Electric Co. v. Nashville Coal Co., 365 U.S. 320, 327 (1961)).

12. Id. at 358-59 (citing Crystal Sugar Co. v. Cuban-American Sugar Co., 152 F. Supp. 387,398
(S.D.N.Y. 1957), aff’d, 259 F.2d 524 (2d Cir. 1958)).

September 25, 2022
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was intended to arrest anticompetitive tendencies in their “incipiency.” Such a
prediction is sound only if it is based upon a firm understanding of the structure
of the relevant market; yet the relevant economic data are both complex and
elusive. And unless businessmen can assess the legal consequences of a merger
with some confidence, sound business planning is retarded. So also, we must be
alert to the danger of subverting congressional intent by permitting a too-broad
economic investigation. And so in any case in which it is possible, without doing
violence to the congressional objective embodied in § 7, to simplify the test of
illegality, the courts ought to do so in the interest of sound and practical judicial
administration. !

Balancing these concerns, the Court concluded that “in certain cases . . . elaborate
proof of market structure, market behavior, or probable anticompetitive effects” was
unnecessary and unwarranted.'* Instead, given that the dominant theme motivating the
Celler-Kefauver Act was an “intense congressional concern” over “a rising tide of
economic concentration in the American economy,”'® the Court held the requisite
anticompetitive effect could be presumed from the changes in the market share
distribution:

Specifically, we think that a merger which produces a firm controlling an undue
percentage of the relevant market, and results in a significant increase in the
concentration of firms in that market, is so inherently likely to lessen competition
substantially that it must be enjoined in the absence of evidence clearly showing
that the merger is not likely to have such anticompetitive effects.'®

The Court noted that this presumption is “fully consonant with economic theory”:
“That ‘[c]ompetition is likely to be greatest when there are many sellers, none of which
has a significant market share,” is a common ground among most economists, and was
undoubtedly a premise of congressional reasoning about the antimerger statute.”!”
Without establishing a hard and fast threshold, the Court held that PNB and
Girard’s combined market share of “at least 30%” was “undue,” and that an increase
in the two-firm concentration ratio from 44% to 59% represented a “significant
increase” in market concentration, so that the presumptive rule of illegality was

13. Id. at 362 (citations omitted).

14. Id. at 363.

15. Id.

16. Id. (citing United States v. Koppers Co., 202 F. Supp. 437 (W.D. Pa. 1962)).

17. Id. (internal citations and footnote omitted). To support the basic economic proposition, the
Court cited JOE S. BAIN, BARRIERS TO NEW COMPETITION 27 (1956); CARL KAYSEN & DONALD
TURNER, ANTITRUST PorLicy 133 (1959); Fritz MACHLUP, THE ECONOMICS OF SELLERS’

COMPETITION 84-93, 333-36 (1952); Derek Bok, Section 7 of the Clayton Act and the Merging of

Law and Economics, 74 HARV. L. REV. 226, 308-16, 328 (1960); Jesse M. Markham, Merger Policy
under the New Section 7: A Six-Year Appraisal, 43 VA. L. REv. 489, 521-22 (1957); Edward S.
Mason, Market Power and Business Conduct: Some Comments, 46 AM. ECON. REV. 471 (1956);
George Stigler, Mergers and Preventive Antitrust Policy, 104 U. PA. L. REv. 176, 182 (1955). See
Philadelphia Nat’l Bank, 374 U.S. at 363 nn.38-39, 364 n.41.

September 25, 2022
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triggered.'® The Court observed in a footnote!” that Carl Kaysen and Donald Turner
recommended in their seminal work that a combined 20% share should be the threshold
of prima facie unlawfulness,?® George Stigler also would employ a 20% threshold,*!
Jesse Markham would use a 25% test,?> and Derek Bok would look primarily to
changes in market concentration of 7% or 8%.?* The Supreme Court observed that
since a 30% combined share presents a “clear” threat to competition, it was
unnecessary to specify a minimum threshold and emphasized that mergers resulting in
a firm with less than 30% could nonetheless violate Section 7.%*

Although the Philadelphia National Bank Court stressed that a presumption of
anticompetitive effect based on market shares was rebuttable, with the acquiescence,
if not encouragement, of the Supreme Court, the lower courts rapidly transformed that
rather mechanical presumption into a conclusive evidentiary inference. As a result, for
years, market definition—from which the market shares and market concentrations
would be derived—was the battleground on which antitrust challenges were fought,
making Philadelphia National Bank the critical case for results, if not theory.

NOTES

1. Richard Posner, Brennan’s law clerk during the 1962-63 term, reports that he
wrote Brennan’s opinion for the majority in Philadelphia National Bank.*® Posner said
that Brennan “wasn’t very interested in the details of legal analysis, so we law clerks
wrote the opinions and he would go over them.”?® While on the Harvard Law Review,
Posner had been assigned to cite check a portion of a path-breaking article by Derek
Bok entitled Section 7 of the Clayton Act and the Merging of Law and Economics, in
which Bok had argued for a simplified approach to Section 7 cases.?’ In Philadelphia

18. Philadelphia Nat’l Bank,374 U.S. at 364 (“Without attempting to specify the smallest market
share which would still be considered to threaten undue concentration, we are clear that 30% presents
that threat.”).

19. Id. at 364 n.41.

20. CARL KAYSEN & DONALD TURNER, ANTITRUST POLICY 133 (1959).

21. George Stigler, Mergers and Preventive Antitrust Policy, 104 U. PA.L.REV. 176, 182 (1955).

22. Jesse M. Markham, Merger Policy under the New Section 7. A Six-Year Appraisal, 43 VA.
L.REv. 489, 522 (1957).

23. Derek Bok, Section 7 of the Clayton Act and the Merging of Law and Economics, 74 HARV.
L. REV. 226, 328-29 (1960). Actually, in his published article Bok recommended 5% as a threshold.
1d.

24. Philadelphia Nat’l Bank, 374 U.S. at 364 n.41 (“Needless to say, the fact that a merger results
in a less-than-30% market share, or in a less substantial increase in concentration than in the instant
case, does not raise an inference that the merger is not violative of § 7.”).

25, See Interview with Richard Posner, Securities and Exchange Commission Historical Society
Oral History Project 2 (Jan. 25, 2011). A fuller account is provided in An Interview with Judge Richard
Posner, 80 ANTITRUST L.J. 205, 218 (2015).

26. Id. at 2.

27. See Derek C. Bok, Section 7 of the Clayton Act and the Merging of Law and Economics,
74 HARvV. L. REV. 226 (1960).

September 25, 2022
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National Bank, Posner incorporated the idea of a simple prima facie showing of
anticompetitive effect in what is now known as the PNB presumption.?®

2. The PNB presumption, which was not suggested in the briefs of the parties,
was based on the price-concentration hypothesis of the structure-conduct-performance
paradigm, which at the time was the theory of dominant industrial organization. The
idea was that the structure of the market determined the market’s performance and that
markets performed less efficiently and exhibited higher prices as they became more
concentrated (at least past some threshold). In this light, the PNB presumption was
(implicitly) an effort to stop mergers that would impair economic efficiency and result
in higher prices.?

3. The Philadelphia National Bank Court, however, did not fix any minimum
numerical thresholds for invoking the presumption. The Court only said that the
combined market share and increase in market concentration in the case were sufficient
to trigger the presumption, but held open the possibility that much lower numbers
could also predicate the presumption. The Court decided Philadelphia National Bank
in one of the most restrictive periods in U.S. antitrust history, and that prospect quickly
came to pass.

4. In 1966, in one of the more infamous cases in antitrust law, the Supreme Court
held that the acquisition by Von’s Grocery of Shopping Bag Food Stores satisfied the
PNB presumption.®® The merging firms were the third and sixth largest grocery store
chains in Los Angeles, although they had market shares of only 4.7% and 4.2%,
respectively. While the merger produced the second largest firm in the Los Angeles
retail grocery store market with a market share of 8.9%, the market was relatively
unconcentrated, with the largest four chains accounting for only 24.4% of total market

28 After clerking for Justice Brennan, Posner served from 1963 to 1965 as an attorney-advisor
to FTC Commissioner Philip Elman. For the next two years, Posner was an assistant to Solicitor
General Thurgood Marshall. Posner joined the faculty of the Stanford Law School in 1968 as an
associate professor and moved to the University of Chicago Law School as a professor in 1969. In
1981, Posner was nominated by President Ronald Reagan to be a judge on the Court of Appeals for
the Seventh Circuit, where he served as chief judge from 1993 to 2000. Judge Posner retired from
the federal bench on September 2, 2017. He is currently a Senior Lecturer in Law at the University
of Chicago Law School.

29 Recall from Unit 1 that in 1962 the Supreme Court in Brown Shoe had interpreted Section 7
in light of the legislative history of the Celler-Kefauver Amendments to be a guard against “the rising
tide of economic concentration in the American economy,” the loss of opportunity for small business
when competing with large enterprises, and the spread of multistate enterprises and the loss of local
control over industry. These are somewhat different concerns than the loss of economic efficiency
and higher prices that concentrative mergers may cause under the price-concentration hypothesis. On
the other hand, since the PNB presumption was—at least at the time of its creation—only a sufficient
but not necessary means of proving a prima facie case of anticompetitive effect under Section 7, the
fact that the PNB presumption was more narrowly based may not have been significant.

30. United States v. Von’s Grocery Co., 384 U.S. 270 (1966). Richard Posner, who was then in
the Solicitor General’s office, successfully argued the case for the United States. For a more detailed
summary of the case than the slides provide, see Seminal Cases of the 1960s, at 37 (in the
supplemental materials).

September 25, 2022
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sales premerger. In applying the presumption, the Court gave short shrift to the low
concentration as measured by the four-firm concentration ratio. Instead, the Court
relied heavily on the fact that the number of owners operating single stores in the Los
Angeles retail grocery market had decreased from 5,365 in 1950 to 3,818 in 1961,
while during roughly the same period, the number of chains with two or more grocery
stores increased from 96 to 150, and that both Von’s and Shopping Bag were
successful firms that had been growing largely through acquisitions. The Court
reversed the district court’s dismissal of the complaint and remanded the case to the
district court with instructions to “order divestiture without delay.”

5. The following month, the Court held that the combination of Pabst Brewing
and Blatz Brewing triggered the PNB presumption with even lower market shares.>!
The merger combined the tenth and eighteenth largest brewers in the country, with
national market shares of 3.02% and 1.47%, respectively, and produced the country’s
fifth largest brewer with a share of 4.49%.°* Again, the market overall was
unconcentrated, but the number of breweries operating in the United States declined
from 714 in 1934 to 229 in 1961, and the total number of different competitors selling
beer had fallen from 206 in 1957 to 162 in 1961—a “steady trend toward economic
concentration” in the words of the Court.*?

6. Notably, although the Philadelphia National Bank presumption was expressly
based on the theory that, at least beyond some threshold, increases in market
concentration resulted in less efficiently performing markets and higher prices, the
Court in Von'’s Grocery and Pabst did not cite any economic reasons to believe that
the combinations in those cases changed the market structure in ways that would
impair economic efficiency and result in higher prices. Instead, the Court appeared to
condemn the mergers simply because they each involved successful firms in markets
exhibiting a trend toward consolidation, even though the market shares of the merging
parties and the level of market concentration were remarkably low. For the moment,
at least, Posner’s effort to shift the focus of merger antitrust law away from banning
mergers that simply created large firms and increased market concentration and toward
prohibiting mergers that increased prices and reduced economic efficiency failed.

7.  Moreover, although Philadelphia National Bank itself regarded the
presumption as rebuttable in principle, in application the presumption quickly became
conclusive. Moreover, the courts were quite flexible in defining markets and strongly
tended to accept the government’s alleged markets. Given this flexibility in market
definition and the low market shares, the Court found sufficient in Von'’s Grocery and

31. United States v. Pabst Brewing Co., 384 U.S. 546 (1966). For a more detailed summary of
the case than the slides provide, see Seminal Cases of the 1960s, at 40.

32. Id. at 550-51. The Court also examined shares and market concentration in a three-state area
of Wisconsin, Illinois, and Michigan, and the single state of Wisconsin alone. The shares and market
concentration were higher in these areas, but as the Court found that the merger presented a Section
7 violation in each geographic area, the national market with the lowest shares and market
concentration is the most significant precedentially.

33. Id. at 550.

September 25, 2022
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Pabst to predicate the presumption, the PNB presumption could be triggered in almost
every government case. As a practical matter, horizontal acquisitions by large
companies of even small competitors had become per se unlawful.

8.  This changed dramatically in 1974 when the Supreme Court decided General
Dynamics.>* Not only did the Court return the PNB presumption to its rebuttable roots,
the Court also brought a new emphasis to the importance of non-market share factors
probative of the competitive consequences of horizontal acquisitions. Notwithstanding
market shares of 15.1% and 8.1% in the relevant market and a rapidly declining
number of industry participants—more than enough to invoke the rule of presumptive
illegality under Von s and the other post-Philadelphia National Bank cases—the Court
permitted one coal producer to acquire a controlling interest in another coal producer.
The Court found that the acquired company’s coal reserves were already committed
by long-term contracts to electric utilities at predetermined prices. Lacking a supply of
uncommitted coal that could be sold in the future at terms and conditions of the
acquired firm’s choosing, the Court found that the acquired firm no longer was a
significant independent competitive force that could affect prices and output in the
marketplace. Accordingly, not only was the presumption of likely anticompetitive
effect unreliable in this case, but on the evidence before it, the Court found no
likelihood that the acquisition would substantially lessen competition in the future.

9. General Dynamics reflects a significant generational shift in the composition
of the Court. Of the five members of the majority, not a single one other than Stewart
was on the Court for any of the prior antitrust merger cases. On the other hand, except
for Marshall—who as the Solicitor General argued vigorously to block or dissolve the
mergers in Von’s and Pabst—all of the dissenting justices were present for all of the
Court’s merger antitrust decisions in the 1960s.

United States v. General Dynamics Corp. (1974)

President Sworn In Replaced

Majority

Potter Stewart (author) Eisenhower  Oct. 14, 1958 Harold Burton

Warren E. Burger (C.J.) Nixon June 23, 1969 Earl Warren

Harry Blackmun Nixon June 9, 1970 Abe Fortas

Lewis F. Powell Nixon Jan. 7, 1972 Hugo Black

William Rehnquist Nixon Jan. 7, 1972 John M. Harlan
Minority

William O. Douglas (author) ~ Roosevelt Apr. 17,1939 Louis Brandeis

William J. Brennan, Jr. Eisenhower Oct. 16, 1956 Sherman Minton

Byron White Kennedy Apr. 16, 1962 Charles E. Whittaker

Thurgood Marshall Johnson Oct. 2, 1967 Tom C. Clark

3% United States v. General Dynamics Corp., 415 U.S. 486 (1974), aff’g 341 F. Supp. 534 (N.D.
111. 1972) (Blue Book No. 1861).
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10. Since General Dynamics, lower courts increasingly have employed more
detailed and flexible qualitative analysis (albeit with varying degrees of theoretical
guidance) of the likely competitive effects of proposed horizontal mergers and
acquisitions. While concentration statistics continue to be a threshold showing for
predicting an acquisition’s future competitive effects, plaintiffs today bear more of a
burden of demonstrating the probative value of these statistics. Courts have considered
a wide variety of factors in assessing the ability of the simple market structure model
to predict the likelihood that the acquisition in question will be anticompetitive,
including the degree of concentration and the level of sophistication among buyers;
volatility in the market share distribution (particularly any trend towards
deconcentration); changing demand patterns; the degree of product heterogeneity
within the relevant market; the extent of excess industry capacity; the existence of
vigorous competition from smaller, but strong and growing, competitors; the ease of
entry into the relevant market; volatility in supplier or new customer relationships; a
history of innovation from different companies in the market; the financial health of
either or both of the parties, the likelihood that the acquired firm will exit the market
in the absence of an acquisition; any preacquisition anticompetitive conduct by the
parties; and postacquisition continuation of price competition in the market.
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1. The Baker Hughes Three-Step Burden Shifting Approach

UNITED STATES V. BAKER HUGHES INC.
908 F.2d 981, 982, 989-92 (D.C. Cir. 1990)
(excerpt!)

CLARENCE THOMAS, Circuit Judge

The basic outline of a section 7 horizontal acquisition case is familiar. By showing
that a transaction will lead to undue concentration in the market for a particular product
in a particular geographic area, the government establishes a presumption that the
transaction will substantially lessen competition. See United States v. Citizens &
Southern Nat’l Bank, 422 U.S. 86, 120-22 (1975); United States v. Philadelphia Nat’l
Bank, 374 U.S. 321, 363 (1963). The burden of producing evidence to rebut this
presumption then shifts to the defendant. See, e.g., United States v. Marine
Bancorporation, 418 U.S. 602, 631 (1974); United States v. General Dynamics Corp.,
415 U.S. 486, 496-504 (1974); Philadelphia Bank, 374 U.S. at 363. If the defendant
successfully rebuts the presumption, the burden of producing additional evidence of
anticompetitive effect shifts to the government, and merges with the ultimate burden
of persuasion, which remains with the government at all times. See Kaiser Aluminum
& Chem. Corp. v. FTC, 652 F.2d 1324, 1340 & n. 12 (7th Cir.1981).

1.

Finally, we consider the strength of the showing that a section 7 defendant must
make to rebut a prima facie case. The district court simply reviewed the evidence that
the defendants presented and concluded that the acquisition was not likely to
substantially lessen competition. The government argues that the court erred by failing
to require the defendants to make a “clear” showing. See Brief for Appellant at 13. The
relevant precedents, however, suggest that this formulation overstates the defendants’
burden. We conclude that a “clear” showing is unnecessary, and we are satisfied that
the district court required the defendants to produce sufficient evidence.

The government’s “clear showing” language is by no means unsupported in the
case law. In the mid-1960s, the Supreme Court construed section 7 to prohibit virtually
any horizontal merger or acquisition. At the time, the Court envisioned an ideal market
as one composed of many small competitors, each enjoying only a small market share;
the more closely a given market approximated this ideal, the more competitive it was
presumed to be. See United States v. Aluminum Co. of Am., 377 U.S. 271, 280 (1964)
(“It s the basic premise of [section 7] that competition will be most vital ‘when there

1 Most footnotes omitted.
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are many sellers, none of which has any significant market share.
States v. Philadelphia Nat’l Bank, 374 U.S. 321, 363 (1963)).

This perspective animated a series of decisions in which the Court stated that a
section 7 defendant’s market share measures its market power, that statistics alone
establish a prima facie case, and that a defendant carries a heavy burden in seeking to
rebut the presumption established by such a prima facie case. The Court most clearly
articulated this approach in Philadelphia Bank:

) (quoting United

Th[e] intense congressional concern with the trend toward concentration
[underlying section 7] warrants dispensing, in certain cases, with elaborate
proof of market structure, market behavior, or probable anticompetitive
effects. Specifically, we think that a merger which produces a firm
controlling an undue percentage share of the relevant market, and results in
a significant increase in the concentration of firms in that market, is so
inherently likely to lessen competition substantially that it must be enjoined
in the absence of evidence clearly showing that the merger is not likely to
have such anticompetitive effects.

374 U.S. at 363 (emphasis added). Philadelphia Bank involved a proposed merger that
would have created a bank commanding over 30% of a highly concentrated market.
While acknowledging that the banks could in principle rebut the government’s prima
facie case, the Court found unpersuasive the banks’ evidence challenging the alleged
anticompetitive effect of the merger. See id. at 366-72.

In United States v. Von’s Grocery Co., 384 U.S. 270 (1966), the Court further
emphasized the weight of a defendant’s burden. Despite evidence that a post-merger
company had only a 7.5% share of the Los Angeles retail grocery market, the Court,
citing anticompetitive “trends” in that market, ordered the merger undone. The Court
summarily dismissed the defendants’ contention that the post-merger market was
highly competitive. /d. at 277-78. Noting that the market was “marked at the same time
by both a continuous decline in the number of small businesses and a large number of
mergers,” the Von’s Grocery Court predicted that, if the merger were not undone, the
market “would slowly but inevitably gravitate from a market of many small
competitors to one dominated by one or a few giants, and competition would thereby
be destroyed.” Id. at 278; see also United States v. Pabst Brewing Co., 384 U.S. 546,
550-52 (1966) (acquisition producing brewer accounting for 4.49% of nationwide beer
sales violates section 7; brewer’s rebuttal evidence virtually ignored).

Although the Supreme Court has not overruled these section 7 precedents, it has
cut them back sharply. In General Dynamics, 415 U.S. at 498-504, the Court affirmed
a district court determination that, by presenting evidence that undermined the
government’s statistics, section 7 defendants had successfully rebutted a prima facie
case. In so holding, the Court did not expressly reaffirm or disavow Philadelphia
Bank’s statement that a company must “clearly” show that a transaction is not likely
to have substantial anticompetitive effects. The Court simply held that the district court
was justified, based on all the evidence, in finding that “no substantial lessening of
competition occurred or was threatened by the acquisition.” General Dynamics,
415 U.S. at 498.
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General Dynamics began a line of decisions differing markedly in emphasis from
the Court’s antitrust cases of the 1960s. Instead of accepting a firm’s market share as
virtually conclusive proof of its market power, the Court carefully analyzed
defendants’ rebuttal evidence. 12 These cases discarded Philadelphia Bank ‘s
insistence that a defendant “clearly” disprove anticompetitive effect, and instead
described the rebuttal burden simply in terms of a “showing.” See, e.g., United States
v. Marine Bancorporation, 418 U.S.602, 631 (1974) (after government established
prima facie case, “the burden was then upon appellees to show that the concentration
ratios, which can be unreliable indicators of actual market behavior, did not accurately
depict the economic characteristics of the [relevant] market”) (citation omitted)
(emphasis added);United States v. Citizens & Southern Nat’l Bank, 422 U.S. 86, 120
(1975) (after government established prima facie case, “[i]t was . . . incumbent upon
[the defendant] fo show that the market-share statistics gave an inaccurate account of
the acquisitions’ probable effects on competition”) (emphasis added). Without
overruling Philadelphia Bank, then, the Supreme Court has at the very least lightened
the evidentiary burden on a section 7 defendant. See generally Note, 92 Harv. L. Rev.
at 491 (describing impact of General Dynamics on section 7 jurisprudence).

In the aftermath of General Dynamics and its progeny, a defendant seeking to rebut
a presumption of anticompetitive effect must show that the prima facie case
inaccurately predicts the relevant transaction’s probable effect on future competition.
See American Stores, 872 F.2d at 842 (defendant can rebut prima facie case “through
evidence demonstrating that statistics on market share, market concentration, and
market concentration trends portray inaccurately the merger’s probable effects on
competition”) (emphasis added); cf. Waste Management, 743 F.2d at 981 (defendant
can rebut prima facie case “by a demonstration that the merger will not have
anticompetitive effects”) (emphasis added). The more compelling the prima facie case,
the more evidence the defendant must present to rebut it successfully. A defendant can
make the required showing by affirmatively showing why a given transaction is
unlikely to substantially lessen competition, or by discrediting the data underlying the
initial presumption in the government’s favor.

12 judge Posner has elucidated this point:

The most important developments that cast doubt on the continued vitality
of such cases as Brown Shoe and Von'’s are found in other cases, where the
Supreme Court, echoed by the lower courts, has said repeatedly that the
economic concept of competition, rather than any desire to preserve rivals as
such, is the lodestar that shall guide the contemporary application of the antitrust
laws, not excluding the Clayton Act. . . . Applied to cases brought under
Section 7, this principle requires the district court . . . to make a judgment
whether the challenged acquisition is likely to hurt consumers, as by making it
easier for the firms in the market to collude, expressly or tacitly, and thereby
force price above or farther above the competitive level.

Hospital Corp. of Am. v. FTC, 807 F.2d 1381, 1386 (7th Cir.1986), cert. denied, 481 U.S. 1038
(1987).
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By focusing on the future, section 7 gives a court the uncertain task of assessing
probabilities. In this setting, allocation of the burdens of proof assumes particular
importance. By shifting the burden of producing evidence, present law allows both
sides to make competing predictions about a transaction’s effects. If the burden of
production imposed on a defendant is unduly onerous, the distinction between that
burden and the ultimate burden of persuasion—always an elusive distinction in
practice--disintegrates completely. A defendant required to produce evidence “clearly”
disproving future anticompetitive effects must essentially persuade the trier of fact on
the ultimate issue in the case—whether a transaction is likely to lessen competition
substantially. Absent express instructions to the contrary, we are loath to depart from
settled principles and impose such a heavy burden. See Kaiser Aluminum & Chem.
Corp. v. FTC, 652 F.2d 1324, 1340 & n. 12 (7th Cir.1981); ¢f- Texas Dep’t of
Community Affairs v. Burdine, 450 U.S. 248, 253-56 (1981) (applying similar
production-burden-shifting analysis to employment discrimination suits under title
VII, and noting that “[t]he ultimate burden of persuading the trier of fact . . . remains
at all times with the plaintift,” id. at 253, 101 S.Ct. at 1093); 9 J. Wigmore, Evidence
§ 2489, at 300 (J. Chadbourn rev.ed. 1981) (burden of persuasion “never shifts” away
from plaintiff).

Imposing a heavy burden of production on a defendant would be particularly
anomalous where, as here, it is easy to establish a prima facie case. The government,
after all, can carry its initial burden of production simply by presenting market
concentration statistics. To allow the government virtually to rest its case at that point,
leaving the defendant to prove the core of the dispute, would grossly inflate the role of
statistics in actions brought under section 7. The Herfindahl-Hirschman Index cannot
guarantee litigation victories. Cf. Ball Memorial Hosp., 784 F.2d at 1336 (explaining
that “[m]arket share is just a way of estimating market power, which is the ultimate
consideration,” and noting that “[w]hen there are better ways to estimate market
power, the court should use them”). Requiring a “clear showing” in this setting would
move far toward forcing a defendant to rebut a probability with a certainty.

A NOTE ON BAKER HUGHES

1.  The Baker-Hughes three-step burden-shifting approach has been adopted by
all modern courts in analyzing horizontal merger challenges under Section 7 of the
Clayton Act. This is not too surprising since, apart from its analytical appeal, the
opinion was written by a now-Supreme Court Justice Thomas and joined by now
Supreme Court Justice Ginsberg..

2.  The Baker-Hughes approach was also adopted by Judge Richard Leon in his
vertical merger analysis of AT&T/Time Warner.!Unlike horizontal cases, where
Philadelphia National Bank? provides a rebuttable presumption of likely substantial

1 United States v. AT&T Inc., 310 F. Supp. 3d 161 (D.D.C. June 12, 2018) (denying injunction
and dismissing complaint in AT&T/Time Warner), aff’d, 916 F.3d 1029 (D.C. Cir. Feb. 26, 2019).
2 United States v. Philadelphia Nat’l Bank, 374 U.S. 321 (1963).
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lessening of competition based on the combined firm’s market share and changes in
the level of market concentration,3 there are no analogous presumptions in vertical
merger cases.* Accordingly, Judge Leon sensibly generalized Baker Hughes so that
the first step requires the plaintiff to prove a prima facie case of likely substantially
lessening of competition as a result of the merger by whatever means available the law
permits.5 The D.C. Circuit endorsed Judge Leon’s generalized approach:

Under this framework, the government must first establish a prima facie case that
the merger is likely to substantially lessen competition in the relevant market. . . .
[Since no presumption is available,] [t]he government must make a “fact-specific”
showing that the proposed merger is “likely to be anticompetitive.” Once the
prima facie case is established, the burden shifts to the defendant to present
evidence that the prima facie case “inaccurately predicts the relevant transaction’s
probable effect on future competition” or to “sufficiently discredit” the evidence
underlying the prima facie case. Upon such rebuttal, “the burden of producing
additional evidence of anticompetitive effects shifts to the government, and
merges with the ultimate burden of persuasion, which remains with the
government at all times.”®

3. The Baker Hughes approach is grounded in the principle that Section 7 only
admits negative defenses to the element of anticompetitive harm. As generalized by
Judge Leon and endorsed by the D.C. Circuit, Baker Hughes requires the plaintiffs to
bear the initial burden of making out a prima facie case of the gross anticompetitive
effect. I emphasize gross anticompetitive effect here because the plaintiff’s burden is
only to adduce sufficient evidence to support a finding that the challenged transaction
would result in the requisite anticompetitive effect, say under a theory of coordinated
or unilateral effects, without considering countervailing effects. So, in the case of a
horizontal merger, the plaintiffs can prove their prima facie case of anticompetitive
harm by applying the Philadelphia National Bank presumption to market shares and
concentration statistics, without regard to any countervailing factors.” There is no
reason why the plaintiffs’ burden in the first step should be any greater in proving a
prima facie case of anticompetitive harm in the case of a nonhorizontal merger.

3 Id. at 363 (“Specifically, we think that a [horizontal] merger which produces a firm
controlling an undue percentage share of the relevant market, and results in a significant increase in
the concentration of firms in that market is so inherently likely to lessen competition substantially
that it must be enjoined in the absence of evidence clearly showing that the merger is not likely to
have such anticompetitive effects.”). In General Dynamics, the Supreme Court reaffirmed that the
PNB presumption was only rebuttable, not conclusive. See United States v. General Dynamics Corp.,
415 U.S. 486, 497-98 (1974).

4 AT&T, 310 F. Supp. 3d at 192.

> Id.at192-93.

6  AT&T, 916 F.3d at 1032 (internal citations omitted); accord United States v. UnitedHealth
Grp. Inc., No. 1:22-CV-0481 (CJIN), 2022 WL 4365867, at *6 (D.D.C. Sept. 21, 2022).

7 See Fed. R. Evid. 301 (“In a civil case, unless a federal statute or these rules provide
otherwise, the party against whom a presumption is directed has the burden of producing evidence
to rebut the presumption. But this rule does not shift the burden of persuasion, which remains on the
party who had it originally.”).
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4. These countervailing considerations enter into the second step, where the
defendants have the burden of production. So, for example, where the plaintiff has
made out its prima case of anticompetitive harm through some theory that the
challenged conduct will result in significant upward pricing pressure, the defendants
can raise the downward pricing pressure resulting from entry, repositioning,
countervailing bargaining power, product improvement, cost reductions or other
efficiencies as a negative defense to say that the net effect of the challenged conduct
will not be to raise price. It is important to note that Baker Hughes itself is explicit that
the defendants only have the burden of production (sometimes called the burden of
going forward),8 which requires the defendants to adduce sufficient evidence to raise
a genuine issue for the trier of fact—that is, enough evidence to support a finding in
the defendants’ favor in light of all of the evidence in the record—whether there would
be a likely net anticompetitive effect when these additional considerations are taken
into account.” While the strength of the plaintiffs’ prima facie case determines the
quantum of evidence necessary for the defendants to raise a genuine issue (hence the
idea of a sliding scale that Baker Hughes recognized!0), as the Supreme Court has
stated the burden of production does not require the defendants to prove anything by a
preponderance of the evidence.!!

8  United States v. Baker Hughes Inc., 908 F.2d 981, 982 (D.C. Cir. 1990) (“The burden of
producing evidence to rebut this presumption then shifts [in the second step] to the defendant.”)
(emphasis added) accord FTC v. Sanford Health, 926 F.3d 959, 962-63 (8th Cir. 2019); FTC v.
Butterworth Health Corp., No. 96-2440, 1997 WL 420543, at *1 (6th Cir. July 8, 1997) (per curiam)
(unpublished); FTC v. Univ. Health, Inc., 938 F.2d 1206, 1219 (11th Cir. 1991); United States v.
Aetna Inc., 240 F. Supp. 3d 1, 60 (D.D.C. 2017); FTC v. ProMedica Health Sys., Inc., No. 3:11 CV
47,2011 WL 1219281, at *53 (N.D. Ohio Mar. 29, 2011); FTC v. Swedish Match, 131 F. Supp. 2d
151, 167 (D.D.C. 2000); California v. Sutter Health Sys., 84 F. Supp. 2d 1057, 1067 (N.D. Cal.),
aff’d, 217 F.3d 846 (9th Cir. 2000).

9 See Microsoft Corp. v. 141 Ltd. P’ship, 564 U.S. 91, 100 n.4 (2011) (noting that the “burden of
production” specifies “which party must come forward with evidence at various stages in the
litigation™).

10 See Baker Hughes, 908 F.2d at 981 (“The more compelling the prima facie case, the more
evidence the defendant must present to rebut it successfully.”); accord United States v. Anthem, Inc.,
855 F.3d 345, 349-50 (D.C. Cir. 2017); Chicago Bridge & Iron Co. N.V. v. FTC, 534 F.3d 410, 426
(5th Cir. 2008); FTC v. H.J. Heinz Co., 246 F.3d 708, 725 (D.C. Cir. 2001); FTC v. Tronox Ltd., 332
F. Supp. 3d 187,212 (D.D.C. 2018); FTC v. Sysco Corp., 113 F. Supp. 3d 1, 72 (D.D.C. 2015); FTC
v. ProMedica Health Sys., Inc., No. 3:11 CV 47, 2011 WL 1219281, at *56 (N.D. Ohio Mar. 29,
2011); FTC v. Foster, No. CIV 07-352 JBACT, 2007 WL 1793441, at *55 (D.N.M. May 29, 2007);
FTC v. Arch Coal, Inc., 329 F. Supp. 2d 109, 129 (D.D.C. 2004).

L1 See Director, Office of Workers’ Comp. Programs, Dep’t of Labor v. Greenwich Collieries,
512 U.S. 267, 278 (1994) (“A standard of proof, such as preponderance of the evidence, can apply
only to a burden of persuasion, not to a burden of production.”). Some merger antitrust opinions say
only that the defendants in the second stage have the burden to “rebut” the prima facie case without
explicitly noting that the burden is one of production, but even these cases cite the three-step Baker
Hughes approach and implicitly acknowledge that the burden cannot be so high as the burden of
persuasion, since they also say that this burden always rests with the plaintiffs. See Anthem, 855 F.3d
at 349-50.
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5. Ifthe defendants are successful in raising a genuine issue as to anticompetitive
effect, then in the third step the burden of persuasion is on the plaintiffs to prove a net
anticompetitive effect, all evidence considered. As Baker Hughes stated, the ultimate
burden of persuasion on the elements of the plaintiffs’ prima facie case—which
includes the element of net anticompetitive effect—"remains with the [plaintiff] at all
times.”12 If the defendants fail to adduce sufficient evidence to rebut the plaintiff’s
prima facie case (that is, to raise a genuine issue whether the transaction is not likely
anticompetitive), the case ends and the plaintiff wins. When the evidence equally
favors both sides on each element of the offense, the party that bears the burden of
persuasion loses. 13

6. Thomas modeled his three-step burden-shifting approach in Baker Hughes
after the Supreme Court’s allocation of the burden of proof in Texas Dep’t of
Community Affairs v. Burdine, a Title VII case alleging unlawful disparate treatment. !4
In Burdine, the issue was whether the Fifth Circuit correctly held that once the plaintiff
in a Title VII case had made out a prima facie case of discrimination, the burden shifts
to the defendant to prove by a preponderance of the evidence the existence of
legitimate nondiscriminatory reasons for the employment decisions as well as prove
that the individuals hired or promoted were better qualified than the plaintiff. The
Supreme Court, in a unanimous decision, reversed. In assessing the burden on the
plaintiffs to establish a prima facie case in the first step, the Court observed:

The burden of establishing a prima facie case of disparate treatment is not onerous.
The plaintiff must prove by a preponderance of the evidence that she applied for
an available position for which she was qualified, but was rejected under
circumstances which give rise to an inference of unlawful discrimination. The
prima facie case serves an important function in the litigation: it eliminates the
most common nondiscriminatory reasons for the plaintiff’s rejection. . . . [T]he
prima facie case “raises an inference of discrimination only because we presume
these acts, if otherwise unexplained, are more likely than not based on the
consideration of impermissible factors.” Establishment of the prima facie case in
effect creates a presumption that the employer unlawfully discriminated against
the employee. If the trier of fact believes the plaintiff’s evidence, and if the
employer is silent in the face of the presumption, the court must enter judgment
for the plaintiff because no issue of fact remains in the case. !>

12 See, e.g., Baker Hughes, 908 F.2d at 983 (“If the defendant successfully rebuts the
presumption, the burden of producing additional evidence of anticompetitive effect shifts [in the third
step] to the government, and merges with the ultimate burden of persuasion, which remains with the
government at all times.”); accord Anthem, 855 F.3d at Sanford Health, 926 F.3d at 962-63; Chicago
Bridge & Iron, 534 F.3d at 423; Heinz, 246 F.3d at 715; Butterworth Health, 1997 WL 420543, at
*1; FTC v. Univ. Health, Inc., 938 F.2d 1206, 1219 (11th Cir. 1991).

13 See Microsoft Corp., 564 U.S. at 100 n.4 (noting that the “burden of persuasion” specifies
“which party loses if the evidence is balanced”).

14" See Baker Hughes, 908 F.2d at 991 (citing Texas Dep’t of Cmty. Affairs v. Burdine, 450
U.S. 248, 253-56 1981).

15 Burdine. 450 U.S. at 253-54 (internal citations and footnotes omitted).
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Under Baker Hughes, the plaintiff in a Section 7 bears an analogous burden: to prove
by a preponderance of the evidence that the merger is likely to be anticompetitive in
the absent of atypical countervailing factors. The Burdine Court’s treatment of the
defendant’s burden in the second step is equally instructive:

The burden that shifts to the defendant, therefore, is to rebut the presumption of
discrimination by producing evidence that the plaintiff was rejected, or someone
else was preferred, for a legitimate, nondiscriminatory reason. The defendant need
not persuade the court that it was actually motivated by the proffered reasons. It
is sufficient if the defendant’s evidence raises a genuine issue of fact as to whether
it discriminated against the plaintiff.To accomplish this, the defendant must
clearly set forth, through the introduction of admissible evidence, the reasons for
the plaintiff’s rejection. The explanation provided must be legally sufficient to
justify a judgment for the defendant. !0

This is the heart of the Burdine decision in rejecting the Fifth Circuit’s assignment of
the burden of persuasion to the defendant in the second step. In effect, proof of the
prima facie case, which considers only a subset of factors probative of intentional
discrimination, establishes a rebuttable presumption of unlawful conduct.

7. If the defendant succeeds in raising a genuine issue of fact whether an
essential element of the violation is present—intentional discrimination in Burdine and
anticompetitive effect in Section 7 cases—the burden returns to the plaintiff in the third
step, where it merges with the burden of persuasion. This follows “the ordinary default
rule that plaintiffs bear the risk of failing to prove their claims” and hence “bear the
burden of persuasion regarding the essential aspects of their claims,”!7 a rule that the
Court has presumed or held that the default rule applies in a wide variety of cases.!8
The Burdine Court has acknowledged that there are exceptions to this rule where the
burden of persuasion on certain elements of the plaintiff’s claim may be shifted to the
defendant, but these elements are typically affirmative defenses.!® The element of
anticompetitive effect is the core of an antitrust violation, and Thomas was correct in
applying the default rule on the burden of persuasion to it.

16 1d. at 254-55 (internal citations and footnotes omitted).

17" Schaffer ex rel. Schaffer v. Weast, 546 U.S. 49, 56, 57 (2005).

18 See, e.g., Lujan v. Defenders of Wildlife, 504 U.S. 555, 561 (1992) (standing); Cleveland v.
Policy Management Systems Corp., 526 U.S. 795, 806 (1999) (Americans with Disabilities Act);
Hunt v. Cromartie, 526 U.S. 541, 553 (1999) (equal protection); Wharf (Holdings) Ltd. v. United
Int’l Holdings, Inc., 532 U.S. 588, 593 (2001) (securities fraud); Doran v. Salem Inn, Inc., 422 U.S.
922,931 (1975) (preliminary injunctions); Mt. Healthy City Bd. of Ed. v. Doyle, 429 U.S. 274, 287
(1977) (First Amendment).

19" Schaffer, 546 U.S. at 534.
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H&R BLOCK"

News Release

H&R BLOCK ANNOUNCES AGREEMENT TO ACQUIRE TAXACT DIGITAL TAX PREPARATION
BUSINESS

¢ Cash purchase price of $287.5 million
e More than 5 million tax filers used TaxACT solutions last season

¢ Estimated to add $0.05 to earnings per share if closed by calendar year end

For Immediate Release: Oct. 13, 2010

KANSAS CITY, Mo. — H&R Block (NYSE: HRB) announced today it has signed a definitive merger agreement to
acquire all of the outstanding shares of 2SS Holdings, Inc., developer of TaxACT digital tax preparation solutions, for
$287.5 million in cash.

The company plans to combine its H&R Block At Home digital business and the acquired TaxACT business, into a
single unit led by the TaxACT management team, but continue to offer both brands in the market place.

“This transaction is a significant step for H&R Block in a segment that is strategically important. This will provide us
with innovative growth-oriented leadership to accelerate our digital tax offerings and results.” said Alan Bennett, president
and chief executive officer of H&R Block. “I am looking forward to working with the TaxACT management team on
developing our multi-brand digital strategy for the future.”

TaxACT has approximately 70 full time associates and is headquartered in Cedar Rapids, lowa. More than 5 million
tax filers used TaxACT last season through online, desktop download and professional software, with the vast majority of
those clients filing online.

Lance Dunn, president of TaxACT, said, “The entire team is excited by the opportunity to partner with H&R Block.
We are committed to providing a tremendous value for customers by continuing to offer the TaxACT Free Federal
Edition.”

H&R Block estimates the transaction would add $0.05 to earnings per share in its fiscal year ending April 30, 2011,
assuming the transaction closes by the end of the current calendar year. The purchase will be funded by excess available
liquidity from cash-on-hand or short-term borrowings. Completion of the transaction is subject to the satisfaction of
customary closing conditions, including the expiration of the applicable waiting period under the Hart-Scott-Rodino Act.
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Conference Call

At 9 a.m. Eastern time on Thursday, October 14, the company will host a conference call for analysts, institutional
investors and shareholders. To access the call, please dial the number below approximately five to ten minutes prior to the
scheduled starting time:

U.S./Canada (877) 247-6355 or International (706) 679-0371
Conference ID: 10673363

The call also will be webcast in a listen-only format for the media and public. The link to the webcast can be accessed
directly at http://investor-relations.hrblock.com.

A replay of the call will be available beginning at 9:30 a.m. Eastern time on Oct. 14, and continuing until Nov. 5, 2010,
by dialing (800) 642-1687 (U.S./Canada) or (706) 645-9291 (International). The conference ID is 10673363. The webcast
will be available for replay beginning on Oct.15 at http://investor-relations.hrblock.com

Forward Looking Statements

This announcement may contain forward-looking statements, which are any statements that are not historical facts. These
forward-looking statements are based upon the Company’s current expectations and there can be no assurance that such
expectations will prove to be correct. Because forward-looking statements involve risks and uncertainties and speak only
as of the date on which they are made, the Company’s actual results could differ materially from these statements. These
risks and uncertainties relate to, among other things, uncertainties regarding the Company’s ability to attract and retain
clients; meet its prepared returns targets; uncertainties and potential contingent liabilities arising from our former
mortgage loan origination and servicing business; uncertainties in the residential mortgage market and its impact on loan
loss provisions; uncertainties pertaining to the commercial debt market; competitive factors; the Company’s effective
income tax rate; litigation defense expenses and costs of judgments or settlements; uncertainties regarding the level of
share repurchases; and changes in market, economic, political or regulatory conditions. Information concerning these risks
and uncertainties is contained in Item 1A of the Company’s 2010 annual report on Form 10-K and in other filings by the
Company with the Securities and Exchange Commission. The Company does not undertake any duty to update any
forward-looking statements, whether as a result of new information, future events, or otherwise.

About H&R Block

H&R Block Inc. (NYSE: HRB) is one of the world’s largest tax services providers, having prepared more than 550 million
tax returns worldwide since 1955. In fiscal 2010, H&R Block had annual revenues of $3.9 billion and prepared more than
23 million tax returns worldwide, utilizing more than 100,000 highly trained tax professionals. The Company provides tax
return preparation services in person, through H&R Block At Home™ online and desktop software products, and through
other channels. The Company is also one of the leading providers of business services through RSM McGladrey. For more
information, visit our Online Press Center at www.hrblock.com.

For Further Information

Investor Relations: Derek Drysdale, (816) 854-4513, derek.drysdale@hrblock.com
Media Relations: Jennifer Love, (816)854-4448, jennifer.love@hrblock.com

HH#tH#
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Aeppartment of Justice

FOR IMMEDIATE RELEASE AT
MONDAY, MAY 23, 2011 (202) 514-2007
WWW.JUSTICE.GOV TDD (202) 514-1888

JUSTICE DEPARTMENT FILESANTITRUST LAWSUIT TO
STOPH&R BLOCK INC. FROM BUYING TAXACT

Deal Would Substantially Reduce Competition in Sale of Digital Do-It-Yourself
Tax Preparation Products and Result in Higher Prices
and a Reduction in Innovation and Quality

WASHINGTON — The Department of Justice filed a civil antitrust lawsuit today to
block the proposed acquisition by H&R Block Inc. of TaxACT, a digital do-it-yourself tax
preparation software provider. The department said that the proposed deal would substantially
lessen competition in the growing U.S. digital do-it-yourself tax preparation software market,
resulting in higher prices and reduced innovation and quality for products that are used annually
by millions of American taxpayers.

The Department of Justice’s Antitrust Division filed its lawsuit in U.S. District Court in
Washington, D.C., to prevent H&R Block from acquiring 2SS Holdings Inc., an entity within TA
IX L.P. and the maker of TaxACT.

Between 35 and 40 million taxpayers use digital software products, either on the
provider’s website or uploaded onto the taxpayers’ computers, to prepare and file their federal
and state income taxes. Currently, three companies account for 90 percent of all sales of digital
do-it-yourself tax preparation products, and the acquisition would combine H&R Block and
TaxACT, respectively the second- and third-largest providers of digital do-it-yourself tax
preparation products, the department said.

“The combination of H&R Block and TaxACT would likely lead to millions of American
taxpayers paying higher prices for digital do-it-yourself tax preparation products,” said Christine
Varney, Assistant Attorney General in charge of the Department of Justice’s Antitrust Division.
“In addition, TaxACT has aggressively competed in the digital do-it-yourself tax preparation
market with innovations such as free federal filing. If this merger is allowed to proceed, that
type of innovation will be lost.”

On Oct. 13, 2010, H&R Block agreed to purchase 2SS Holdings in a transaction valued at
$287.5 million.

According to the department’s complaint, H&R Block’s acquisition of 2SS Holdings
would eliminate a company that has aggressively competed with H&R Block and disrupted the
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U.S. digital do-it-yourself tax preparation market through low pricing and product innovation.
By ending the head-to-head competition between TaxACT and H&R Block, American taxpayers
would be left with only two major digital do-it-yourself tax preparation providers. This would
lead to higher prices, lower quality, and reduced innovation. In addition, by taking control of
the TaxACT business, which has been a maverick in the market, it would be easier for H&R
Block to coordinate on prices, quality, and other business decisions with the other remaining
industry leader — Mountain View, Calif.-based Intuit, which makes personal finance programs
such as Quicken and TurboTax — the department said.

The complaint includes statements from H&R Block presentations and emails, such as:

e A primary benefit for H&R Block in acquiring TaxACT is: “Elimination of competitor.”

¢ Indiscussing the potential acquisition of TaxAct, one of the “[s]trategic [o]pportunities”
of the acquisition is: “Acquire TaxACT and eliminate the brand to regain control of
industry pricing and further price erosion.”

e The rationale for launching the H&R Block’s free online product was “[t]Jo match
competitor offerings and stem online share loss to Intuit and TaxACT.”

e “Retail volume at Staples [is] at risk due to introduction of TaxACT [r]etail software on
combined display.”

The department also alleges that by eliminating TaxACT, a significant, disruptive and
aggressive competitor, the acquisition would likely substantially lessen competition between
H&R Block and Intuit by facilitating coordination between them. H&R Block would likely
degrade TaxACT’s free product and H&R Block and Intuit would increase the prices for their
paid products. An internal H&R Block email said, “The other possible strategic consideration is
that Intuit and HRB together would have 84% of the digital market and we both obviously have
great incentive to keep this channel profitable.”

H&R Block is a Missouri corporation headquartered in Kansas City, Mo. H&R Block is
one of the world’s largest tax service providers, utilizing more than 100,000 trained tax
professionals. The company, with its H&R Block At Home products, is the second largest
provider of digital do-it-yourself tax preparation products. In its fiscal year 2010, ending April
30, 2010, H&R Block prepared more than 23 million tax returns worldwide and earned revenues
of more than $3.8 billion. Its digital do-it-yourself tax preparation product was used in 2010 by
more than 5.9 million customers to prepare and file their federal and state income tax returns.

2SS Holdings, the maker of the TaxACT digital do-it-yourself tax preparation products,
is a Delaware corporation headquartered in Cedar Rapids, lowa. 2SS Holdings is the third-
largest digital do-it-yourself tax preparation product provider in the United States, and the
second-largest provider of such products online through the Internet. TaxACT products were
used in 2010 by more than 5 million customers to prepare and file their federal and state income
tax returns.
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TA IX L.P. is a limited partnership organized and existing under the laws of Delaware
and headquartered in Boston. TA 1X L.P. is the majority shareholder of 2SS Holdings.

HHH#
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UNITED STATES DISTRICT COURT -
FOR THE DISTRICT OF COLUMBIA

UNITED STATES OF AMERICA,
U.S. Department of Justice
Antitrust Division

450 Fifth Street, NW, Suite 7100
Washington, DC 20530,

Plaintiff,
V.

H&R BLOCK, INC.

One H&R Block Way Case: 1:11-cv-00948

Kansas City, MO 64105; ' Assigned To : Howell, Beryl A.
Assign. Date : 5/23/2011

288 HOLDINGS, INC. Description: Antitrust

5925 Dry Creek Lane NE _

Cedar Rapids, 1A 52402; and

TAIXL.P.

John Hancock Tower, 56th Floor

200 Clarendon Street

Boston, MA 02116,

Defendants.

COMPLAINT

The United States of America, acting under the direction of the Attorney General of the
United States, brings this civil action to enjoin the proposed acquisition by Defendant H&R
Block, Inc. (“H&R Block™) of Defendant 2SS Holdings, Inc. (“TaxACT™), an entity within
Defendant TA IX L.P. (“TA”). The United States alleges as follows:
1. INTRODUCTION
1. Last year, approximately 140 million Americans filed their tax returns with the

Internal Revenue Service (“IRS™). Increasingly, taxpayers are choosing to prepare their U.S.
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federal and state tax returns using digital do-it-yourself tax preparation products (“Digital DIY
Tax Preparation Products™), either over the Internet or on their desktop computers. Last year, an
estimated 35 to 40 million taxpayers filed their taxes using Digital DI'Y Tax Preparation
Products. In the U.S. Digital DIY Tax Preparation Product market, the three largest firms
service approximately 90% of all consumers. H&R Block’s proposed acquisition of TaxACT, if

allowed to proceed, would combine the second- and third-largest providers in that market and

essentially create a duopoly. The proposed acquisition would (1) eliminate aggressive head-to-
head competition between H&R Block and TaxACT, and (2) increase the likelihood that the two
remaining significant providers would substantially reduce competition through successful
coﬁrdination; both in violation of Section 7 of the Clayton Act, 15 U.S.C. § 18.

2. TaxACT has aggressively competed with H&R Block in the Digital DIY Tax
Preparation Product market for over a decade. That competition has resulted in product
innovations and lower prices that have benefitted the millions of U.S. taxpayers who use Digital
DIY Tax Preparation Products. The proposed acquisition would remove this competition,
resulting in less innovation and higher prices for consumers. H&R Block’s internal documents
acknowledge that acquiring Tax ACT would resuit in the “[e]limination of [a] competitor,” and
would allow H&R Block to “regain control of industry pricing and avoid further pﬁce erosion.”

3. The reason the acquisition would “avoid further price erosion” is that TaxACT
has, in its own words, been a “maverick” in the Digital DIY Tax Preparation Product market.
Over the years, TaxACT has touted to the public that it is a “catalyst for change™ that has
“consistently forced the tax preparation industry to become more competitive, and in doing so
[has] forced [its] competitors to change as well.” These views of TaxACT as a maverick and

significant force of change in the market are also shared amongst TaxACT’s competitors.
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According to H&R Block internal documents, in 2005 TaxACT “disrupted” the entire
marketplace by offering all taxpayers the ability to digitally prepare and electronically file (“e-
file™) their federal returns for free over the Internet. This disruption caused the industry leader,
Intuit, Inc. (“Intuit,” maker of “TurboTax”) and then H&R Block to provide their own free tax
preparation and e-file offers. TaxACT has continued its pattern of disrupting H& R Block’s and
Intuit’s businesses by offering products that are functionally comparable to those of H&R Block
and Intuit, at comparatively lower prices. Most recently, TaxACT’s products have entered the
retail (boxed software) segment of the market. Through lower prices and unique offerings at
Staples, H&R Block’s second-largest retailer, TaxACT has, in H&R Block’s own words, put
H&R Block’s sales volumes in those stores “at risk.” With the removal of this maverick from
the marketplace, Intuit and H&R Block would be left with a virtual duopoly in which they need
not aggressively compete with one another and can more successfully coordinate their pricing
and other business actions.

4. For these teasons, as set forth and detailed below, the proposed acquisition
violates Section 7 of the Clayton Act, 15 U.S.C. § 18. The United States, therefore, seeks
injunctive relief preventing the consummation of the proposed acquisition.

i1. JURISDICTION, VENUE, AND COMMERCE
5. This action is filed by the United States under Section 15 of the Clayton Act, 15
U.S.C. § 25, to prevent and restrain the Defendants from violaﬁng Section 7 of the Clayton Act,
15US.C. §18.

6. This Court has subject matter jurisdiction over this action pursuant to Section 15

of the Clayton Act, 15 U.S.C. § 25 and 28 U.S.C. § 1345. This Court also has subject matter

jurisdiction pursuant to 28 U.S.C. §§ 1331 and 1337 as H&R Block and TaxACT are engaged in

35




interstate commerce and 1 activities substantially affecting interstate commerce. H&R Block
and TaxACT sell Digital DIY Tax Preparation Products and related services throughout the
United States. H&R Block and TaxACT are engaged in a regular, continuous, and substantial
flow of interstate commerce, and their digital DIY tax preparation businesses have had a
substantial effect upon interstate commerce.

7. | This Court has personal jurisdiction over each Defendant. Defendants H&R
Block and TaxACT both transact business and are found within the District of Columbia. This
Court has personal jurisdiction over Defendant TA because it tr‘ansacts business in the District of
Columbia through TaxACT, in which it has a two-thirds ownership interest.

8. Venue is proper under Section 12 of the Clayton Act, 15 U.S.é. § 22, and 28
U.S.C. § 1391(b) and (c).

III. THE DEFENDANTS AND THE TRANSACTION

9. H&R Block is a corpofation organized and existing under the laws of Missouri,
with its headquarters located in Kansas City, Missouri. H&R Block claims that it prepares 1 in
every 7 tax returns filed in the United States and has a brick-and-mortar assisted tax preparation
office within 5 miles of most Americans. H&R Block’s digital DIY products, called “H&R
Block At Home” (formerly called “TaxCut”), were used to file approximately 5.9 million U.S.
individual federal tax returns in 2010. H&R Block is the second-largest provider of Digital DIY
Tax Preparation Products, behind Intuit. These digital products are an increasingly important
source of business for H&R Block.

10. 2SS Holdings, Inc. is a corporation organized and existing under the laws of
Delaware and headquartered in Cedar Rapids, lowa. 2SS Holdings, Inc.’s products are currently

sold as, and referred to by the industry under the brand, “TaxACT.” TaxACT’s products were
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used to file approximately 5.2 million U.S. individual federal tax returns last year. TaxACT is
the third-largest Digital DIY Tax Preparation Product provider in the United States and the
second-largest provider of such products through the online channel.

11. In 2004, the private equity firm TA made a significant investment in 288
Holdings, Inc. As a result, Defendant TA IX L.P., a limited partnership organized and existing
" under the laws of Delaware and headquartered in Boston, Massachusetts, now holds
approxifnately a two-thirds interest in TaxACT. TaxACT executives and employees retain the
approximate other one-third interest.

12. On October 13, 2010, H&R Block, 2SS Holdings, Inc., and the TaxACT
shareholders entered into an Agreement and Plan of Merger, pursuant to which H&R Block
would ultimately acquire TaxACT for approximately $287.5 million in cash.

1V. THE RELEVANT MARKET |

A. Description of the Product

13.  With the rise of the Internet and personal computer usage, in the 1990s, several
companies began to offer consumers a unique method of preparing their individual U.S. federal
and state tax returns without any professional tax assistance — Digital DIY Tax Preparation
Products.

14.  These Digital DIY Tax Preparation Products are offered through three basic
channels: (1) online; (2) software that can be downloaded from an Internet website; and (3)
software on a disc that is either sent directly to the consumer or purchased by the consumer from
a third;party retailer. Intuit, H&R Block, and TaxACT are the only major suppliers of Digital
DI1Y Tax Preparation Products, and they are the only digiial DiY tax preparation firms that offer

their products through all three channels.
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15, The online channel allows digital DIY tax preparation firms to offer their products
to taxpayers that wish to complete their returns on the proyider’s website using a personal
computer, an Internet connection, and an Internet browser. By way of example, a taxpayer can
direct his or her Internet browser to H&R Block’s website and access an online version of H&R
Block At Home. The taxpayer can then fill out relevant informatioﬁ directly on the company’s
website. When using the online channel, all tax calculations are conducted remotely on the
servers owned by the company. After all relevant information is entered and tax calculations are
made, a completed tax return is generated and the information is saved on the company’s servers.
That return can then either be printed by the individual to mail to the IRS or state revenue
agency, or filed electronically (sometimes referred to as “e-filed”) with the IRS or state revenue
agency over the Internet. In recent years, e-filing has been an increasingly popular method of
filing tax returns.

16.  The second and third channels for using Digital DIY Tax Preparation Products
entail a taxpayer installing software on his or her personal computer. The second channel
permits taxpayers to access an Internet website and download the software onto the taxpayer’s
personal computer. The third channel permits taxpayers to load and install software, which is
stored on a CD-ROM or DVD, onto his or her personal computer. The CD-ROM or DVD is
either sent directly to the consumer, or purchased by the consumer from a retail store (such as
Staples or Best Buy). When using any software product, the information that is entered by the
taxpayer for generating the return is not transmitted over the Internet. Similarly, the calculations
necessary for creating the tax return are conducted on the taxpayer’s computer, not a company’s
servers, and the completed tax return is saved to the taxpayer’s computer. As with the online

version, the completed return can either be printed or e-filed.
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17.  Regardless of the channel, all Digital DIY Tax Preparation Products function in
the same way and consist of the same two basic parts: the user interface, which prompts users to
provide relevant information, and the underlying tax engine, which processes that information.

18. A user interface is the means by which individuals interact with the tax engine.
The standard user interface for the Digital DIY Tax Preparation Products of Intuit, H&R Block,
and TaxACT is referred to as an “interview,” and 'it provides consumers with a series of
questions relating to their personal and financial information. The answers the consumer gives
during the interview are provided to the tax engine for calculation.

19. The tax engine is essentially a complicated software program based upon federal
and state tax code and regulations. A taxpayer’s relevant personal and financial information is -
provided to the tax engine by way of the user interface, and the tax engine processes the
information. Based upon the state or federal tax code, the tax engine determines what forms
should be provided to the IRS or the state revenue agency and records the appropriate figures on

the relevant tax forms.

20.  Digital DIY Tax Preparation Product providers typically offer their products in

" more than one version and at different prices. The different versions and the pricing differences '

are often based on one or more of the following: (a) the number of tax returns filed; (b) whether
the tax return prepared ts a federal or state return; (¢) the tax forms used and complexity of the
tax return (e.g., an individual who files with a federal 1040EZ tax form could pay less than
someone who files with a 1040 tax form}); (d) the channel through which the individual accesses
the product (i.e., online, download, or software on a disc); (e) the amount and type of support the

individual desires for the process (e.g., whether the individual can contact the company for
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technical support or tax advice, or can demand support from the company in the event of an
audit); and (f) whether the federal and/or state tax return will be e-filed.

21. Digital DIY tax preparation companies also sometimes offer related products and
services to individuals. Some of these products include: (a) refund anticipation checks, which
permit an individual to deduct the price of the Digital DIY Tax Preparation Product from the
individual’s tax refund; (b) prepaid debit cards, which permit individua]s to transfer their tax
refunds to a prepaid debit card; ((-:) the ability to access a copy of the individual’s prior year tax
returns that were filed using the company’s product; and (d) additional support services.

22. Companies that offer Digital DIY Tax Preparation Products compete based upon
price and quality of their products, including the number of forms, schedules, and states that they
support. The “Big Three” digital DIY tax preparation companies — Intuit, H&R Block, and
TaxACT — all support the vast majority of forms, schedules, and states, though TaxACT’s
prices are lower than those of H&R Block and Intuit.

B. Relevant Product Market

23.  Digital DIY tax preparation products for the preparation of U.S. federal and state
tax returns (referred to throughout this Complaint as “Digital DIY Tax Preparation Products” is
a relevant product market and line of commerce under Section 7 of the Clayton Act. A
hypothetical monopolist would impose at least a small but significant and nontransitory increase
in the price of all Digital DIY Tax Preparation Products.

24. . There are no reasonable product alternatives to Digital DIY Tax Preparation
Products. Other means that consumers can use to prepare their personal tax returns are not
sufficiently substitutable to discipline even a small but significant and nontransitdry increase in

the price of Digital D1Y Tax Preparation Products.
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25. Other methods of preparing individual tax returns are not in the same product

market as Digital DIY Tax Preparation Products because those methods of preparation either do

not offer comparable functionality, are less convenient, are more cumbersome, or are too
expensive. For instance, the “pen-and-paper” method of tax preparation (i.e., taking a copy of a
tax return form and manually writing in ;[he appropriate calculations) 1s a tedious, complicated,
and highly error-prone process that lacks the ease of use and functionality that Diéital DIY Tax
Preparation Products offer. Digital DIY Tax Prepa;ation Products guide individuals through an
easy-to-use interview process, ask them relevant questions in generally understandable languagle,
do not require the individual to know tax rules and regulations, and do not require the individual
1o understand what informatibn should be recorded or calculated on particular lines of particular
tax forms. For these and other reasons, an insufficient number of individuals would choose pen-
and-paper instead of Digital DIY Tax Preparation Products to make even a small but significant
inbrease in the price of Digital DIY Tax Preparation Products unprofitable.

26.  Another method of tax preparation that is not in the product market is assisted tax
preparation (e.g., the use of a certified public accountant or a professional tax service such as an
H&R Block brick-and-mortar store). Assisted tax preparation provides consumers with one-on-
one professional tax guidance that is generally unavailable with Digital DIY Tax Preparation
Products. In addition, Digital DIY Tax Preparation Products are more convenient to use than
assisted tax preparation because they do not require users to schedule time to deal with third-
party professionals. Assisted tax preparation is substantially more expensive than a Digital DIY
Tax Preparation Product that prepares comparably complex tax returns and would remain

substantially more expensive than Digital DIY Tax Preparation Products even after a small but

signiﬁcant nontransitory increase in the price of Digital DIY Tax Preparation Products. An
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insufficient number of individuals would substitute to assisted tax preparation products to make

even a small but significant increase 1n the price of Digital DIY Tax Preparation Products

unprofitable.

C. Relevant Geographic Market

27. The Digital DIY Tax Preparation Products that H&R Block and TaxACT offer
assist individuals with filing their U.S. federal and state income tax returns. Customers that are
required to file tax returns in jurisdictions outside of the United States cannot use the Digitat DIY
Tax Preparation Products at issue for those purposes. Similarly, Digital DIY Tax Preparation
Products that have been engineered to assist individuals with filing tax returns in jurisdictions
outside of the United States cannot be used by customers to prepare U.S. federal and state tax
returns. Both customers and suppliers of Digital DIY Tax Preparation Products predominately
are located within the United States. However, because many Digital DIY Tax Preparation
Products are provided over the Internet, there do not appear to be any physical restrictions on the
location of suppliers or customers. Accordingly, a relevant geographic market within the
meaning of Section 7 of the Clayton Act, 15 U.S.C. § 18 is a worldwide market.

V. TAXACT’S HISTORY OF “DISRUPTING” THE MARKET
THROUGH AGGRESSIVE PRICING, QUALITY, AND INNOVATIONS

28.  TaxACT’s conduct over the past several years has significantly “disrupted” the
market and forced competitors, including Intuit and H&R Block, to offer free products and
increase the quality of their products for American taxpayers. The first major instance of
maverick behavior by TaxACT that prompted a competitive reaction from H&R Block and Intuit
occurred in 2004 in relation to the Free File Alliance (“FFA”), a public-private partnership of
digital DIY tax preparation companies and the IRS designed to offer qualified individuals the

ability to prepare and e-file free federal income tax returns. As H&R Block itself recognized,

-10 -
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TaxACT was the first company to aggressively pursue lower prices in the Digital DIY Tax
Preparation Product market for all taxpayers through the FFA: “The first year [2003] was rather
uneventful but in the second year [2004] TaxAct introduced an offer that was free to all
individual US taxpayers. . . . At the beginning of [2005] Intuit made their offer available to all
US taxpayers and just about all other members followed.”

29. TaxACT’s FFA offering threatened the profits of all Digital DIY Tax Preparation
Product providers. Accordingly, though they matched TaxACT’s offering, members of the FFA,
including H&R Block and Intuit, lobbied the government to limit the number of taxpayers to
whom FFA members could offer free federal e-filing. Ultimately, the IRS, in October 2005,
limited the type and the number of customers that could be offered a free product through the
FFA.

30.  TaxACT responded to the FFA limitations by pursuing an even more aggressive
strategy to lower prices and increase quality for taxpayers. In or about December 2005, TaxACT
began offering all taxpayers the ability to prepare and e-file their federal individual tax returns
for free dire(;tly from TaxACT’s website. This aggressive pricing decision by TaxACT was a
major turning point in the market for Digital DIY Tax Preparation Products. As TaxACT’s press
release in December 2005 announced: “users of its Tax ACT Standard 2005 Federal editions can
e-file their tax returns without charge through www.TaxACT.com, as well as pﬁ:pare and print
them for free. . . . For eight consecutive tax seasons, Tax ACT — the first tax-preparation
software company to offer free e-file capabilities — has been a pioneer in free tax preparation.
Now TaxACT is making it possible for everyone to prepare, print and e-file their taxes for free.”
TaxACT’s “free-free-free” offering, giving consumers the ability to prepare and then either e-file

or print and mail their federal tax returns for free through its website, significantly disrupted the

- 11 -
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market. Indeed, TaxACT investment presentations trumpeted its move to free federal as having
“disrupted the then prevalent ‘paid’ model under which tax preparation software was sold by its
competitors.” TaxACT subsequently boasted to the public that it was a “tax industry maverick
[that] has broken down the barrier for everyone to prepare, print, and now even e-file their
returns, all for free.” (Emphasis added).

31. Interﬁal Hé&R Block documents (as well as internal documents from other digital
DIY providers) make clear that TaxACT’s move to “free federal” was a major change in the
Digital DIY Tax Preparation Product market that resulted in signiﬁc;ant pressure to lower prices.
An H&R Block internal presentation on competition within the Digital DIY Tax Preparation
Product market states that “{t]he growth in Free Federal Offers Online was driven primarily by
the growth of TaxACT’s Standard and TaxACT Standard+State both [of which] include Free
federal units.” The presentation goes on to note that “TaxACT’s success in gaining market share
propelled Intuit to offer the Free Edition on i';s Home Page. At one point, TurboTax Deluxe was
offered free through email and tested on the TurboTax Home Page.” The result of this pressure
by TaxACT was, as H&R Block lamented, a “[clontinued erosion of Paid units for middle and
lower SKUSs,” and likely continued “price compression across all tax prep.” (Erhphasis in
original). After Intuit began offering “free federal” for individuals, H&R Block followed suit by
offering its own free product. Presentations made by the heads of H&R Block’s Digital Tax
Solutions division to H&R Block’s CEO and CFO note explicitly that the rationale for launching
the H&R Block’s free online product was “[t]o match competitor offerings and stem online share
loss to Intuit and TaxAct.”

32.  TaxACT is also a maverick in terms of product quality. Over the years, TaxACT

has continuously expanded the functionality of its free version. As a result, TaxACT’s free

-12-
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version 1s, in many respects, the functional equivalent of products for which H&R Block and
Intuit charge a significant price. TaxACT’s improvements to its frée products have forced H&R
Block and Intuit to enhance the functionality of their frée products. Nonetheless, TaxACT’s free
version continues to offer more functionality by, among other things, providing and supporting
all e-filable federal forms and schedules. In contrast, the free products offered by competitors
such as H&R Block and Intuit do not support all e-filable federal forms and schedules, and thus
require taxpayers who need the missing functionality to upgrade to a paid product or switch to
another provider.

33.  The competitive pressure that TaxACT created through its maverick prices and
functionality has persisted and continues to the present. Each year since December 2005,
TaxACT has relentlessly offered high quality Digital DIY Tax Preparation Products to taxpayers
at low prices. TaxACT’s aggressive pricing continues to put competitive pressure on both Intuit
and H&R Block to lower their prices on all Digital DIY Tax Preparation Products. As late as
January 22, 2009, an H&R Block executive remarked: “I was shocked at the TaxAct price. . . . It
appears that the online market is moving towards a ‘free’_ space or a de minimis cost.”
Consistent with that executive’s concern over TaxAC'T’s pricing, a late 2010 H&R Block
presentation notes that H&R Block lowered the price of its premium software product offering
by almost 30% specifically “[i]n order to better compete with online free.”

34.  Another recent example of TaxACT’s maverick behavior in the market relates to
the features of the product that it introduced into the retail sector. Around December 2010,
TaxACT’S desktop software began being offered through a major retailer — Staples. TaxACT’s
 retail software sells at a lower price than the comparable offerings from H&R Block and Intuit

— the only major Digital DIY Tax Preparation Products sold at retail stores prior to TaxACT’s
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introduction into retail. In addition, in contrast to Intuit and H&R Block, TaxACT (1) does not
charge an additional amount to its customers to e-file their state returns, and (2) does not attempt
to sell users additional features after purchase. Internally commenting on these features, onle
Hé&R Block employee stated: “ouch! They knew exactly what to exploit.”

35. TaxACT’s low price and innovative offering at retail poses a threat to H&R Block
and Intuit. An internal H&R Block presentation notes: “Retail volume at Staples at risk due to
introduction of TaxACT [r]etail software on combined display.” | |

36. It is based on all of the above that TaxACT’s President and Founder, Lance Dunn,
has noted publicly that TaxACT is a “catalyst for change” that has “consistently forced _the tax
preparation industry to become more competitive, and in doing so [has] forced [its] competitors
to change as well.” By acquiring TaxACT, H&R Block would be alﬂe to eliminate the threat
that TaxACT, as a maverick, poses to its business.

VL. MARKET CONCENTRATION

37.  The relevant market is highly concentrated and would become significantly more
concentrated as a result of the proposed transaction.

38.  Asarticulated in the.Horizontal Merger Guidelines issued by the Department of
Justice and the Federal Trade Commission, the Herﬁndahl—Hirséhman Index (“HHI"}is a

measure of market concentration.! Market concentration is often one useful indicator of the level

! See U.S. Dep’t of Justice and Federal Trade Commission, Horizontal Merger Guidelines §

5.3 (2010), available at http://www.justice.gov/atr/public/guidelines/hmg-2010.htm] The HHI is
calculated by squaring the market share of each firm competing in the market and then summing
the resulting numbers. For example, for a market consisting of four firms with shares of 30, 30,
20, and 20 percent, the HHI is 2,600 (307 + 30% + 207 + 20% = 2,600). The HHI takes into
account the relative size distribution of the firms in a market. It approaches zero when a market
is occupied by a large number of firms of relatively equal size and reaches its maximum of
10,000 points when a market is controlied by a single firm. The HHI increases both as the
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of competitive vigor in a market and the likely competitive effects of a merger. The more
concentrated a market, and the more a transaction would increase concentration in a market, the
more likely it is that a transaction would result in a meaningful reduction in competition harming
consumers. Markets in which the HHI is between 1,500 and 2,500 points are considered to be
moderately concentrated, and markets in Which the HHI is in excess of 2,500 points are
considered to be highly concentrated. Transactions that increase the HHI by more than 200
points in highly concentrated markets will be presumed likely to enhance market power.

39.  In 2010, approximately 5.2 million federal individual tax returns that were
prepared using H&R Block’s Digital DIY Tax Preparation Products were e-filed, accounting for
approximately 15.6% of the total Digital DIY Tax Preparation Product market.” During the same
time period, approximately 4.3 mi.llion federal tax returns prepared using TaxACT’s Digitai DIY
Tax Preparation Products were e-filed, accounting for approximately 12.8% of the Digital DIY
Tax Preparation Product market. And, in 2010, approximately 21 million federal tax returns
prepared using Intuit’s TurboTax products were e-filed — accounting for a 62.2% share of the
market. Using these figures, the market has a pre-acquisition HHI of appfoximately 4,276, and
H&R Block’s acquisition of TaxACT would increase that figure by approximately 399, resultingr

in a post-acquisition HHI of approximately 4,675. Consistent with the Horizontal Merger

number of firms in the market decreases and as the disparity in size between those firms
Imncreases.

%2010 is the most recent year for which accurate data on market shares and concentration
currently is available. E-filing figures are used for purposes of calculating market share and
concentration because they are the most accurate figures currently available industry-wide.
Because e-filing figures do not include taxpayers who use a Digital DIY Tax Preparation Product
but choose to print-and-mail the completed tax return, they provide useful but rough
approximations. The total annual filing figures contained in paragraphs 9 and 10 include both e-
filing numbers and company estimates on the number of print-and-mail filings.
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Guidelines, this means that the market for Digital DIY Tax Preparation Products is highly
concentrated and would become substantially more concentrated as a result of the acquisition.
VII. ANTICOMPETITIVE EFFECTS

A. The Proposed Transaction Would Eliminate Head-to-Head Competition
Between H&R Block and TaxACT :

40.  Asnoted above, H&R Block’s acquisition of TaxACT would combine thé
second- and third-largest digital DIY tax preparation companies.. The acquisition would allow
H&R Block to raise prices and to reduce the quality of its Digital DIY Tax Preparation Products
by eliminating the intense head-to-head competition between H&R Block and TaxACT.

41.  Digital DIY tax preparation companies compete with each other on price and
quality of their products. On price, competition between the digital DIY tax preparation
companies has resulted in lower prices on these products for taxpayers. Competition from
TaxACT in particular has led to significant decreases in prices through the offering of free
products. As illustrated by the examples described above, H&R Block lowered its prices in
response to TaxACT.

42, Digital DIY tax preparation companies also compete on the quality of their
products. TaxACT has been a particularly aggressive competitor in offering consumers high
quality and high functionality Digital DIY Tax Preparation Products for low prices. TaxACT’s
products continue to improve in quality and functionality through, for example, a better user
interface, a better log—oln screen, and the ability to prepare and file all e-filable federal forms and
schedules. H&R Block has been pressured and responded to TaxACT’s improvements by
improving the quality of its Digital DIY Tax Preparation Products. TaxACT has also, in turn,

responded to competition from H&R Block by improving the quality of its Digital DI'Y Tax
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Preparation Products, such as adding and improving data import capabilities, and offering audit
assistance and a maximum refund guarantee,

43.  H&R Block is fully aware of the effect that competition from TaxACT has in the
Digital DIY Tax Preparation Product market: “Having disrupted the digital tax prep market with
cheaper, lower-end solutions, TaxACT [is] surpassing [H&R Block’s] TaxCut in market share
and continu[es] to improve in quality (surpassing TaxCut in some press reviews in 2009).” It -
should come as no surprise then that a primary benefit for H&R Bloci{ in acquiring TaxACT is:
“Elimination of competitor.”

44.  Internal H&R Block documents repeatedly recognize the competitive significance
of “[e]liminati{ng this] competitor” and pulling the maverick off of the market. For example, in
an internal H&R Block presentation discussing the potential acquisition of TaxACT? one of the
“[s]trategic [o]pportunities” of the acquisition is: “Acquire TaxAct and eliminate the brand to
regain control of industry pricing and avoid further price erosion.” Compared to the benefits of
this acquisition to H&R Block; the benefit to taxpayers, as set forth in the same document, stands
in stark contrast: “None.”

45. By eliminating this intense head-to-head competition, H&R Block’s acquisition of
TaxACT would make it less likely that H&R Block would lower its prices or continue to
innovate. Thus, with this reduction in competition, taxpayers would bear the cost in terms of
higher prices and lower quality Digital DIY Tax Preparation Products.

B. The Proposed Acquisition Would Make Anticompetitive Coordination
Substantially More Likely

46.  The Digital DIY Tax Preparation Product market possesses several structural
features that increase the likelihood of coordination post-acquisition, including a small number
of significant competitors, high barriers to entry and expansion, homogeneity of the relevant
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product, relatively melastic demand for the products, and availability of substantial market and
competitor information.

47.  After the acquisition, purchasers would only have two well-established and
widely-used digital DIY tax preparation companies from which to choose. By eliminating
TaxACT, a sigmficant, disruptive, and aggressive competitor, the acquisition would likely
substantially lessen competition between H&R Block and Intuit by enabling coordination among
them. H&R Block would likely degrade TaxACT’s free product, and H&R Block and Intuit
would increase the prices for their paid products.

48. In fact, in an internal H&R Block email discussion leading up to the transaction,

an H&R Block executive explained exactly how H&R Block’s acquisition of TaxACT (in

contrast to TaxACT being acquired by another entity) would lead to anticompetitive coordination
between H&R Block and Intuit: “The other possible strategic consideration is that Intuit and
HRB together would have 84% of the digital market and we both obviously have great incentive
to keep this channel profitable. Other potential TA purchasers could decide to cut their prices
even further to see if they could make large market share gains & build short-term profitability
by ‘winning the race to the bottom.”” Another H&R Block executive responded: “I think the
strategic gains are that we lock up the share that is up for grabs by another potential player. The
defensive play in and of itself has value. . . . One could also argue that there is value in taking
control of this ‘segment’ by not encouraging a a [sic] race to free, which Intuit would have no
interest in doing, and therefore has value.to HRB by preventing it through the acquisition.” As
H&R Block so clearly explains, H&R Block and Intuit each have the incentive to charge'more

for their Digital DIY Tax Preparation Products. This acquisition would give H&R Block the

ability to make that happen.
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49. Hé&R Block viewed TaxACT as an aggressive and threatening competitor that
forced it to lower prices and raise quality of its Digital DIY Tax Preparation Products on several
occasions. By reducing the number of competitors serving the market and eliminating an
aggressive competitor, the acquisition would enable the virtual duopolists — H&R Block and
Intuit — to coordinate with one another.

C. Lack of Countervailing Factors

50. It is unlikely that entry or expansion in the Digital DIY Tax Preparation Product
market would occur in a timely manner or on a scale sufficient to undo the competitive harm that

the acquisition would produce. Entry and expansion to a level that would be sufficient to replace

the competitive influence now exerted on the market by TaxACT would be difficult, take many
years, and require the entrant to incur large sunk costs and significant other expenditures té
develop a good Digital DIY Tax Preparation Product, obtain the requisite expertise, and build an
effective brand. Successful entrants have spent years and millions of dollars in sunk costs
developing their Di gitallDIY Tax Preparation Products to include support for all or most e-filable
forms as well as additional features, such as data import capability and an intuitive user interface.
These development requirements are made more challenging by a demanding annual
development cycle required to incorporate tax law and tax forms changes in time for the short tax
preparation and filing season (January through mid-April). These development efforts can be
adversely affected by delays in the adoption of, or last minute changes in, new laws or
regulations, delays in the availability of new or revised tax forms, and regulatory agency
difficulties in receiving electronic submissions.

51.  Inaddition to developing good digital DIY tax preparation functionality,

companies seeking to enter or expand in this market would be required to develop a well-known
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brand and good reputation for products that allow individuals to prepare tax returns easily,
accurately, and securely. Developing and maintaining a good reputation and brand awareness is
crucial to the widespread acceptance of consumer products like Digital DIY Tax Preparation
Products, as users rely on reputation to ensure their taxes will be prepared easily, accurately, and
securely. Developing a good reputation takes years of consistently good performance, and
developing a well-known brand requires years of significant and sophisticated marketing efforts.
One competitive advantage held by the Big Three is that their large customer bases can lead to
additional growth through word-of-mouth customer referrals. Indeed, TaxACT itself believes
that it benefits significantly from word-of-mouth customer referrals. However, a digital DIY tax
preparation business must first develop a large customer base before its word-of-mouth customer
referrals are sufficient to have a significant impact on the overall market.

52.  Although H&R Block asserts that the acquisition would produce efficiencies, it
cannot demonstrate acquisiﬁon-speciﬁc and cognizable efficiencies that would be sufficient to
oifset the acquisition’s anticompeﬁtiVe effects.

| VIII. VIOLATION ALLEGED

53.  The United States realleges and incorporates paragraphs 1 through 52 as if set
forth fully herein.

54.  H&R Block’s acquisition of TaxACT would likely substantially lessen
competition in the market for Digital DIY Tax Preparation Products, in violation of Section 7 of
the Clayton Act, 15 U.S.C. § 18. The transaction would likely have the following effects, among
others:

(a)  competition between H&R Block and TaxACT in the provision of Digital

DIY Tax Preparation Products would be eliminated;
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(b)  elimination of TaxACT as a “maverick™-— a substanﬁai, independent, and
competitive force — in the Digital DIY Tax Preparation Product market, creating a combined
firm with reduced incentives to lower price or increase quality;

(c) competition generally in the provision of Digital DIY Tax Preparation
Products would be eliminated or substantially lessened;

(d)  prices of Digital DIY Tax Preparation Products would likely increasé to
levels above those that would prevail absent the transaction, forcing millions of taxpayers to pay
higher prices to prepare and file their fedefal and state tax returns each year;

(e) quality and innovation of é,nd in Digital DIY Tax Preparation Products
would iikeiy be less than levels that would prevail absent the transaction; and

3] the acquisition would increase the likelihood of, or enable, successful
anticompetitive competitor coordination in the market for Digital DIY Tax Preparation Products,
and actual or tacit collusion among H&R Block and Intuit.

REQUEST FOR RELIEF
55.  The United States requests:

(a) that the proposed acquisition be adjudged to violate Section 7 of the
Clayton Act, 15 U.S.C. § 18;

(b)  that the Defendants be permanently enjoined and restrained from carrying
out the Agreement and Plan Qf Merger dated October 13, 2010, or from entering into or carrying
out any agreement, understanding, or plan by which H&R Block would acquire TaxACT, its

stock, or any of its assets;

(c) that the United States be awarded costs of this action; and
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(d)

just and proper.

that the United States be awarded such other relief as the Court may deem
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Dated this 23" day of May 2011.

Respectfully submitted,
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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

)
UNITED STATES OF AMERICA, )
)
Plaintiff, )
)
V. )

) Civil Action No. 1:11-cv-00948 (BAH)
H&R BLOCK, INC., )
2SS HOLDINGS, INC., and )
TAIXL.P., )
)
Defendants. )

ANSWER OF DEFENDANTS H&R BLOCK, INC.,
2SS HOLDINGS, INC., AND TA IX L.P.

Pursuant to Federal Rule of Civil Procedure 12, H&R Block, Inc., 2SS Holdings, Inc.,
and TA IX L.P. hereby answer the United States of America’s May 23, 2011 Complaint as
follows:

PRELIMINARY STATEMENT

H&R Block, Inc.’s (“H&R Block’s”) proposed acquisition of 2SS Holdings, Inc.
(“TaxACT”) will enhance competition at all levels of the tax preparation industry and will
thereby benefit consumers.! To that end, Plaintiff’s characterization of the transaction as
potentially anti-competitive is wrong and is contrary to logic and the evidence.

A. Competition at All Levels of the Industry Is Robust.

Taxpayers have numerous alternatives for tax preparation and filing, including numerous

professional tax preparation options and numerous do-it-yourself (“DIY”) options. Taxpayers

1 Defendants note that the Complaint defines the terms “H&R Block” and “TaxACT” as
referencing only H&R Block, Inc. and 2SS Holdings, Inc., neither of which sells tax preparation
products and services. For convenience and clarity, Defendants have adopted the same naming
conventions in answering Plaintiff’s allegations and have used more specific, accurate terms
(where appropriate) in the Preliminary Statement.
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utilizing DIY options typically choose between preparing their taxes with “pencil and paper” or
using some form of tax preparation software. Taxpayers who choose to use tax preparation
software can purchase software that runs on their home computers via Internet download or
electronic media (“desktop”). They can also purchase (or obtain for free) access to an online
service on servers controlled by the provider (“online”’). Almost two dozen companies offer
desktop and/or online products.

The products being offered by these companies can generally be separated into two
categories: “premium” and “value.” “Premium” products are typically offered by companies
with strong brand-name recognition like Intuit’s TurboTax and H&R Block at Home. Premium
products typically cost significantly more than value products. Premium products also typically
include more features and functionality than value products.

B. The Transaction Will Benefit Consumers.

This transaction involves H&R Block, which through its subsidiaries HRB Digital LLC
and HRB Technology LLC (collectively “H&R Block Digital”) primarily sells premium
products, acquiring TaxACT, which through its subsidiary 2nd Story Software, Inc. (“2SS”) sells
only value products. The acquisition will enhance competition and benefit consumers in two
fundamental ways. First, it will replace H&R Block Digital’s costly digital infrastructure with
2SS’ efficient, low-cost technology platform (and experienced personnel). This will allow the
combined firm to compete more effectively against premium providers of tax services (including
Intuit, the largest provider of tax preparation services in the United States) on price, features, and
innovation. Second, H&R Block Digital will acquire a low-cost value brand that is already an
effective and profitable competitor in the value segment.

C Plaintiff’s Competitive Effects Theory Is Illogical
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The proposed transaction will not harm competition or lead to increased prices in the
value segment. First, increasing 2SS’ prices would significantly erode TaxACT’s profitability
because the value segment has many strong competitors who would quickly move to take share
should 2SS falter. Indeed, the IRS website states that at least seventeen providers of DIY tax
software—most of which are in the value segment—meet IRS’ “high standards” for tax
preparation and provide “fast,” “safe,” and “accurate tax return[s].” Within the value segment,
firms such as FreeTaxUSA, TaxSlayer, On Line Taxes, and others have significant customer
bases, have been growing quickly, and have the capacity to grow signiﬁca.ntly.2 As aresult,
these companies would be quick to react to any competitive mistakes made by 2SS.

Second, contrary to the DOJ’s allegations, H&R Block Digital cannot and would not
raise 2SS’ prices in the hope of driving more sales to H&R Block Digital’s more expensive
premium products because such a move would destroy the profitability of 2SS’ proven business
model. As Alan Bennett, the then-President and Chief Executive Officer of H&R Block told the
public when the deal was announced, 2SS’ “business model has enabled the company to generate
consistently strong financial results,” and “I love how they run their business.” More recently,
the new Chief Executive Officer, Bill Cobb, emphasized: “Consumers will be the primary
beneficiaries of the merger through innovation, enhanced functionality and low prices.” H&R
Block’s Digital abandoning the proven 2SS low-cost model is thus implausible and contrary to

the plain statements in documents written by the executives who recommended this merger.

% %k ok ok ok ok ok ok ok ok ok ok kK ok

2

: For example, the products offered by TaxSlayer and FreeTaxUSA each can process a
sufficiently broad number of forms to serve more than 95% of taxpayers, and OLT likewise
provides a broad offering of federal forms.
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For all of the above reasons, H&R Block and H&R Block Digital have already
committed to the DOJ that they would not raise any prices on 2SS’ tax preparation products for
at least three years and would continue offering 2SS’ free tax preparation product to all taxpayers
for at least three years. Even with this knowledge, the DOJ brought this case claiming that H&R
Block’s intentions are the opposite. Defendants deny these allegations and seek a decision on
this matter as soon as is practicable, so that the merger can close in early Fall 2011. Permitting
consummation of this merger will allow consumers to benetit from more innovation, enhanced

functionality and low prices.

I. INTRODUCTION

1. Defendants are without knowledge and information sufficient to form a
belief as to the truth of allegations in the first sentence of Paragraph 1 and therefore deny them.
Defendants admit that some taxpayers choose to prepare their U.S. federal and state tax returns
using digital do-it-yourself tax preparation products (defined by the Plaintiff as “Digital DIY Tax
Preparation Products™) over the Internet or on their desktop computers. Defendants are without
knowledge and information sufficient to form a belief as to the truth of allegations in the third
sentence and therefore deny them. Defendants deny the allegations contained in the fourth, fifth,
and sixth sentences, except to the extent that they contain legal conclusions to which no response

is necessary.

2. Defendants deny the allegations contained in the first, second, and third
sentences of Paragraph 2. Defendants admit that documents produced to Plaintiff by H&R Block
contain the phrases quoted by Plaintiff in the fourth sentence. Defendants deny, however, that
the documents are “internal” as they were not authored by H&R Block, Inc. or H&R Block

Digital employees. Moreover, the documents speak for themselves. To the extent Plaintiff
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alleges the quoted statements are admissions by Defendants, these allegations are denied. To the

extent that any allegation is not expressly admitted, it is denied.

3. Defendants deny the allegations contained in the first sentence in
Paragraph 3, except to the extent that the allegations contain legal conclusions to which no
response is necessary. While Defendants admit that a document produced by H&R Block
contains the phrase “avoid further price erosion,” Defendants note that the document was not
authored by an H&R Block or an H&R Block Digital employee, did not use the word
“maverick,” and does not refer to any other document using the word “maverick.” Moreover, the
document speaks for itself. Defendants admit that 2SS used the word “maverick™ in a 2005 press
release. The document speaks for itself. To the extent Plaintiff alleges the quoted statement is
an admission by Defendants, this allegation is denied. Defendants admit that 2SS produced
documents containing the phrases quoted by Plaintiff in the second sentence of Paragraph 3.
Defendants otherwise deny the allegations contained in the second sentence of Paragraph 3. The
documents speak for themselves. To the extent Plaintiff alleges the quoted statements are
admissions by Defendants, these allegations are denied. Defendants deny the allegations in the
third sentence of Paragraph 3. With regard to the fourth sentence of Paragraph 3, Defendants
deny that documents produced by H&R Block contain the word “disrupted” in reference to
TaxACT’s or 2SS’ actions in 2005. The documents speak for themselves. To the extent Plaintiff
alleges the quoted word is an admission by Defendants, this allegation is denied. Defendants
otherwise deny the allegations contained in the fourth sentence of Paragraph 3. Defendants
admit the allegation contained in the fifth sentence of Paragraph 3 that Intuit is the industry
leader. Defendants otherwise deny the allegations contained in the fifth, sixth, and seventh

sentences of Paragraph 3, except insofar as these sentences contain legal conclusions to which no

Civil Action No. 1:11-¢v-00948 BAH 5
60



Case 1:11-cv-00948-BAH Document 31 Filed 07/07/11 Page 6 of 16

response is necessary. Defendants admit that a document produced by H&R Block contains the
phrase “at risk,” as alleged in the eighth sentence of Paragraph 3. The document speaks for itself.
To the extent Plaintiff alleges the quoted statement is an admission by Defendants, this allegation
is denied. Defendants otherwise deny the allegations contained in the eighth sentence of
Paragraph 3. Defendants deny the allegations in the final sentence of Paragraph 3, except to the
extent that they contain legal conclusions to which no response is necessary. To the extent that

any allegation is not expressly admitted, it is denied.

4. Paragraph 4 contains legal conclusions to which no response is necessary.

II. JURISDICTION AND VENUE

5. Defendants admit that this action was filed by the United States under
Section 15 of the Clayton Act, 15 U.S.C. § 25, purportedly to prevent and restrain Defendants
from violating Section 7 of the Clayton Act 15 U.S.C. § 18. To the extent that this paragraph

contains legal conclusions, no response is necessary.

6. The first and second sentences of Paragraph 6 contain legal conclusions to
which no response is necessary. Defendants deny that H&R Block or TaxACT sell Digital DIY
Tax Preparation Products. The final sentence of Paragraph 6 contains legal conclusions to which

no response is necessary.

7. Defendants deny that either of H&R Block or TaxACT transacts business
in the District of Columbia. The remaining allegations in Paragraph 7 are legal conclusions to

which no response is necessary.
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8. The allegations in Paragraph 8 are legal conclusions to which no response

is necessary.

II1. THE DEFENDANTS AND THE TRANSACTION

9. Defendants admit the allegations in the first sentence of Paragraph 9.

Defendants deny the remaining allegations in Paragraph 9.

10. Defendants admit the allegations contained in the first sentence of

Paragraph 10. Defendants deny the remaining allegations in Paragraph 10.

11. Defendants admit the allegations in the first and second sentence of
Paragraph 11. Defendants deny that the approximately one-third interest in 2SS Holdings, Inc.

not held by TA 1.X. L.P. is held wholly by TaxACT executives and employees.

12. Defendants admit the allegations in Paragraph 12.

IV. THE RELEVANT MARKET
A. Description of the Product

13. Defendants are without knowledge and information sufficient to form a

belief as to the truth of allegations in Paragraph 13 and therefore deny them.

14. Defendants admit the allegations contained in the first sentence of

Paragraph 14. Defendants deny the allegations contained in the second sentence of Paragraph 14.

15. Defendants admit the allegations contained in the first sentence of
Paragraph 15, except to the extent that they purport to describe how all digital DIY tax

preparation products offered by companies other than Defendants work. Defendants deny the
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allegations contained in the second, third, fourth, fifth, and sixth sentences. Defendants admit

the allegations contained in the seventh sentence.

16. Defendants admit the allegations contained in first, second, sixth, and
seventh sentences of Paragraph 16, except to the extent that they purport to describe how all
digital DIY tax preparation products offered by companies other than Defendants work.
Defendants admit the allegations in the third sentence, except to the extent that Plaintiff alleges
that users of the “software” channel (as defined by Plaintiff) are limited to CD-ROM or DVD,
which Defendants deny. Defendants admit that consumers may be sent electronic media
containing digital DIY tax preparation products directly from a company, through a distributor,
or through a retailer. To the extent that Plaintiff alleges that users of the “software” channel are
limited to purchasing products directly or from “retail stores,” Defendants also deny this

allegation.

17. Defendants deny that “all Digital Tax Preparation Products function in the
same way,” as alleged in Paragraph 17. Defendants are without knowledge and information
sufficient to form a belief as to the truth of the remaining allegations in Paragraph 17 and

therefore deny them.

18. Defendants admit the allegations contained in the first sentence of
Paragraph 18. Defendants deny the remaining allegations relating to Tax ACT and H&R Block.
Defendants are without knowledge and information sufficient to form a belief as to the truth of

allegations regarding Intuit and therefore deny them.

19. Defendants admit the allegations in Paragraph 19, except Plaintiff’s

characterization of tax engines as “complicated,” which Plaintiff has not defined; Defendants are
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without sufficient information to form a belief as to the truth of the allegation and therefore deny

it.

20. Defendants are without knowledge and information sufficient to form a

belief as to the truth of the allegations contained in Paragraph 20 and therefore deny them.

21. Defendants admit the allegations in Paragraph 21.

22. Defendants admit that 2SS’ published prices are generally lower than

H&R Block Digital’s and Intuit’s published prices. Defendants deny the remaining allegations

in Paragraph 22.
B. Relevant Product Market
23. Defendants deny the allegations contained in Paragraph 23, except to the

extent that these allegations contain legal conclusions to which no response is necessary.

24, Defendants deny the allegations contained in Paragraph 24, except to the

extent that these allegations contain legal conclusions to which no response is necessary.

25. Defendants deny the allegations contained in Paragraph 25, except to the

extent that these allegations contain legal conclusions to which no response is necessary.

26. Defendants deny the allegations contained in Paragraph 26, except to the

extent that these allegations contain legal conclusions to which no response is necessary.

C. Relevant Geographic Market

217. Defendants deny the allegations in the first sentence of Paragraph 27. The

final sentence contained in Paragraph 27 is a legal conclusion to which no response is necessary.
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Defendants are without knowledge and information sufficient to form a belief as to the truth of

the remaining allegations in Paragraph 27 and therefore deny them.

V. TAXACT’s ALLEGED HISTORY OF “DISRUPTING” THE MARKET

28. Defendants admit that documents produced by H&R Block contain the
word “disrupted” as well as the language quoted at the end of Paragraph 28. The documents
speak for themselves. To the extent Plaintiff alleges the quoted statements are admissions by
Defendants, these allegations are denied. Defendants deny the remaining allegations contained

in Paragraph 28.

29. Defendants are without knowledge and information sufficient to form a
belief as to the truth of allegations contained in the first and second sentences of Paragraph 29 to
the extent that these allegations pertain to companies other than Defendants, and therefore
Defendants deny the allegations to the extent that they pertain to such companies. Defendants
also deny the allegations contained in the first and second sentences of Paragraph 29 as they
relate to Defendants. Defendants admit the allegations contained in the third sentence of

Paragraph 29.

30. Defendants admit that the documents cited in Paragraph 30 contain the
language quoted therein. The documents speak for themselves. To the extent Plaintiff alleges
the quoted statements are admissions by Defendants, these allegations are denied. Defendants

deny the remaining allegations in Paragraph 30.

31. Defendants admit that documents produced by H&R Block to Plaintiff

cited in Paragraph 31 contain the language quoted therein. The documents speak for themselves.
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To the extent Plaintiff alleges the quoted statements are admissions by Defendants, they are

denied. Defendants deny the remaining allegations in Paragraph 31.

32. Defendants deny the allegations in the first sentence contained in
Paragraph 32, except to the extent that these allegations are legal conclusions to which no
response is necessary. Defendants are without knowledge and information sufficient to form a
belief as to the truth of the allegations in Paragraph 32 regarding Intuit and therefore deny them.

Defendants deny the remaining allegations in Paragraph 32.

33. Defendants admit that documents produced by H&R Block contain the
language quoted in Paragraph 33. Defendants deny that an H&R Block executive in January 22,
2009 made the statements quoted by Plaintiff in the third sentence of Paragraph 33. The
documents speak for themselves. To the extent Plaintiff alleges the quoted statements are
admissions by Defendants, these allegations are denied. Defendants deny the remaining

allegations in Paragraph 33.

34 Defendants admit that a document produced by H&R Block contains the
phrase quoted in the final sentence of Paragraph 34. The document speaks for itself. To the
extent Plaintiff alleges the quoted statement is an admission by Defendants, this allegation is

denied. Defendants deny the remaining allegations in Paragraph 34.

35. Defendants admit that a document produced by H&R Block contains the
quoted language in Paragraph 35. The document speaks for itself. To the extent Plaintiff alleges
the quoted statements are admissions by Defendants, they are denied. Defendants deny the

remaining allegations in Paragraph 35.
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36. Defendants deny that Lance Dunn authored any documents “based on”
facts alleged in the Complaint and denied by Defendants, as alleged in Paragraph 36.
Defendants further deny that Lance Dunn based the press release cited in Paragraph 36 on facts
post-dating the press release and/or on facts otherwise unknowable to Lance Dunn as alleged by

Paragraph 36. Defendants deny the remaining allegations contained in Paragraph 36.

V1. MARKET CONCENTRATION

37. Defendants deny the allegations contained in Paragraph 37.

38. Defendants admit that the Herfindahl-Hirschman Index (“HHI”) is cited as
a measure of market concentration in the Horizontal Merger Guidelines issued by the
Department of Justice. The remaining allegations contained in Paragraph 38 are legal

conclusions to which no response is necessary.

39. Defendants deny the allegations in the first and second sentences of
Paragraph 39. Defendants are without knowledge and information sufficient to form a belief as
to the truth of the allegations concerning TurboTax in Paragraph 39 and therefore deny them.
Defendants deny that the market alleged in the Complaint is a relevant market. Defendants are
without knowledge and information sufficient to form a belief as to the truth of the allegations
concerning market share or HHI in the market alleged by the Complaint and therefore deny them.
Defendants admit that 399 plus 4,276 is 4,675. Defendants admit that the Horizontal Merger
Guidelines state that a market with an HHI of 4,675 is highly concentrated. Defendants deny
that any properly defined market would become substantially more concentrated as a result of the

acquisition. Defendants deny the remaining allegations contained in Paragraph 39.
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VII. ALLEGED ANTICOMPETITIVE EFFECTS

A. Alleged Head-to-Head Competition Between H&R Block and TaxACT

40. Defendants deny the allegations in Paragraph 40.

41. Defendants admit the allegations contained in the first and second
sentences of Paragraph 41, except insofar as these sentences suggest that (1) all digital tax
preparation companies compete with one another, and (2) competition between private
companies is the only or primary pricing constraint for Digital DIY tax preparation companies.

Defendants deny the remaining allegations contained in Paragraph 41.

42. Defendants admit the allegations contained in the first sentence of
Paragraph 42, except insofar as this sentence suggests that all digital tax preparation companies

compete with one another. Defendants deny the remaining allegations contained in Paragraph 42.

43. Defendants deny the allegations contained in Paragraph 43. Defendants
admit that documents produced by H&R Block contain the language quoted in Paragraph 43.
The documents speak for themselves. To the extent Plaintiff alleges the quoted statements are

admissions by Defendants, these allegations are denied.

44. Defendants deny the allegations contained in Paragraph 44. Defendants
admit that documents produced by H&R Block contain the language quoted in Paragraph 44.
Defendants deny that the documents were “internal” as they were not authored by H&R Block or
H&R Block Digital employees. Moreover, the documents speak for themselves. To the extent

Plaintiff alleges the quoted statements are admissions by Defendants, these allegations are denied.
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45. Defendants deny the allegations contained in Paragraph 45.

B. Alleged Increase in the Likelihood of Anticompetitive Coordination

46. Defendants deny the allegations contained in Paragraph 46.
47. Defendants deny the allegations contained in Paragraph 47.
48. Defendants deny the allegations contained in Paragraph 48. Defendants

admit that documents produced by H&R Block contain the language quoted in Paragraph 48.
Defendants deny that the language quoted in Paragraph 48 was authored by an H&R Block
executive or by any person with authority or input on the transaction or decisions regarding post-
transaction planning. The documents speak for themselves. To the extent Plaintiff alleges the

quoted statements are admissions by Defendants, these allegations are denied.

49. Defendants deny the allegations contained in Paragraph 49.

C. Alleged Lack of Countervailing Factors
50. Defendants are without knowledge and information sufficient to admit or
deny allegations concerning other companies in Paragraph 50. Defendants deny the remaining

allegations contained in Paragraph 50.

51. Defendants deny the allegations contained in Paragraph 51.

52. Defendants admit that H&R Block asserts that the acquisition will produce

efficiencies. Defendants deny the remaining allegations contained in Paragraph 52.

VII. VIOLATION ALLEGED
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53. Defendants incorporate their admissions and denials from Paragraphs 1

through 52 as set forth above in response to Plaintiff’s incorporation of said paragraphs in

Paragraph 53.
54. Defendants deny the allegations contained in Paragraph 54.
55. Defendants admit that the United States requests in Paragraph 55 that the

proposed acquisition be adjudged to violate Section 7 of the Clayton Act, 15 U.S.C. § 18.
Defendants further admit that the United States requests that Defendants be permanently
enjoined and restrained from carrying out the Agreement and Plan of Merger dated October 13,
2010, or from entering into or carrying out any agreement, understanding, or plan by which H&R
Block would acquire TaxACT, its stock, or its assets. Defendants also admit that the United
States requests that it be awarded costs of this action and that the United States requests that it be
awarded such other relief as the Court may deem just and proper. Defendants deny that the

United States is entitled to any of the relief it is seeking.

IX. AFFIRMATIVE DEFENSES
The inclusion of any ground within this section does not constitute an admission
that Defendants bear the burden of proof on each or any of the matters, nor does it excuse
Plaintiff from establishing each element of its purported claim for relief.

56. The Complaint fails to state a claim on which relief can be granted.

57. The contemplated relief would not be in the public interest because it

would, among other things, harm consumers.
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58. Efficiencies and other pro-competitive benefits resulting from the

acquisition outweigh any and all proffered anticompetitive effects.

59. Defendants reserve the right to assert any other defenses as they become

known to Defendants.

WHEREFORE, Defendants respectfully request that the Court (i) deny Plaintiff’s
contemplated relief, (i) dismiss the Complaint in its entirety with prejudice, (iii) award
Defendants their costs of suit, including attorneys’ fees, and (iv) award such other and further

relief as the Court may deem proper.

Dated: July 7, 2011 Respectfully submitted,

J. Robert Robertson (DC Bar #501873)
(DDC Bar #1L0001)

Corey W. Roush (DC Bar #466337)
Hogan Lovells US LLP

Columbia Square

555 Thirteenth Street, NW
Washington, DC 20004

Tel: 202 637 5600

Fax: 202 637 5910

Attorneys for Defendants H&R BLOCK, INC., 2SS
Holdings, Inc. and TA IX L.P.
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Unit 9 H&R BLOCK/TAXACT

Minute Order, United States v. H&R Block, Inc.,
No. 11-00948 (BAH) (D.D.C. Aug. 4, 2011)

MINUTE ORDER (paperless) granting in part and denying in part Joint Motion
for Order Regarding Proposed Hearing Length and Findings of Fact. For the hearing
set to commence on September 6, 2011, the plaintiff and the defendants will each be
limited to twenty-five (25) total hours of testimony for their respective cases-in-chief,
which will not include their opening and closing statements, but will include direct
testimony, cross-examination, and argument before the Court during the hearing.
Additionally, the plaintiff will be entitled to no more than six (6) hours of total
combined time for its rebuttal witnesses; defendants will have no more than three (3)
hours of total combined time to cross-examine plaintiffs rebuttal witnesses. Each side
shall have no more than one (1) hour for their respective opening statements and
one (1) hour for their respective closing statements. The Court will not waive the
requirements of Paragraph 11(a)(ix) of the Court's Standing Order, which requires
the parties to submit, as part of the Joint Pre-Hearing Statement, a statement of facts
that the parties have stipulated to, or have agreed are undisputed, or that the parties
propose for stipulation. Such a statement will help the Court identify the areas of
factual dispute and agreement in advance of the hearing. Finally, unless the parties
are otherwise notified, the Court will convene the hearing from 9:30 AM to 12:30
PM and 1:45 PM to 5:00 PM, Monday through Friday, except that on September 13
and September 14, 2011, court will not be held due to the necessary attendance of the
Judge at a meeting of the United States Sentencing Commission. Signed by Judge
Beryl A. Howell on 8/4/2011. (Ichah2) (Entered: 08/04/2011)
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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

UNITED STATES OF AMERICA,
Plaintiff,
V. Civil Action No. 11-00948 (BAH)
H&R BLOCK, INC,, et al.,

Defendants.

ORDER

This matter comes before the Court on the plaintiff’s motion for a permanent injunction
against the acquisition of 2SS Holdings, Inc. (“TaxACT”) by H&R Block, Inc. (“HRB”). Upon
consideration of all the evidence before the Court, including documents and factual and expert
testimony presented at an evidentiary hearing, the applicable law, and the parties’ legal
memoranda and arguments, the Court finds that the proposed acquisition of TaxACT by HRB
violates Section 7 of the Clayton Act, 15 U.S.C. § 18, for the reasons explained in the
accompanying Memorandum Opinion.* Accordingly, it is hereby

ORDERED that, for the reasons explained in the accompanying Memorandum Opinion,
the plaintiff’s motion for a permanent injunction is GRANTED; and it is further

ORDERED that HRB and any parent, affiliate, subsidiary, or division thereof are
enjoined and restrained, pursuant to Section 15 of the Clayton Act, 15 U.S.C. 8§ 25, from
acquiring any stock, assets, or other interest, directly or indirectly, in defendant TaxACT; and it

is further

! The accompanying Memorandum Opinion has been filed under seal to enable the parties to review it and to redact
any confidential business information. Once the parties have had an opportunity to redact any confidential
information, the Memorandum Opinion will be filed on the public docket.
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ORDERED that the defendants take any and all necessary steps to prevent any of their
domestic or foreign agents, divisions, subsidiaries, affiliates, partnerships, and joint ventures
from completing such acquisition, and from taking any steps or actions in furtherance thereof;
and it is further

ORDERED that the defendants return all confidential information received directly or
indirectly from one another and destroy all notes relating to such information; and it is further

ORDERED that the parties to this case shall review the Memorandum Opinion that
accompanies this Order and shall redact any confidential business information that should not be
disclosed publicly. The parties shall jointly contact Chambers on or before November 4, 2011

with any recommended redactions.

DATED: October 31, 2011 Isl Loyt A stV
BERYL A. HOWELL
United States District Judge
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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

UNITED STATES OF AMERICA,
Plaintiff,
V. Civil Action No. 11-00948 (BAH)

H&R BLOCK, INC., et al.,

Defendants.

MEMORANDUM OPINION*

Last year, approximately 140 million Americans filed tax returns with the Internal
Revenue Service (“IRS”). Paying taxes is a fundamental civic duty in our democracy. Taxes
pay for the government to carry out its constitutionally mandated functions and enable the
government to give force to the laws and policies adopted by the people of the United States
through their elected representatives. Despite the necessity of taxes to fund our government and
to sustain services that many citizens depend upon, the task of preparing a tax return brings joy
to the hearts of few. Many find it to be a complex and tedious exercise. Fortunately, various
businesses offer different products and services designed to assist taxpayers with preparing their
returns. These tax preparation businesses principally include accountants, retail tax stores, and
digital tax software providers — all of which provide important services to the American
taxpayer. In this case, the United States, through the Antitrust Division of the Department of

Justice, seeks to enjoin a proposed merger between two companies that offer tax software

! The Court provided this Memorandum Opinion to the parties in final form on October 31, 2011, but public release
was delayed to ensure that no confidential business information that had been submitted under seal was released.
Based on input from the parties, confidential business information has been redacted from the opinion, with such
redactions reflected by the insertion of the text “{redacted}.” In some instances, redacted confidential business
information has been replaced by more general language that reflects the same underlying concepts without
revealing the confidential business information. Such substitutions are indicated by braces surrounding the
substituted text.
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products — H&R Block and TaxACT — on the grounds that the merger violates the antitrust laws
and will lead to an anticompetitive duopoly in which the only substantial providers of digital tax
software in the marketplace would be H&R Block and Intuit, the maker of the popular
“TurboTax” software program. After carefully considering all of the evidence, including
documents and factual and expert testimony, the applicable law, and the arguments before the

Court, the Court will enjoin the proposed merger for the reasons explained in detail below.

* * %
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I BACKGROUND

A. Overview

The United States, through the Antitrust Division of the Department of Justice (the
“DQJ,” the “government,” or the “plaintiff”), filed this action on May 23, 2011. The DOJ seeks
to enjoin Defendant H&R Block, Inc. from acquiring Defendant 2SS Holdings, Inc.
(“TaxACT?”), which sells digital do-it-yourself tax preparation products marketed under the
brand name TaxACT. Compl. 1 10. H&R Block (“HRB”) is a Missouri corporation
headquartered in Kansas City, Missouri. Id. 9. 2SS Holdings, or TaxACT, is a Delaware
corporation headquartered in Cedar Rapids, lowa. Id.  10. Defendant TA IX, L.P. (“TA”), a
Delaware limited partnership headquartered in Boston, Massachusetts, owns a two-thirds interest
in TaxACT. Id. {11.

As noted above, approximately 140 million Americans filed tax returns with the IRS in
2010. 1d. 1 1. Broadly speaking, there are three methods for preparing a tax return. The “pen
and paper” or “manual” method includes preparation by hand and with free, electronically
fillable forms available on the IRS website. A second method, known as “assisted” preparation,
involves hiring a tax professional — typically either a certified public accountant (“CPA”) or a
specialist at a retail tax store. HRB operates the largest retail tax store chain in the United States.
Cobb, TT, 9/19/11 a.m., at 37. The companies Jackson-Hewitt and Liberty Tax Service also
operate well-known retail tax stores. Finally, many taxpayers now prepare their returns using
digital do-it-yourself tax preparation products (“DDIY™), such as the popular software product
“TurboTax.” DDIY preparation is becoming increasingly popular and an estimated 35 to 40

million taxpayers used DDIY in 2010. GX 19 at 3; see also GX 27.2

2 In this opinion, the Court will use the abbreviations “GX”, “GTX”, “DX”, and “DTX” to refer to the government’s
exhibits, the government’s trial exhibits, the defendants’ exhibits, and the defendants’ trial exhibits, respectively.

4
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The three most popular DDIY providers are HRB, TaxACT, and Intuit, the maker of
TurboTax. According to IRS data, these three firms accounted for approximately 90 percent of
the DDIY-prepared federal returns filed in tax season 2010.> GX 27. The next largest firm is
TaxHawk, also known as FreeTaxUSA, with 3.2 percent market share, followed by TaxSlayer,
with 2.7 percent. Id. The remainder of the market is divided among numerous smaller firms. 1d.
Intuit accounted for 62.2 percent of DDIY returns, HRB for 15.6 percent, and TaxACT for 12.8
percent. Id. DDIY products are offered to consumers through three channels: (1) online
through an internet browser; (2) personal computer software downloaded from a website; and (3)
personal computer software installed from a disk, which is either sent directly to the consumer or
purchased by the consumer from a third-party retailer. GX 629 at 11. In industry parlance,
DDIY products provided through an internet browser are called “online” products, while
software applications downloaded onto the user’s computer via the web or installed from a disk
are referred to as “software” products. See id.

The proposed acquisition challenged in this case would combine HRB and TaxACT, the
second and third most popular providers of DDIY products, respectively. According to the
government, this combination would result in an effective duopoly between HRB and Intuit in
the DDIY market, in which the next nearest competitor will have an approximately 3 percent
market share, and most other competitors will have less than a 1 percent share. GX 27. The
government also alleges that unilateral anticompetitive effects would result from the elimination

of head-to-head competition between the merging parties. Compl. { 45.

“TT” refers to trial testimony. “PFF” refers the plaintiff’s proposed findings of fact. “DFF” refers to the
defendants’ proposed findings of fact.

® The denomination of different years in the tax industry can be somewhat confusing. Tax returns are typically due
in the month of April following the relevant tax year. Thus, each “tax season” refers to the period when returns for
the prior “tax year” are generally completed. For example, “tax season 2010 refers to returns filed primarily in
early 2010, corresponding to income earned in “tax year 2009.”

5
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Thus, the DOJ alleges that because the proposed acquisition would reduce competition in
the DDIY industry by eliminating head-to-head competition between the merging parties and by
making anticompetitive coordination between the two major remaining market participants
substantially more likely, the proposed acquisition violates Section 7 of the Clayton Act, 15
U.S.C. §18. Id. 11 40-49. Accordingly, the government seeks a permanent injunction blocking
HRB from acquiring TaxACT. Id. §{ 53-55.

On July 6, 2011, the Court entered a scheduling order in this case that provided for an
expedited schedule of fact and expert discovery and briefing on the government’s anticipated
motion to enjoin the transaction. Joint Scheduling and Case Mgmt. Order, ECF No. 30. On
August 1, 2011, the DOJ filed a motion for preliminary injunction against the merger, which was
fully briefed by August 18, 2011. The parties subsequently agreed to forego the preliminary
injunction phase and proceed directly to a trial on the merits of this action. TT, 9/6/11 a.m., at 8-
9.

On September 2, 2011, the Court held a pre-trial conference. On September 6, the Court
began a nine-day bench trial that was held on September 6, 7, 8, 9, 12, 13, 15, 19, and 20. Eight
fact witnesses and three expert witnesses testified at the hearing. The parties presented
testimony from additional witnesses by affidavit and deposition. Each side submitted over 800
exhibits, totaling many thousands of pages. Following the conclusion of the evidentiary phase of
the trial, the Court gave the parties approximately two weeks to submit post-trial memoranda and
proposed findings of fact, which were filed on September 28, 2011. ECF Nos. 98-99. The Court
then heard closing arguments on October 3, 2011.

The government’s motion to enjoin HRB’s acquisition of TaxACT is presently before the

Court. For the reasons explained in this opinion, the Court grants the government’s motion.
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Before proceeding to a discussion of the relevant legal standards governing this case, the
Court will provide additional background regarding the parties, their proposed transaction, and
the tax preparation industry in general.

B. The Merging Parties

HRB is a Missouri corporation with its principal place of business in Kansas City,
Missouri. Compl. 1 9; Defs.” Answer, ECF No. 31, 19. HRB provides both assisted tax
preparation services and DDIY products through separate business units. Bennett, TT, 9/6/11
a.m., at 106. HRB offers its DDIY products for consumers under the brand name “H&R Block
At Home” (formerly known as “TaxCut”). GX 629 at 9.

In 2011, HRB’s DDIY products generated {significant} revenue. GX 296-2. For the
same period, HRB sold approximately 6.69 million DDIY units to consumers. GX 296-2.
Separately, in 2011, HRB’s assisted tax preparation business generated approximately $2.7
billion in revenue (based on 14,756,000 U.S. tax returns at an average fee of $182.96, as reported
in HRB’s 2011 Annual Report). GX 532 (Cobb Dep.) at 32; GX 565 at 19.

2SS Holdings, Inc. (“2SS”) is a Delaware corporation with its principal place of business
in Cedar Rapids, lowa. Compl. 1 10; Defs.” Answer § 10. 2SS owns 2nd Story Software, Inc.,
which offers DDIY products under the brand name “TaxACT.” GX 629 at 8-9.

In the fiscal year ending April 30, 2011, TaxACT products generated approximately {half
as much revenue as H&R Block}. GX 151 at 6. In the same year, consumers used TaxACT to
electronically file approximately 5 million federal tax returns. GX 151 at 3-4.

TAIX, L.P. (“TA”)is a private equity firm organized under the laws of Delaware with
its headquarters in Boston, Massachusetts. Compl. § 11; Defs.” Answer § 11. In December of

2004, TA purchased a majority interest in 2SS for $85 million, and as a result TA has majority
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control of 2SS Holdings and 2nd Story Software. GX 55 (Greif Dep.) at 72-73; GX 28-3.

C. The History Of TaxACT And The Proposed Transaction

TaxACT was founded in 1998 by Lance Dunn and three others, with Mr. Dunn serving as
president. Dunn, TT, 9/7/11 p.m., at 49-52. Before founding TaxACT, Mr. Dunn and the other
co-founders of the company had worked at Parsons Technology, a software company that had
created a DDIY tax preparation product called “Personal Tax Edge.” Id. at 49-52. In 1994,
Intuit acquired Parsons Technology and continued to operate Personal Tax Edge as a separate
product for approximately two years before merging it into its TurboTax product line. Id. at 51.
Mr. Dunn testified that the business objective of founding TaxACT was “to make money selling
value tax software which . . . was a category that did not exist at that time” because Intuit’s
acquisition of Parsons Technology had eliminated Personal Tax Edge, which had previously
occupied a value tax software niche. Id. at 52. Thus, TaxACT “recreated” the category or
“niche that the Personal Tax Edge product line filled when it existed.” Id.

Over the years, TaxACT has emphasized high-quality free product offerings as part of its
business strategy. Id. at 53. TaxACT initially offered a DDIY tax preparation product that made
it free to prepare and print a federal tax return, but TaxACT charged a fee for electronic filing
(“e-filing™) or preparation of a state tax return. Id. at 54. Thus, from the beginning, TaxACT’s
business strategy relied on promoting “free” or “freemium” products, in which a basic part of the
service is offered for free and add-ons and extra features are sold for a price.* As Mr. Dunn put
it, “Free is an integral part of the value model. And the beauty of it is it has universal appeal.

Everybody likes something for free.” Id.

* The business model of offering free products and then soliciting customers to purchase additional, related features
or services is sometimes referred to as “freemium.” See GX 130 (“H&R Block Strategic Planning Working Session,
April 16 &17, 2010™) at 103 (““Freemium’ is a known market dynamic that has arisen in multiple product categories
and will continue to grow.”).
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Currently, TaxACT’s free product offering allows customers to prepare, print, and e-file
a federal tax return completely for free. Id. at 54; GX 28-10 at 5-7. TaxACT’s “Deluxe” edition,
which costs $9.95, contains additional features, such as the ability to import data from a return
filed the prior year through TaxACT. GX 55-26; Dunn, TT, 9/7/11 p.m., at 91-92; GX 28-10 at
5-7; GX 28 (Dunn. Dep.) at 219. Customers who use TaxACT to prepare a state tax return in
addition to a federal return pay either $14.95 for the state return in combination with the free
federal product or $17.95 for the state return in combination with the “Deluxe” federal product.
GX 55-26; Dunn, TT, 9/8/11 a.m., at 49. TaxACT’s prices have generally remained unchanged
for the past decade. Dunn, TT, 9/7/11 p.m., at 91.

The parties first began discussing the potential acquisition of TaxACT by HRB in July
2009. Bowen, TT, 9/15/11 p.m., at 14. During the fall of 2009, teams from HRB and TaxACT
met to discuss the possibilities for the potential acquisition and HRB performed due diligence on
TaxACT. See DX 244 at 8-9; Bowen, TT, 9/15/11 p.m., at 19-23, 26; DX 9527 at 35.

Negotiations between the parties stalled in December 2009 and the proposed deal
collapsed. Bowen, TT, 9/15/11 p.m., at 33. The CEOs of the two companies continued to
discuss a potential acquisition through the spring of 2010, however. Id. at 34. Serious merger
talks resumed in July 2010. Id. at 38-39; DX1005.

In October 2010, the HRB Board of Directors approved a plan for HRB to acquire
TaxACT. DX 600 at 12-13; Bowen, TT, 9/15/11 p.m., at 59-60. On October 13, 2010, HRB
entered into a merger agreement with 2SS and TA. GX 120 at 1. Under this agreement, HRB
would acquire control of 2SS for $287.5 million. GX 120 at 6; GX 119 at 1. HRB’s stated post-
merger plan is to maintain both the HRB and TaxACT brands — with the HRB-brand focusing on

higher priced-products and the TaxACT brand focusing on the lower-priced products. See
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Bennett, TT, 9/6/11 a.m., at 101-102; DX 1005 at 1. HRB plans {redacted} ultimately to rely on
TaxACT’s current technological platform and intends to give Mr. Dunn responsibility for
running the combined firm’s entire DDIY business operation from Cedar Rapids, lowa. Dunn,
TT, 9/8/11 p.m. (sealed), at 14-16; see also Bennett, TT, 9/6/11 a.m., at 110.

D. Free Products And The Free File Alliance

The evolution of TaxACT’s free product offerings and the other free offerings in the
DDIY market is important for understanding the claims in this case. The players in the DDIY
market offer various “free” tax preparation products, but the features and functionality offered in
these free products vary significantly, as do the ways in which these free products are ultimately
combined with paid products to earn revenue. While the availability of some types of free
product offers has long been a feature of the DDIY market, a spike in free offerings occurred
during the last decade in parallel with the growth of e-filing.

As a matter of public policy, the IRS actively promotes e-filing because it has an interest
in efficient and accessible tax return preparation and filing. The Internal Revenue Service
Restructuring and Reform Act of 1998 set a goal of having eighty percent of individual taxpayers
e-filing their returns by 2007. IRS Stip., ECF No. 80, 1 2. The IRS is close to achieving that
goal and the IRS Oversight Board has recommended that the 80 percent benchmark be achieved
by 2012. Id. According to stipulated facts attested to by IRS employees, in 2001, the IRS
adopted an initiative “to decrease the tax preparation and filing burden of wage earners by
providing greater access to free online tax preparation and filing options for a significant number
of taxpayers.” 1d. § 4. The IRS also determined that it could save a substantial amount of public
money by encouraging filers to switch to e-filing, since e-filed returns are cheaper for the IRS to

process. Id. I 5.
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The IRS determined that the most effective and efficient way to accomplish its goal of
promoting access to free online tax preparation and filing options was to partner with a
consortium of companies in the electronic tax preparation and filing industry. Id. § 6; GX 297-
D7 at E-2. In 2002, this consortium of companies formed Free File Alliance, LLC (“FFA”) in
order to partner with the IRS on this initiative to promote free filing. IRS Stip. { 6; GX 297-D7
at E-2. HRB, TaxACT, and Intuit are all members of the FFA, as are approximately fifteen
smaller companies. See IRS Stip. 1 8; DX 328. On October 30, 2002, the IRS and the FFA
entered into a “Free On-Line Electronic Tax Filing Agreement” to provide free online tax return
preparation and filing to individual taxpayers. IRS Stip. 9. Pursuant to this agreement,
members of the FFA would offer free, online tax preparation and filing services to taxpayers, and
the IRS would provide taxpayers with links to those free services through a web page, hosted at
irs.gov and accessible through another government website. Id. 112. HRB, TaxACT, and Intuit
were among the original members to make free offers through the FFA. Id. { 8.

“In 2003, the first year in which free services were available to taxpayers through the
FFA, none of the FFA members offered free services to all taxpayers.” 1d. { 14. Rather, each
“member set eligibility criteria. Most members, including H&R Block, TaxACT, and Intuit, used
adjusted gross income (‘AGI’) as a way to define which taxpayers were eligible” for their offers
of free federal tax return preparation services. Id. “For example, H&R Block offered free
services to taxpayers with an AGI of $28,000 or less.” Id. Some members that offered free
federal return preparation services based on AGI also offered free services to taxpayers who met
other conditions, such as eligibility to file a Form 1040EZ. Id. “Several members did not define
eligibility based on AGI. Of the eleven FFA members that offered free services based on AGl,

only TaxACT’s AGl-based offering was available to individuals with AGI over $33,000.” Id.
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Specifically, TaxACT made its free federal services available exclusively to taxpayers who had
AGI over $100,000 or were eligible to file a Form 1040EZ. Id.

In 2004, the second year in which free services for federal returns were available to
taxpayers through the FFA, TaxACT introduced a new offer through the FFA that offered free
preparation and e-filing of federal returns for all taxpayers regardless of AGI or other limitations
(“free for all”). Seeid. 1 15; Dunn, TT, 9/7/11 p.m., at 65, 78. After TaxACT introduced a free-
for-all offer through the FFA, other companies followed by introducing federal free-for-all offers
of their own. Dunn, TT, 9/7/11 p.m., at 78 (“After we offered free for everyone in 2003, in
2004, a lot of companies offered free for everyone on the FFA.”).

According to Mr. Dunn’s testimony, after TaxACT made its FFA offer of a free federal
product for all taxpayers, without any AGI or other limitations, other companies made efforts to
restrict the wide availability of free offers on the FFA. Id. at 79. Specifically, according to Mr.
Dunn, Intuit proposed that companies in the FFA collude by agreeing to restrict free offers. Id.
Mr. Dunn and TaxACT opposed Intuit’s proposal and believed that it was “probably not legal for
that group to restrain trade.” 1d.

Subsequently, HRB, Intuit and others successfully lobbied the IRS to implement
restrictions on the number of taxpayers that could be covered by a free offer through the FFA
website. GX 28 (Dunn Dep.) at 114-15; GX 28-4; GX 35 at HRB-D0J-00912870; GX 569
(DuMars Dep.) at 108, 112-113; Ernst, TT, 9/7/11 a.m., 26-27; GX 41 at 4; GX 25 (TaxHawk
Decl.) 1 16. HRB desired these restrictions because, among other things, it was concerned about
how free-for-all offers would affect the pricing structure for the industry and believed that such
offers might undermine the company’s ability to generate money through the paid side of its

DDIY business. Ernst, TT, 9/7/11 a.m., at 26-27; GX 531 (Ciaramitaro Dep.) at 60-62; see also
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GX 41 at 4; GX 25 (TaxHawk Decl.)  16.

The IRS amended the FFA rules in October 2005 to prevent FFA members from making
free-for-all offers. Dunn, TT, 9/7/11 p.m., at 78-79; Ernst, TT, 9/7/11 a.m., at 29; GX 42; GX 25
(TaxHawk Decl.) 1 16; GX 29 (Intuit Decl.) 1 9. Therefore, TaxACT could no longer make its
free-for-all offer through the FFA.

In tax year 2005, in response to restrictions that the IRS imposed on the scope of offers
that could be made through the FFA, TaxACT became the first DDIY company to offer all tax
payers a free DDIY product for preparation of federal returns directly on its website. Dunn, TT,
9/7/11 p.m., at 79-80; GX 28 (Dunn Dep.) at 122-23. Today, free offers in various forms are an
entrenched part of the DDIY market. Dunn, TT, 9/8/11 a.m., 85; Defs.” Opening Stmt., TT,
9/6/11 a.m., at 86-87.

1. STANDARD OF REVIEW

“Section 7 of the Clayton Act, 15 U.S.C. § 18, prohibits a corporation from acquiring ‘the
whole or any part of the assets of another [corporation] engaged also in commerce or in any
activity affecting commerce, where in any line of commerce or in any activity affecting
commerce in any section of the country, the effect of such acquisition may be substantially to
lessen competition, or to tend to create a monopoly.” United States v. Sungard Data Sys., Inc.,
172 F. Supp. 2d 172, 180 (D.D.C. 2001) (quoting 15 U.S.C. 8 18). “The United States is
authorized by Section 15 of the Clayton Act to seek an injunction to block a pending
acquisition.” 1d. (citing 15 U.S.C. § 25). “The United States has the ultimate burden of proving
a Section 7 violation by a preponderance of the evidence.” Id.

“To establish a Section 7 violation, plaintiff must show that a pending acquisition is

reasonably likely to cause anticompetitive effects.” Id. (citing United States v. Penn-Olin Chem.
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Co., 378 U.S. 158, 171 (1964)); see also United States v. Oracle Corp., 331 F. Supp. 2d 1098,
1109 (N.D. Cal. 2004). “Congress used the words ‘may be substantially to lessen competition’
(emphasis supplied), to indicate that its concern was with probabilities, not certainties.”” FTC v.
H.J. Heinz Co., 246 F.3d 708, 713 (D.C. Cir. 2001) (quoting Brown Shoe Co. v. United States,
370 U.S. 294, 323 (1962)). “Section 7 does not require proof that a merger or other acquisition
has caused higher prices in the affected market. All that is necessary is that the merger create an
appreciable danger of such consequences in the future.” Hosp. Corp. of Am. v. FTC, 807 F.2d
1381, 1389 (7th Cir. 1986).

“As this Circuit explained in Heinz, 246 F.3d at 715, the decision in United States v.
Baker Hughes Inc., 908 F.2d 981 (D.C. Cir. 1990), sets forth the analytical approach for
establishing a Section 7 violation.” Sungard, 172 F. Supp. 2d at 180.° “The basic outline of a
section 7 horizontal acquisition case is familiar. By showing that a transaction will lead to undue
concentration in the market for a particular product in a particular geographic area, the
government establishes a presumption that the transaction will substantially lessen competition.”
Baker Hughes, 908 F.2d at 982. To establish this presumption, the government must “show that
the merger would produce ‘a firm controlling an undue percentage share of the relevant market,

and [would] result [ ] in a significant increase in the concentration of firms in that market.

Heinz, 246 F.3d at 715 (quoting United States v. Philadelphia Nat’l Bank, 374 U.S. 321, 363

®> Two current Supreme Court justices, in their prior capacities as judges on the Court of Appeals, participated in the
D.C. Circuit’s ruling in Baker Hughes. Then-Judge Clarence Thomas wrote the opinion and then-Judge Ruth Bader
Ginsburg joined in it.

® In their closing argument, the defendants chided the government for citing Clayton Act Section 7 cases brought by
the Federal Trade Commission for the relevant standard to apply in this case rather than citing to United States v.
Baker Hughes Inc., 908 F.2d 981, 982-83 (D.C. Cir. 1990), a case brought by the DOJ. Since this Circuit’s FTC
precedents themselves rely heavily on the analytical approach set forth in Baker Hughes, the defendants’ distinction
on this point is ultimately of little import. See FTC v. H.J. Heinz Co., 246 F.3d 708, 715 (D.C. Cir. 2001) (“In
United States v. Baker Hughes Inc., 908 F.2d 981, 982-83 (D.C.Cir.1990), we explained the analytical approach by
which the government establishes a section 7 violation.”). While a lesser showing is required to obtain preliminary
relief in an FTC preliminary injunction case, as opposed to a full merits trial like this case, the Court must apply the
Baker Hughes analytical framework in either type of Section 7 case.
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(1963)) (alterations in original). Once the government has established this presumption, the
burden shifts to the defendants to rebut the presumption by “show[ing] that the market-share
statistics give an inaccurate account of the merger’s probable effects on competition in the
relevant market.” Heinz, 246 F.3d at 715 (internal quotation omitted). ““If the defendant
successfully rebuts the presumption [of illegality], the burden of producing additional evidence
of anticompetitive effect shifts to the government, and merges with the ultimate burden of
persuasion, which remains with the government at all times.”” Id. (quoting Baker Hughes, 908
F.2d at 983). Ultimately, “[t]he Supreme Court has adopted a totality-of-the-circumstances
approach to the statute, weighing a variety of factors to determine the effects of particular
transactions on competition.” Baker Hughes, 908 F.2d at 984.
I11.  DISCUSSION

A. The Relevant Product Market

“Merger analysis begins with defining the relevant product market.” FTC v. Swedish
Match, 131 F. Supp. 2d 151, 156 (D.D.C. 2000) (citing Brown Shoe, 370 U.S. 294, 324 (1962)).
“Defining the relevant market is critical in an antitrust case because the legality of the proposed
merger[] in question almost always depends upon the market power of the parties involved.” Id.
(quoting FTC v. Cardinal Health, Inc., 12 F. Supp. 2d 34, 45 (D.D.C. 1998)). Indeed, the
relevant market definition is often “the key to the ultimate resolution of this type of case because

of the relative implications of market power.”’ Id.

A relevant market has two components: (1) the relevant product market and (2) the relevant geographic market. . .
. The ‘relevant geographic market’ identifies the geographic area in which the defendants compete in marketing their
products or services.” FTC v. CCC Holdings, Inc., 605 F. Supp. 2d 26, 37 (D.D.C. 2009). The parties have
stipulated that the relevant geographic market in this case is worldwide. Joint Pre-Hearing Statement { 1X, C, 12.
DDIY products are provided online and can be used by any individual worldwide — either within the United States
or abroad — who needs to prepare and file a U.S. tax return. The products at issue in this case are not used for
preparation of foreign tax returns. See Pl.’s Mot. For Prelim. Inj. at 29-30. The Court accepts the parties’
stipulation as to the relevant geographic market.
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The government argues that the relevant market in this case consists of all DDIY
products, but does not include assisted tax preparation or pen-and-paper. Under this view of the
market, the acquisition in this case would result in a DDIY market that is dominated by two large
players — H&R Block and Intuit — that together control approximately 90 percent of the market
share, with the remaining 10 percent of the market divided amongst a plethora of smaller
companies. In contrast, the defendants argue for a broader market that includes all tax
preparation methods (“all methods”), comprised of DDIY, assisted, and pen-and-paper. Under
this view of the market, the market concentration effects of this acquisition would be much
smaller and would not lead to a situation in which two firms control 90 percent of the market.
This broader view of the market rests primarily on the premise that providers of all methods of
tax preparation compete with each other for the patronage of the same pool of customers — U.S.
taxpayers. After carefully considering the evidence and arguments presented by all parties, the
Court has concluded that the relevant market in this case is, as the DOJ contends, the market for
digital do-it-yourself tax preparation products.

A “relevant product market” is a term of art in antitrust analysis. The Supreme Court has
set forth the general rule for defining a relevant product market: “The outer boundaries of a
product market are determined by the reasonable interchangeability of use [by consumers] or the
cross-elasticity of demand between the product itself and substitutes for it.” Brown Shoe, 370
U.S. at 325; see also United States v. E.l. du Pont de Nemours & Co., 351 U.S. 377, 395 (1956).
In other words, courts look at “whether two products can be used for the same purpose, and, if
so, whether and to what extent purchasers are willing to substitute one for the other.” FTC v.

Staples, Inc., 970 F. Supp. 1066, 1074 (D.D.C. 1997) (citation omitted); see also Bon-Ton Stores,
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Inc. v. May Dep’t Stores Co., 881 F. Supp. 860, 868 (W.D.N.Y. 1994) (citing Hayden Pub. Co.
v. Cox Broad. Corp., 730 F.2d 64, 71 (2d Cir. 1984)).

A broad, overall market may contain smaller markets which themselves “constitute
product markets for antitrust purposes.” Brown Shoe, 370 U.S. at 325. “[T]he mere fact that a
firm may be termed a competitor in the overall marketplace does not necessarily require that it be
included in the relevant product market for antitrust purposes.” Staples, 970 F. Supp. at 1075.
Traditionally, courts have held that the boundaries of a relevant product market within a broader
market “may be determined by examining such practical indicia as industry or public recognition
of the [relevant market] as a separate economic entity, the product’s peculiar characteristics and
uses, unique production facilities, distinct customers, distinct prices, sensitivity to price changes,
and specialized vendors.” FTC v. Whole Foods Market, Inc. 548 F.3d 1028, 1037-38 (D.C. Cir.
2008) (Brown, J.) (quoting Brown Shoe, 370 U.S. at 325).° See also FTC v. CCC Holdings, Inc.,
605 F. Supp. 2d 26, 38 (D.D.C. 2009). These “practical indicia” of market boundaries may be
viewed as evidentiary proxies for proof of substitutability and cross-elasticities of supply and
demand. Rothery Storage & Van Co. v. Atlas Van Lines, Inc., 792 F.2d 210, 218 (D.C. Cir.

1986).

& Courts have sometimes referred to such markets-within-markets as “submarkets.” See Brown Shoe, 370 U.S. at
325; Whole Foods, 548 F.3d at 1037-38 (Brown, J.). Other courts and commentators have criticized this
“submarket” terminology as unduly confusing, however. See 5C PHILLIP E. AREEDA & HERBERT HOVENKAMP,
ANTITRUST LAW 1 533, at 251 (3d ed. 2007) (“Courts sometimes describe the closest substitutes as a ‘submarket’
within a larger ‘market’ of less-close substitutes. Although degrees of constraint do in fact vary, the ‘market’ for
antitrust purposes is the one relevant to the particular legal issue at hand.”) (internal citations omitted); Geneva
Pharms. Tech. Corp. v. Barr Labs, Inc., 386 F.3d 485, 496 (2d Cir. 2004) (“The term ‘submarket’ is somewhat of a
misnomer, since the ‘submarket’ analysis simply clarifies whether two products are in fact ‘reasonable’ substitutes
and are therefore part of the same market.”).

° The D.C. Circuit’s decision in Whole Foods lacked a majority opinion. See Whole Foods, 548 F.3d at 1061 n.8
(Kavanaugh, J., dissenting). Judges Brown and Tatel filed separate opinions concurring in the judgment to reverse
the District Court and Judge Kavanaugh, in dissent, would have affirmed. See id. at 1032 (Brown, J.); id. at 1041
(Tatel, J.); id. at 1051 n.1 (Kavanaugh, J., dissenting). Thus, in referring to the opinions in Whole Foods, the Court
will indicate the name of the Judge whose opinion is cited.
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An analytical method often used by courts to define a relevant market is to ask
hypothetically whether it would be profitable to have a monopoly over a given set of
substitutable products. If so, those products may constitute a relevant market. See 5C PHILLIP E.
AREEDA & HERBERT HOVENKAMP, ANTITRUST LAw (hereinafter, “Areeda & Hovenkamp”), 1
530a, at 226 (3d ed. 2007) (“[A] market can be seen as the array of producers of substitute
products that could control price if united in a hypothetical cartel or as a hypothetical
monopoly.”). This approach — sometimes called the “hypothetical monopolist test” — is endorsed
by the Horizontal Merger Guidelines issued by the DOJ and Federal Trade Commission. See
Fed. Trade Comm’n & U.S. Dep’t of Justice Horizontal Merger Guidelines (2010) (hereinafter,
“Merger Guidelines”), § 4.1.1.1° In the merger context, this inquiry boils down to whether “a
hypothetical profit-maximizing firm, not subject to price regulation, that was the only present
and future seller of those products . . . likely would impose at least a small but significant and
non-transitory increase in price (“SSNIP”) on at least one product in the market, including at
least one product sold by one of the merging firms.” 1d. The “small but significant and non-
transitory increase in price,” or SSNIP, is typically assumed to be five percent or more. Id. §
4.1.2.

Thus, the question here is whether it would be hypothetically useful to have a monopoly
over all DDIY tax preparation products because the monopolist could then profitably raise prices
for those products by five percent or more; or whether, to the contrary, there would be no reason
to monopolize all DDIY tax preparation products because substitution and price competition
with other methods of tax preparation would restrain any potential DDI'Y monopolist from

profitably raising prices. In other words, would enough DDIY users switch to the assisted or

19 The Merger Guidelines are not binding upon this Court, but courts in antitrust cases often look to them as
persuasive authority. See Staples, 970 F. Supp. at 1081-82.
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pen-and-paper methods of tax preparation in response to a five-to-ten percent increase in DDIY
prices to make such a price increase unprofitable?

In evaluating the relevant product market here, the Court considers business documents
from the defendants and others, the testimony of the fact witnesses, and the analyses of the
parties’ expert economists. This evidence demonstrates that DDIY is the relevant product
market in this case.

1. The Defendants’ Documents Show That DDIY Is The Relevant Product
Market.

When determining the relevant product market, courts often pay close attention to the
defendants’ ordinary course of business documents. See, e.g., Staples, 970 F. Supp. at 1076;
CCC Holdings, 605 F. Supp. 2d at 41-42. The government argues that the defendants’ ordinary
course of business documents in this case “conclusively demonstrate that competition with other
[DDIY] firms drive Defendants’ pricing decisions, quality improvements, and corporate
strategy” for their own DDIY products—thus supporting the government’s view of the relevant
market. Pl.’s Post-Trial Mem. at 7. The defendants contend that the government has relied on
“select, ‘out-of-context’ snippets from documents,” and that the documents as a whole support
the defendants’ view that the relevant product market is all methods of tax preparation. Defs.’
Post-Trial Mem. at 1. The Court finds that the documentary evidence in this case supports the
conclusion that DDIY is the relevant product market.

Internal TaxACT documents establish that TaxACT has viewed DDIY offerings by HRB
and TurboTax as its primary competitors, that it has tracked their marketing, product offerings,
and pricing, and that it has determined its own pricing and business strategy in relation to those
companies’ DDIY products. See GX 295-16 (“Competitive Analysis” comparing the three

companies); GX 102 (email explaining TaxACT is a “direct competitor” with HRB and Intuit’s
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products); GX 55 (Greif Dep.) at 137-38 (describing TaxACT’s compilation of a routine, end-of-
season competitive analysis that “typically” covers Intuit, HRB, and TaxACT). Confidential
memoranda prepared by TaxACT’s investment bankers for potential private equity buyers of
TaxACT identify HRB and TurboTax as TaxACT’s primary competitors in a DDIY market. See
GX 7 (Greene Holcomb & Fisher “Confidential Memorandum”) at 14 (“The Company’s major
competitors for both desktop and Internet-based income tax software and e-filing services
include Intuit (the makers of TurboTax software) and H&R Block (the makers of TaxCut
software).”); GX 134 (Deutsche Bank “Confidential Information Memorandum”) at 17 (“The
Company’s two main competitors, Intuit and H&R Block. . .”); see also Dunn, TT, 9/7/11 p.m.,
at 97-104. These documents also recognize that TaxACT’s strategy for competing with Intuit
and HRB is to offer a lower price for what it deems a superior product. GX 7 at 14 (“Relative to
its two major competitors, 2nd Story has positioned its product offerings as being of equal or
higher quality, and completely fulfilling the needs of a vast portion of the potential market. It
also pursues a pricing strategy that positions its products and services meaningfully below either
Intuit or H&R Block, in some instances free.”).

While, as defendants point out, parts of these TaxACT documents also discuss the
broader tax preparation industry, these documents make clear that TaxACT’s own view — and
that conveyed by its investment bankers to potential buyers — is that the company primarily
competes in a DDIY market against Intuit and HRB and that it develops its pricing and business
strategy with that market and those competitors in mind. These documents are strong evidence
that DDIY is the relevant product market. See Whole Foods, 548 F.3d at 1045 (Tatel, J.)

(“[E]vidence of industry or public recognition of the submarket as a separate economic unit
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matters because we assume that economic actors usually have accurate perceptions of economic
realities.”) (internal quotation omitted).

Internal HRB documents also evidence HRB’s perception of a discrete DDIY market or
market segment. HRB and its outside consultants have tracked its digital competitors’ activities,
prices, and product offerings. See GX 28-19 (“2009 Competitive Price Comparison”); GX 118
(independent analyst’s report analyzing digital competitors as one of three separate categories of
competitors); GX 61-8 at 1 (slide on competition in “digital market” identifying TurboTax and
TaxACT as competitors); GX 199 (HRB “digital strategy update” Powerpoint tracking features
and prices for TurboTax and TaxACT); GX 188 (HRB spreadsheet comparing HRB, TurboTax,
and TaxACT prices for various product offerings). Documents from HRB’s DDIY business
have also referred to HRB, TaxACT, and TurboTax as the “Big Three” competitors in the DDIY
market. GX 61-3 (“OCS Offsite Competitive Intelligence Review of TS07”) at 5; GX 61-4 at 1
(email referencing request for data from consultant regarding “big 3 digital tax prep
companies”); see also GX 70 (email from head of HRB’s digital business stating its “only real
direct competitors are turbotax in san diego and taxact in cedar rapids” [sic]); Ernst, TT, 9/7/11
a.m., at 13-14. Finally, the documents show that, in connection with a proposed acquisition of
TaxACT, HRB identified the proposed transaction as a way to grow its digital “market share”
and has measured TaxACT’s market share in a DDIY market. GX 130 at 96-99; GX 21-37
(projections from 2009 for different potential scenarios for acquisition of TaxACT, including
their effect on DDIY market share); see also Newkirk, TT, 9/7/11 a.m., at 95-96 (explaining GX
21-37). All of these documents also provide evidence that DDIY is a relevant product market.

The defendants acknowledge that “the merging parties certainly have documents that

discuss each other and digital competitors generally, and even reference a digital market and the
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‘Big Three,”” but contend this evidence is insufficient to prove a market. Defs.” Post-Trial Mem.
at 9. Rather, the defendants argue that the documents show that the relevant market is all
methods of tax preparation, especially in light of documented competition between DDIY
providers and assisted providers for the same overall pool of U.S. taxpayers who are potential
customers. See id. 9-10; see, e.g., DX 78 at 4 (Intuit document explaining 2011 strategic goal of
acquiring tax store customers); GX 650 at 41 (Intuit document noting goal of acquiring tax store
customers and specifically mentioning HRB). As discussed below, the Court disagrees and finds
that the relevant product market is DDIY products.

2. The Relevant Product Market Does Not Include Assisted Tax Preparation Or
Manual Preparation.

It is beyond debate — and conceded by the plaintiff — that all methods of tax preparation
are, to some degree, in competition. Pl.’s Post-Trial Mem. at 8. All tax preparation methods
provide taxpayers with a means to perform the task of completing a tax return, but each method
is starkly different. Thus, while providers of all tax preparation methods may compete at some
level, this “does not necessarily require that [they] be included in the relevant product market for
antitrust purposes.” Staples, 970 F. Supp. at 1075. DDIY tax preparation products differ from
manual tax preparation and assisted tax preparation products in a number of meaningful ways.
As compared to manual and assisted methods, DDIY products involve different technology,
price, convenience level, time investment, mental effort and type of interaction by the consumer.
Taken together, these different attributes make the consumer experience of using DDIY products
quite distinct from other methods of tax preparation. See Whole Foods, 548 F.3d at 1037-38
(Brown, J.) (noting that a “product’s peculiar characteristics and uses” and “distinct prices” may
distinguish a relevant market) (citing Brown Shoe, 370 U.S. at 325); see also, e.g., GX 130 at

140 (HRB internal analysis discussing convenience and price as factors differentiating DDIY and
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assisted methods for consumers). The question for this court is whether DDIY and other
methods of tax preparation are “reasonably interchangeable” so that it would not be profitable to
have a monopoly over only DDIY products.
a. Assisted Tax Preparation Is Not In The Relevant Product Market.
Apart from the analysis of their economic expert, the defendants’ main argument for
inclusion of assisted tax preparation in the relevant market is that DDIY and assisted companies
compete for customers.** As evidence for this point, the defendants emphasize that Intuit’s
marketing efforts have targeted HRB’s assisted customers. See DX 78 at 3 (Intuit document
noting strategic goal to “Beat Tax Store[s]””). While the evidence does show that companies in
the DDIY and assisted markets all generally compete with each other for the same overall pool
of potential customers — U.S. taxpayers — that fact does not necessarily mean that DDIY and
assisted must be viewed as part of the same relevant product market. DDIY provides customers
with tax preparation services through an entirely different method, technology, and user
experience than assisted preparation. As Judge Tatel explained in Whole Foods:
[W]hen the automobile was first invented, competing auto manufacturers obviously took
customers primarily from companies selling horses and buggies, not from other auto
manufacturers, but that hardly shows that cars and horse-drawn carriages should be
treated as the same product market. That Whole Foods and Wild Oats have attracted
many customers away from conventional grocery stores by offering extensive selections
of natural and organic products thus tells us nothing about whether Whole Foods and
Wild Oats should be treated as operating in the same market as conventional grocery

stores. Indeed, courts have often found that sufficiently innovative retailers can constitute
a distinct product market even when they take customers from existing retailers.

Whole Foods, 548 F.3d at 1048; see also Staples, 970 F. Supp. at 1074-80 (finding a distinct
market of office supply superstores despite competition from mail-order catalogues and stores

carrying a broader range of merchandise).

1 The defendants’ primary argument for inclusion of both assisted and pen-and-paper in the relevant market is based
upon their economic expert’s analysis of data derived from two consumer surveys commissioned by the defendants.
The Court will analyze the arguments of the defendants’ expert economist separately below.

23

97



Case 1:11-cv-00948-BAH Document 108 Filed 11/10/11 Page 24 of 86

The key question for the Court is whether DDIY and assisted products are sufficiently
close substitutes to constrain any anticompetitive DDIY pricing after the proposed merger.
Evidence of the absence of close price competition between DDIY and assisted products makes
clear that the answer to that question is no—and that DDIY is the relevant product market here.
See Swedish Match, 131 F. Supp. 2d at 165 (“Distinct pricing is also a consideration” in
determining the relevant product market) (citing Brown Shoe, 370 U.S. at 325). Significantly,
despite some DDIY efforts to capture tax store customers, none of the major DDIY competitors
sets their prices based on consideration of assisted prices. See, e.g., Ernst, TT, 9/7/11 a.m., at 35
(HRB set its digital and assisted prices separately); {redacted} (Dep.) at 183:18-25 (explaining
that {redacted} does not consider assisted pricing in setting prices because its prices are already
“substantially less than both tax stores and most professionals”). Indeed, there are quite
significant price disparities between the average prices of DDIY and assisted products. The
average price of TurboTax, the most popular DDIY brand is approximately $55. GX 293 (Intuit
Dep.) at 21. The average price of HRB’s DDIY products is approximately $25. GX 296-7 at 6.
Overall, the DDIY industry average price is $44.13. GX 121 at 57. In contrast, the typical price
of an assisted tax return is significantly higher, in the range of $150-200." A 10 percent or even
20 percent price increase in the average price of DDIY would only move the average price up to
$48.54 or $52.96, respectively — still substantially below the average price of assisted tax
products. The overall lack of evidence of price competition between DDIY and assisted
products supports the conclusion that DDIY is a separate relevant product market for evaluating
this transaction, despite the fact that DDIY and assisted firms target their marketing efforts at the

same pool of customers.

12 See GX 128 (HRB “TS10 Market Dynamics” presentation) at 38 {redacted}; see also id. {redacted}; GX 293
(Intuit Dep.) at 21:9-14 (“The average price of a tax store is in the range of $200.”); Bennett, TT, 9/6/11 p.m., at 100
(estimating $150 range for assisted returns offered at Jackson Hewitt and HRB offices at Wal-Mart locations).
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The defendants point to some evidence that HRB sets prices for certain assisted products
to compete with DDIY. For example, defendants note that in 2009, HRB “reduced prices on its
assisted tax preparation services to $39 for federal 1040EZ preparation and $29 for state tax
preparation to compete with and {redacted}” to DDIY. DFF { 77a. These are limited product
offerings for which prices appear well below even the 25th percentile price for HRB’s assisted
products. See GX 128 (HRB “TS10 Market Dynamics” presentation) at 38 (noting, for Tax
Season 2010, that the 25th percentile for prices at HRB stores was {higher than DDIY?}).
Relatedly, the defendants’ claim that prices for assisted and DDI1Y products “significantly
overlap” is not strongly supported and relies on a comparison of the most limited, low-end
assisted products with DDIY products generally. See DFF § 78b (citing tax year 2009 data that
show that 14 percent of customers using hame-brand tax stores paid $50 or less and another 20
percent paid between $51-100); id. § 78c-d (quoting prices for Jackson Hewitt’s preparation of
form 1040EZ, a simplified tax form, at Wal-Mart and for HRB’s Second Look service, which
actually only double-checks an already completed tax return for errors). In sum, while
defendants’ have identified isolated instances in which assisted product offerings are priced
lower than the average prices for typical assisted products, they do not and cannot demonstrate
that this is generally the case.

Testimony from HRB executives further supports treating DDIY as a relevant product
market in evaluating this transaction. HRB’s DDIY and assisted businesses are run as separate
business units. Bennett, TT, 9/6/11 a.m., at 106. Alan Bennett, who was the CEO of HRB in
2010 when the parties reached the proposed merger agreement, testified that “net-net,” he did not

believe that HRB’s DDIY business had impacted its assisted business in terms of taking away
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customers.™ 1d. at 108; see also GX 1151 at 4 (HRB internal analysis stating “Online is not
growing materially at the expense of assisted.”). Mark Ernst, HRB’s CEO from 2001 to 2007,
also explained that, in his opinion based on research he reviewed while at HRB, the primary
reason consumers switched between assisted and DDIY was because of “life events” that led to
changes in tax status. Ernst, TT, 9/7/11 a.m., at 34-35.

Finally, defendants argue that their broad relevant market is appropriate because there is
“industry movement toward “‘hybrid’ products that combine some elements of both digital and
assisted tax preparation.” Defs.” Post-Trial Mem. at 11. Based on the evidence presented at the
hearing, however, it would be premature for the Court to identify any trend toward hybrid
products. In fact, neither Intuit nor TaxACT presently offers a hybrid product and the defendants
openly concede that HRB’s current hybrid product has had “somewhat limited success,” which
defendants attribute to “technical issues” and a “lack of consistent marketing.” Id. at 11 n.16.
{redacted} {T}he Court finds it unlikely that there will be a sufficiently large scale shift into
these products in the immediate future to compel the conclusion that DDIY and assisted products
make up the same relevant product market.

b. Manual Tax Preparation Is Not In The Relevant Product Market.

The defendants also argue that manual tax preparation, or pen-and-paper, should be
included in the relevant product market. At the outset, the Court notes that pen-and-paper is not
a “product” at all; it is the task of filling out a tax return by oneself without any interactive
assistance. Even so, the defendants argue pen-and-paper should be included in the relevant

product market because it acts as a “significant competitive constraint” on DDIY. Defs.” Post-

3 By “net-net,” Mr. Bennett meant that while there is customer switching between the DDIY and assisted
businesses, the total share of customers in each has been relatively stable over the past few years, such that Mr.
Bennett could conclude that the two business lines “do not steal customers back and forth net.” Bennett, TT, 9/6/11
a.m., at 108.
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Trial Mem. at 11. The defendants’ argument relies primarily on two factors. First, the
defendants’ cite the results of a 2011 email survey of TaxACT customers. See id. For reasons
detailed in the following section, the Court declines to rely on this email survey. Second, the
defendants point to documents and testimony indicating that TaxACT has considered possible
diversion to pen-and-paper in setting its prices. See id. at 11-12.

The Court finds that pen-and-paper is not part of the relevant market because it does not
believe a sufficient number of consumers would switch to pen-and-paper in response to a small,
but significant increase in DDIY prices. The possibility of preparing one’s own tax return
necessarily constrains the prices of other methods of preparation at some level. For example, if
the price of DDIY and assisted products were raised to $1 million per tax return, surely all but
the most well-heeled taxpayers would switch to pen-and-paper. Yet, at the more practical price
increase levels that trigger antitrust concern — the typical five to ten percent price increase of the
SSNIP test — pen-and-paper preparation is unlikely to provide a meaningful restraint for DDIY
products, which currently sell for an average price of $44.13. GX 121 at 57.

The government well illustrated the overly broad nature of defendants’ proposed relevant
market by posing to the defendants’ expert the hypothetical question of whether “sitting at home
and drinking chicken soup [would be] part of the market for [manufactured] cold remedies?”
Meyer, TT, 9/13/11 a.m., at 65. The defendants’ expert responded that the real “question is if
the price of cold medicines went up sufficiently, would people turn to chicken soup?” 1d. Asan
initial matter, in contrast to the defendants’ expert, the Court doubts that it would ever be legally
appropriate to define a relevant product market that included manufactured cold remedies and
ordinary chicken soup. This conclusion flows from the deep functional differences between

those products. Setting that issue aside, however, a price has increased “sufficiently” to trigger
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antitrust concern at the level of a five to ten percent small, but significant non-transitory increase
in price. Just as chicken soup is unlikely to constrain the price of manufactured cold remedies
sufficiently, the Court concludes that a SSNIP in DDIY would not be constrained by people
turning to pen-and-paper. First, the share of returns prepared via pen-and-paper has dwindled
over the past decade, as the DDIY market has grown. Bennett, TT, 9/6/11 a.m, at 118; GX 296
(Houseworth Dep.) at 66-68. Second, while pen-and-paper filers have been a net source of new
customers for DDIY companies, both HRB and {redacted} executives have testified that they do
not believe their DDIY products compete closely with pen-and-paper methods. {redacted}
(Dep.) at 37:20-38:10; see GX 296 (Houseworth Dep.) 89-90. Third, courts in antitrust cases
frequently exclude similar “self-supply” substitutes from relevant product markets. See, e.g.,
FTC v. H.J. Heinz Co., 116 F. Supp. 2d 190, 195 (D.D.C. 2000), rev’d on other grounds, 246
F.3d 708 (D.C. Cir. 2001) (noting that homemade baby food and breast milk should not be
included in the jarred baby food market even though substitution was possible because “the
Supreme Court’s interchangeability test refers to products.”); CCC Holdings, 605 F. Supp. 2d at
41-42 (excluding books that can be used to perform insurance loss valuations by hand from
market for loss valuation software); United States v. Visa U.S.A. Inc., 163 F. Supp. 2d 322, 338
(S.D.N.Y. 2001) (excluding cash and checks from general purpose credit card market).

The main case the defendants rely on to show that “self-supply” substitutes should be
included in the relevant market involved a consumer market consisting of vertically integrated
companies and explicitly distinguished cases, such as this one, involving markets of individual
consumers. In United States v. Sungard Data Systems, Inc., Judge Huvelle found that disaster
recovery computer systems developed internally by companies were in the same relevant product

market as shared data recovery systems provided by outside vendors. Sungard, 172 F. Supp. 2d
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at 187-89. The Sungard court, however, distinguished the case before it — which involved
vertical integration — from the situation in Heinz, the case involving the market for jarred baby
food, because “homemade baby food is not an aspect of vertical integration . . . [and] individual
consumers cannot vertically integrate by producing a product that they would otherwise have to
purchase.” 1d. at 187 n.15. In finding that in-house computer systems were included in its
relevant product market, the Sungard court cited the following example from Areeda &
Hovenkamp { 535e regarding vertical integration:

If iron ore is the relevant market and if shares are best measured there by sales, then
internally used ore—so-called captive output—is part of the ore market even though it is
not sold as such.

In measuring the market power of a defendant selling iron ore, the ore used internally
by other firms constrains the defendant’s ability to profit by raising ore prices to
monopoly levels. The higher ore price may induce an integrated firm to expand its ore
production—to supply others in direct competition with the alleged monopolist or to
expand its own steel production and thereby reduce the demand of other steel makers for
ore, or both. Hence, captive output constrains the defendant regardless of whether

integrated firms sell their ore to other steel makers previously purchasing from the
defendant. In sum, the integrated firm’s ore output belongs in the market.

Id. at 186 n.14. This rationale for including “self-supply” in a relevant product market does not
appear to apply to the DDIY market in which the consumers are individuals and not also
potential traders or producers.

While some diversion from DDIY to manual filing may occur in response to a SSNIP, the
Court finds that it would likely be limited and marginal. The functional experience of using a
DDIY product is meaningfully different from the self-service task of filling out tax forms
independently. Manual completion of a tax return requires different tools, effort, resources, and
time investment by a consumer than use of either DDIY or assisted methods. The following
discussion from United States v. Visa U.S.A. Inc. regarding why cash and checks should not be

included in the credit card market is instructive here:
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[A]lthough it is literally true that, in a general sense, cash and checks compete with
general purpose cards as an option for payment by consumers and that growth in
payments via cards takes share from cash and checks in some instances, cash and checks
do not drive many of the means of competition in the general purpose card market. In this
respect, [the expert’s] analogy of the general purpose card market to that for airplane
travel is illustrative. [The expert] argues that while it is true that at the margin there is
some competition for customers among planes, trains, cars and buses, the reality is that
airplane travel is a distinct product in which airlines are the principal drivers of
competition. Any airline that had monopoly power over airline travel could raise prices or
limit output without significant concern about competition from other forms of
transportation. The same holds true for competition among general purpose credit and
charge cards.

Visa U.S.A. Inc., 163 F. Supp. 2d at 338. Here, the same analogy to airplane travel holds true for
competition among DDIY providers, who provide a distinct product for completion of tax
returns. Indeed, the pen-and-paper method, in which the consumer essentially relies on his or her
own labor to prepare a tax return, is perhaps most analogous to walking as opposed to purchasing
a ride on any means of transportation. In sum, filling out a tax return manually is not reasonably
interchangeable with DDIY products that effectively fill out the tax return with data input
provided by the consumer.

Inclusion of all possible methods of tax preparation, including pen-and-paper, in the
relevant product market also violates the principle that the relevant product market should
ordinarily be defined as the smallest product market that will satisfy the hypothetical monopolist
test. See Merger Guidelines 8 4.1.1 (“When the Agencies rely on market shares and
concentration, they usually do so in the smallest relevant market satisfying the hypothetical
monopolist test.”); see also Warren-Boulton, TT, 9/8/11 p.m., at 35-36. Indeed, the defendants’
inclusion of pen-and-paper in the relevant market ignores at least one obvious, smaller market
possibility that they might have proposed — the combined market of all DDIY and assisted tax
preparation products. It is hardly plausible that a monopolist of this market — to which the only

alternative would be pen-and-paper — could not impose a SSNIP.
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The defendants’ proposed relevant market of all methods of tax return preparation is so
broadly defined that, as the plaintiff’s expert testified, there are no conceivable alternatives
besides going to jail, fleeing to Canada, or not earning any taxable income. Warren-Boulton, TT,
9/8/11 p.m., at 35-36. As the plaintiff’s expert put it, “if you’re talking about the market for all
tax preparation, you’re talking about a market where, in economist terms, demand is completely
[in]elastic. There are no alternatives.” 1d. at 35. In such circumstances, the usual tools of
antitrust analysis — such as the hypothetical monopolist test — cease being useful because it is
self-evident that a monopolist of all forms of tax preparation, including self-preparation, could
impose a small, but significant price increase. Indeed, a monopolist in that situation could
essentially name any price since taxpayers would have no alternative but to pay it. As the
plaintiff’s expert testified, defining a market that broadly

negates the entire purpose of defining a relevant market in an antitrust case. You want to
define a relevant market in an antitrust case so then [you can calculate] shares and the
change in shares makes sense. | don’t want to go to infinity . . . | want to define a relevant
market under . . .the smallest market principle, which is | want to define the relevant
market so that if a hypothetical monopolist . . . did manage to control all of those
products, they would impose a significant price increase, large enough to be of concern
but not so large as to make the whole exercise pointless.

Id. at 35-36. The Court agrees with this assessment and finds the defendants’ proposed relevant
market to be overbroad.

3. The Economic Expert Testimony Tends To Confirm That DDIY Is The
Relevant Product Market.

Both the plaintiff and the defendants presented testimony from expert economists to

support their view of the relevant product market.** In addition to their testimony at the hearing,

% The plaintiff presented expert testimony on market definition from Frederick R. Warren-Boulton, an economist at
MICRA, an economics consulting and research firm. GX 121 (Warren-Boulton Rep.) at 1. Dr. Warren-Boulton
holds a B.A. from Yale University, a Ph.D. in economics from Princeton University, and formerly served as the
chief economist for the Antitrust Division of the U.S. Department of Justice. Id. Dr. Warren-Boulton has
previously served as an expert witness in other antitrust cases, including cases challenging the possible
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these expert witnesses also provided a detailed expert report and an affidavit summarizing their
analysis and conclusions.

The Court finds that the analysis performed by the plaintiff’s expert tends to confirm that
DDIY is a relevant product market, although the available data in this case limited the predictive
power of the plaintiff’s expert’s economic models. The Court also finds that it cannot draw any
conclusions from defendants’ expert’s analysis because of severe shortcomings in the underlying
consumer survey data upon which the defendants’ expert relied.

a. Plaintiff’s Expert - Dr. Warren-Boulton

The plaintiff’s expert, Dr. Warren-Boulton, found the relevant product market to be
DDI1Y. He determined that a hypothetical monopolist of DDIY products could profitably impose
a SSNIP for at least one DDIY product, and that consumer substitution to assisted methods or
pen-and-paper would be insufficient to defeat the SSNIP. GX 121 (Warren-Boulton Rep.) at 12.

Dr. Warren-Boulton began his analysis by postulating that DDIY was the relevant
product market and then he used two principal analytical tests to confirm the validity of that
assumption. He began by testing DDIY as a relevant market for a few reasons. First, he
concluded that the parties’ DDIY products are substantially similar in terms of functionality. GX
121 (Warren-Boulton Rep.) at 12-18. Second, he concluded from his review of the defendants’

business documents that they viewed DDIY as a discrete product market when competing in the

anticompetitive effects of a merger or acquisition. Id. (noting involvement in FTC v. Staples, Inc., 970 F. Supp.
1066, 1074 (D.D.C. 1997)).

The defendants presented expert testimony from Christine Siegwarth Meyer, an economist at National Economic
Research Associates, Inc., an economics consulting and research firm. DX 17 (Meyer Rep.) at 1. Dr. Meyer holds a
B.A. from the United States Military Academy at West Point, a Ph.D. in economics from the Massachusetts Institute
of Technology, and has taught economics at the university level. Id. Dr. Meyer has not previously provided expert

testimony regarding the possible anticompetitive effects of a merger or acquisition. Meyer, TT, 9/13/11 a.m., at 39.
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ordinary course of business. Id. Third, he ruled out including pen-and-paper and assisted
products in the relevant product market based on a consideration of various data. Id. at 24-32.

Dr. Warren-Boulton’s decision to begin the relevant market analysis with DDIY was
appropriate. See Areeda & Hovenkamp { 536, at 287 (“[T]wo products are provisionally part of
the same market [for hypothetical monopolist analysis] when they employ similar technologies
and similar costs and customers use them interchangeably. . . In cases of doubt, [products]
should generally be excluded from the provisional market, for incorrect exclusions will
ultimately be brought into the market via the price increase methodology.”). The parties’ DDIY
products all provide a fundamentally similar service and a similar user experience for the
consumer when compared with other methods of tax preparation. The DDIY consumer sits
down at a computer and interacts with the DDIY software, which prompts the consumer for
information and ultimately completes the consumer’s tax return. This experience is qualitatively
different than that of hiring a tax professional or figuring out how to complete one’s own tax
return manually. Various other evidence in the record also supports the fundamental functional
similarity of the technology underlying the parties’ DDIY products — perhaps most notably the
testimony that post-merger, HRB plans to migrate {redacted} onto TaxACT’s software “engine”
{redacted}. See Dunn, TT, 9/8/11 p.m. (sealed), at 16-17.

As discussed in detail above, various documentary evidence suggests that the parties treat
DDIY as a distinct product market in the ordinary course of business.

Dr. Warren-Boulton also considered whether the pen-and-paper and assisted methods
should be included in the provisional relevant market, as the defendants contend, and concluded

that they should not be.
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Dr. Warren-Boulton ruled out including pen-and-paper in the relevant product market,
concluding instead that historical tax return data reflects “a gradual migration of customers to
[DDIY] from more traditional methods like pen-and paper.” GX 121 (Warren-Boulton Rep.) at
24. The percentage of returns prepared by pen-and-paper has fallen considerably over the last
decade, while the percentage of DDIY has grown. ld. Changes in the yearly percentage shares
of taxpayers using pen-and-paper do not appear correlated to changes in the yearly average price
of DDIY. Id. at 27. Finally, based on IRS data, Dr. Warren-Boulton observed that taxpayers
who switched from DDIY to pen-and-paper for tax seasons 2008 and 2009 on average
experienced a decrease in tax return complexity, suggesting that much switching from DDIY
products to pen-and-paper is driven by such complexity decreases.™

Dr. Warren-Boulton also ruled out including the assisted tax preparation methods in the
relevant market based on consideration of several factors. He reviewed HRB documents that
conclude that growth in DDIY has not come at the expense of HRB’s assisted business. 1d. at
28. Testimony from HRB employees, including the former CEO, also reinforced the same
conclusion. Id. at 28-29. He also cited HRB internal studies, which concluded that consumers
who have switched from DDIY to assisted are likely to have experienced a change in tax
complexity. He found that HRB’s internal conclusion was consistent with IRS switching data,
which also indicated a correlation between switching from DDIY to assisted and an increase in
tax complexity. 1d. at 29-30. Finally, Dr. Warren-Boulton noted that, based on data from tax
years 2004-2009, increases in the relative price of assisted products were not associated with

decreases in the relative market share of assisted products and increases in the relative market

15 Switching, as discussed further below, refers to the switching of consumers between different products for any
reason. The IRS categorizes tax returns into one of three complexity categories: Simple, Intermediate, and
Complex. Accordingly, the IRS data only reflects complexity changes that are sufficient to result in assignment to a
different one of the three categories.
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share of DDIY, as might be expected if DDIY and assisted prices moved in a single, price-
responsive market. Id. at 32.

Therefore, having determined that the best provisional relevant market is DDIY and not
all methods of tax preparation, Dr. Warren-Boulton then performed two economic tests to
confirm that a hypothetical monopolist of all DDIY products could profitably impose a SSNIP.
If these economic tests indicated that a hypothetical monopolist could not profitably impose a
SSNIP, then the tests would call for the relevant market to be expanded. The tests, however,
validated the relevant market as DDIY, as detailed below.

The economic tests Dr. Warren-Boulton applied relied heavily upon switching data from
the IRS. Switching refers to the number of consumers who switch between different products for
any reason. In any given year, many taxpayers switch from the tax preparation method they used
in the prior year to a new method. Since the IRS processes all U.S. tax returns each year and
tracks data about the methods of tax preparation that taxpayers used, there is ample, reliable data
that market analysts can use to see how many taxpayers switched between methods each year.
The IRS data, however, provides little direct insight about why any given taxpayer switched
methods of preparation. The switch could have been for reasons of price, convenience, changes
in the consumer’s personal situation, an increase or decrease in tax complexity, a loss of
confidence in the prior method of preparation, or any other reason.

As opposed to switching, diversion refers to a consumer’s response to a measured
increase in the price of a product. In other words, diversion measures to what extent consumers
of a given product will switch (or be “diverted”) to other products in response to a price increase
in the given product. The IRS switching data does not directly measure diversion because

switching can occur for any number of reasons, many of which may not involve price.
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Unfortunately, no direct, reliable data on diversion exists in this case. The plaintiff’s
expert argues, however, that the IRS switching data can provide at least some estimate of
diversion. While this approach is not without its limitations, as discussed further below, the
Court finds that the switching data is at least somewhat indicative of likely diversion ratios.
Moreover, the IRS data is highly reliable because (1) the sample size is enormous, since it
encompasses over 100 million taxpayers, and (2) the data reflects actual historical tax return
filing patterns as opposed to predicted behavior.*

The defendant’s expert, who criticizes reliance on this switching data, suggests instead
that a better analysis can be based upon simulated diversion data derived from consumer surveys
commissioned by the defendants. As described more fully below, however, the shortcomings of
these survey-derived diversion data are so substantial that the Court cannot rely on them.

I. Critical Loss Analysis

The first economic test Dr. Warren-Boulton performed is known as a “critical loss”
analysis. This test attempts to calculate “the largest amount of sales that a monopolist can lose
before a price increase becomes unprofitable.” Swedish Match, 131 F. Supp. 2d at 160. Dr.

Warren-Boulton calculated that for a 10 percent price increase in DDIY, the price increase would

16 One limitation in the IRS data set is that if a taxpayer uses a DDIY product to prepare the return, but then prints
and mails the return instead of e-filing it, the IRS does not attribute the filing to the DDIY provider and instead lists
it in a generic “v-coded” pool of returns. At the hearing, the defendants’ criticized the IRS switching data set as
problematic on these grounds, suggesting that up to 30 million returns may be “v-coded.” See Warren-Boulton, TT
9/20/11 a.m., at 21-22. As Dr. Warren-Boulton fully addressed in his expert report, however, a “conservative
method for dealing with this issue is to drop all v-coded returns from the analysis,” which would still leave well over
100 million returns in the IRS data set. 1d.; GX 121 (Warren-Boulton Rep.) at 47. The defendants did not identify
any reason the v-coded data would be likely to skew the data set. Thus, even if the v-coded data is disregarded, the
IRS data set remains extensive and reliable. It is also worth noting that the IRS data does not distinguish between
the DDIY providers’ various products, so only firm-level switching rates are available. GX 121 (Warren-Boulton
Rep.) at 47
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be profitable if the resulting lost sales did not surpass 16.7 percent.” GX 121 (Warren-Boulton
Rep.) at 34.

Dr. Warren-Boulton then sought to compare this critical loss threshold with “aggregate
diversion ratios.” The aggregate diversion ratio for any given product represents the proportion
of lost sales that are recaptured by all other firms in the proposed market as the result of a price
increase. Since these lost sales are recaptured within the proposed market, they are not lost to
the hypothetical monopolist. According to Dr. Warren-Boulton, economists have shown that if
the aggregate diversion ratio to products inside the proposed relevant market exceeds the critical
loss threshold, then the critical loss analysis indicates that a SSNIP at that level would be
profitable for a hypothetical monopolist. 1d. at 34 (citing Michael Katz and Carl Shapiro,
Critical Loss: Let’s Tell the Whole Story, ANTITRUST (Spring 2003) at 49 -56); see also Warren-
Boulton, TT, 9/9/11 p.m., at 33-34.

Because no diversion data is available, Dr. Warren-Boulton relied instead on IRS
switching data to estimate aggregate diversion ratios. Id. These data show that of the taxpayers
who left HRB’s DDIY products between tax year 2007 and 2008,"® 57 percent went to other
DDIY providers. Of those who left TaxACT, 53 percent stayed in DDIY, and for TurboTax, 39
percent stayed in DDIY. Id. at 34-35. Since these numbers are all well above the 16.7 percent
critical loss threshold, Dr. Warren-Boulton concluded a 10 percent SSNIP in the DDIY market
would be profitable for a hypothetical monopolist.

In cross-examining Dr. Warren-Boulton, the defendants suggested that the critical loss

test is meaningless because it would seem to validate numerous different candidate markets

7 The formula for critical loss is L = X/(X + M), where L is the critical loss, X is the percentage price increase, and
M is the hypothetical monopolist’s gross margin. Assuming a 50 percent margin, which Dr. Warren-Boulton claims
is a conservative estimate for firms in the DDIY market, then the critical loss for a 10 percent SSNIP is 16.7 percent.
16.7 percent is the result of applying 10 percent and 50 percent in the formula X/(X+M): .167 = .1/(.1+.5).

'8 These are the last two years for which this data was available.
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consisting of various assortments of tax preparation businesses. Warren-Boulton, TT, 9/9/11
p.m., at 20-42. For example, the defendants demonstrated that the test could also validate a
market consisting of just HRB and Intuit or a market consisting of just TaxACT and Intuit. See
DX 9802. Dr. Warren-Boulton noted in his testimony, however, that such markets are “smaller,
irrelevant” markets for evaluating the proposed transaction between HRB and TaxACT.
Warren-Boulton, TT, 9/9/11 p.m., at 41; see also Areeda & Hovenkamp { 533c, at 254
(“[C]ourts correctly search for a ‘relevant market’ — that is a market relevant to the particular
legal issue being litigated.”). The fact that critical loss analysis would validate other groupings
of businesses does not undermine Dr. Warren-Boulton’s reliance on it to validate DDIY as the
relevant market in this case.® Indeed, rather than urging a smaller relevant market definition, the
defendants urged the Court to define the market much more broadly. Nonetheless, the Court
appreciates the defendants’ point that the critical loss test alone cannot answer the relevant
market inquiry. While some inappropriate proposed relevant markets would be ruled out by the
critical loss test, the fact that the test could still confirm multiple relevant markets means that the
Court must rely on additional evidence in reaching the single, appropriate market definition.
ii. Merger Simulation
In addition to the critical loss analysis, Dr. Warren-Boulton also performed an economic

simulation of a merger among the HRB, TaxACT, and Intuit. GX 121 (Warren-Boulton Rep.) at

19 The defendants also referred obliquely in cross examination to an academic debate surrounding the proper way to
perform critical loss analysis. Warren-Boulton, TT, 9/9/11 p.m., at 23. Dr. Warren-Boulton acknowledged his
awareness of the existence of this debate and the defendants’ counsel did not pursue the topic further. 1d. The Court
has no basis for disputing Dr. Warren-Boulton’s application of critical loss analysis based merely on the existence of
unspecified academic critiques. The Court notes that the critical loss analysis is specifically endorsed by the Merger
Guidelines as a method for implementing the SSNIP test, see Merger Guidelines § 4.1.3, and has been accepted by
courts as a standard methodology. See FTC v. CCC Holdings Inc., 605 F. Supp. 2d 26, 40 n.16 (D.D.C. 2009)
(“Critical loss analysis is a standard tool used by economists to study potentially relevant markets.”). The court in
CCC Holdings ultimately did not rely on the expert’s application of critical loss analysis due to what the court
deemed a “gap” or oversight in the expert’s reasoning, but the court nonetheless adopted the same relevant product
market that the critical loss analysis had validated. See id. at 40-41.
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35. This simulation, known as a Bertrand model, predicted that a monopolist of the DDIY
products of these three companies would find it profit-maximizing to raise TaxACT’s price by
83 percent, HRB’s price by 37 percent and TurboTax’s price by 11 percent absent efficiencies.
Id. Dr. Warren Boulton concluded that this simulation also confirms that DDIY is the relevant
product market.”°
iii. Critiques of Dr. Warren-Boulton’s Analysis
The defendants’ expert, Dr. Meyer, critiques Dr. Warren-Boulton’s analysis in numerous
ways. Her most fundamental critique is that his reliance on switching data as a proxy for
diversion is flawed because switching can occur for any number of reasons and, therefore, it is
not necessarily indicative of what products consumers would switch to in response to a price
increase. DX 17 (Meyer Rep.) at 59-60. Dr. Meyer is certainly correct in this critique. Dr.
Warren-Boulton, however, testified forthrightly about the limitations involved in relying on
switching data as a proxy for diversion:
Using migration [i.e., switching] doesn’t really answer, or it doesn’t answer the precise
question of [the] merger guidelines, which of course is, where would you go if there was
a small but significant price increase? It basically asks the question, where did you go?
And you could go for a lot of reasons. You could go because the price has changed, you
could go because the quality changes, you could go because you changed. Complexity
changes. And there’s a lot of evidence in the record that people switch because of
changes in their own complexity. But using migration percentages, or using those gives
you, | think, a reasonable second estimate of diversion ratios, because it’s really asking
the question, you know, if you went to some -- if for some reason you decided to go from

HRB to TaxACT, for all those reasons, is that roughly about the same percentages if you
went due to a price increase?

Warren-Boulton, TT, 9/9/11 a.m., at 13-14. Thus, switching data does not necessarily indicate
diversion for the reasons both experts have identified. In light of all the evidence in the record

and the general similarity of DDIY products, the Court credits Dr. Warren-Boulton’s conclusion

2 Dr, Warren-Boulton’s merger simulation is addressed further below in the Court’s discussion of unilateral effects
in Section 111.B.2.c.
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that it was reasonable to use switching data as a proxy for diversion, especially since no more
refined historical data apparently exists. Bearing in mind the shortcomings of the switching data,
the Court will not treat Dr. Warren-Boulton’s hypothetical monopolist analysis as conclusive.
The Court will treat it as another data point suggesting that DDIY is the correct relevant market,
however.

Another major critique of Dr. Warren-Boulton’s hypothetical monopolist analysis — and
one that the defendants repeatedly emphasized at the hearing — is that Dr. Warren-Boulton
decided “arbitrarily to exclude some alternatives that are closer substitutes than the products that
he included.” DX 17 (Meyer Rep.) at 70; see Meyer, TT, 9/12/11 p.m., at 20-22. As Dr. Meyer
put it at the hearing, “Dr. Warren-Boulton’s relevant market is a miscellaneous set of
unconnected links, because it doesn’t include . . . the closest substitute to H&R Block [At
Home], which is assisted tax preparation. It doesn’t include pen and paper, which is the closest
substitute to TaxACT.” Meyer, TT, 9/12/11 p.m., at 24-25. Dr. Meyer identified the “closest
substitutes” to the merging parties’ products using simulated diversion data. As discussed
below, the Court finds this data unreliable and declines to rely upon it. Dr. Meyer opines,
however, that Dr. Warren-Boulton failed to include the closest substitutes for the defendants’
products in his market, even if switching data is treated as a proxy for diversion, as Dr. Warren-
Boulton suggests. For example, Dr. Meyer states that “11.2% of TaxACT’s customers in
TY2007 switched to assisted preparation in TY2008, while only 2.7% switched to H&R Block
At Home and 9.1% switched to TurboTax.” DX 17 (Meyer Rep.) at 72. Thus, the defendants
contend Dr. Warren-Boulton violated the following principle from the Merger Guidelines:
“When applying the hypothetical monopolist test to define a market around a product offered by

one of the merging firms, if the market includes a second product, the Agencies will normally
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also include a third product if that third product is a closer substitute for the first product than is
the second product.” 1d. at 72 (quoting Merger Guidelines 8§ 4.1.1).

The government persuasively illustrated the key flaw in this critique during the cross-
examination of the defendants’ expert. See Meyer, TT, 9/13/11 a.m., at 90-96. Simply put,
when determining the “closest substitutes” for products within the DDIY category, Dr. Meyer
looked at diversion to individual DDIY brands, such as TurboTax and H&R Block At Home, but
when assessing substitutes outside the DDIY category, Dr. Meyer lumped all products and
methods together into large, aggregated market categories, such as “assisted” or “pen-and-
paper.” See id. If, instead, DDIY products are grouped together as an aggregated category,
similar to the treatment of assisted and pen-and-paper in Dr. Meyer’s analysis, then the IRS
switching data would indicate that other DDIY products are the closest substitutes for both the
DDIY products of HRB and TaxACT. See GTX 15, 16 (illustrating this analysis). For HRB, the
numbers show 56.8 percent switching to other DDIY, 36.9 percent to assisted, and 6.3 percent to
pen-and-paper. GTX 15. For TaxACT, the numbers show 52.7 percent switching to other
DDIY, 40.1 percent to assisted, and 7.3 percent to pen-and-paper. GTX 16.

Some of Dr. Meyer’s additional critiques have more merit. For example, one datum Dr.
Warren-Boulton relied on in his analysis was the outcome of an advertising study showing that
HRB’s sales {were affected} in cities where TaxACT pursued an advertising campaign. See GX
121 (Warren-Boulton Rep.) at 43. The Court accepts Dr. Meyer’s critique that few conclusions
can be drawn from this observation because the observed correlation could have been due to
other variables — for example, the advertising of a third competitor like TurboTax. See DX 17

(Meyer Rep.) at 69. Similarly, Dr. Warren-Boulton’s observations that changes in relative
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market share of DDIY, assisted, and pen-and-paper do not appear correlated to changes in
relative price could also have been affected by confounding variables. Id. at 67.
b. Defendants’ Expert - Dr. Meyer

Dr. Meyer found the relevant product market to be all methods of tax preparation,
including DDIY, assisted, and pen-and-paper. Her conclusion rested on various factors,
including an analysis of documents and testimony. See, e.g., id. at 15. This Court, however, has
already discussed its own analysis of the relevant documents and testimony above. Therefore,
the Court will focus now on Dr. Meyer’s analysis of pricing data and, in particular, her use of
and reliance on data derived from customer surveys commissioned by the defendants.

Dr. Meyer found that assisted preparation competes with DDIY in part because the
assisted method is the most popular method of tax preparation across all complexity levels. See
id. at 12-13. Dr. Meyer concedes, however, that “taxpayers with the most complex tax returns are
the most likely to use [assisted preparation].” 1d. Indeed, her data show that this effect is
pronounced, with approximately 70 percent of filers of complex returns using assisted and
approximately 44 percent of filers of simple returns using assisted. Id. DDIY, by contrast,
accounts for approximately 37 percent of simple returns and 23 percent of complex returns. Id.
If anything, these data indicate that assisted products are linked to the needs of consumers with
complex returns, suggesting a partially different consumer profile from DDIY products.

Dr. Meyer also noted that the pricing of DDIY and assisted products overlaps, but her
analysis of this overlap rests primarily on comparing high-end DDIY products, such as HRB’s

Best of Both product,”* with low-end assisted products, such as Jackson Hewitt’s offering of

%! The Best of Both product, as the name implies, actually combines aspects of DDIY and assisted. It enables a
return completed on HRB’s DDIY product to be reviewed by a tax professional. See DX 17 (Meyer Rep.) at 13
n.44. Thus, it is hardly surprising that this “hybrid” product, which features such exhaustive service, is priced more
expensively than a typical DDIY product.
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limited, simple return preparation at Wal-Mart. See id. at 13-14. Dr. Meyer concedes that the
median price of assisted is higher than the median DDIY price, see id. at 13, and that is the more
useful point of comparison.

Apart from these comparisons and her conclusions about how industry participants view
the market based on her review of documents and testimony in the record, Dr. Meyer’s definition
of the relevant market rests primarily on her analysis of simulated diversion data obtained from a
“pricing simulator” created for HRB in 2009 and an email survey conducted by TaxACT in
2011. Seeid. at 17-20. These two sources for her conclusions are discussed seriatim below.

I. Pricing Simulator

Dr. Meyer asserts in her report that the pricing simulator “created for HRB in 2009,
provides the only direct test of the likely diversion from HRB’s [DDI1Y] products in reaction to a
change in price.” 1d. at 17. The simulator itself is a pricing model that runs as a dynamic Excel
spreadsheet. See Meyer, TT, 9/13/11 a.m., at 42. Dr. Meyer’s report in several instances relies
upon an internal HRB Powerpoint presentation that reflects the simulator’s data output under
several different scenarios. See, e.g., DX 17 (Meyer Rep.) at 37 n.155 (citing the Powerpoint).
As Dr. Meyer describes, the “simulator was prepared using a discrete choice survey of 6,119
respondents.” Id. at 17. She explains that “[t]he respondents were shown five pricing scenarios,
and the options included online DIY options, software DIY options, assisted tax preparation
options, and other DIY options (including pen-and-paper and friends/family).” Id. Dr. Meyer
further states that the “pricing of the various options changed across scenarios” and a “conjoint
analysis was conducted to analyze the effect of a change in the price of each product on its own

sales and the sales of the other tax preparation options.” Id.
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Based on the pricing simulator’s results, Dr. Meyer calculated diversion ratios for DDIY
products. Dr. Meyer found that “the largest diversion from HRB’s [DDIY products], in the event
of a price increase, is to CPAs and accountants.” Id. at 18. She found the “second largest
diversion from HRB’s [DDIY products]” was to pen-and-paper. 1d. at 19-20. In addition, “the
fourth largest diversion is to HRB retail stores.” Id. at 18. Accordingly, Dr. Meyer concluded
that assisted preparation and pen-and-paper were the closest substitutes to HRB’s DDIY products
and should be included in the relevant market.

There is a critical flaw in the design of the pricing simulator, however, that renders
conclusions based on its output unreliable. Despite Dr. Meyer’s assertion that the “pricing of the
various options changed across [the] scenarios” presented to the survey respondents, not all of
the options in the survey underlying the simulator actually had prices associated with them. See
Meyer, TT, 9/13/11 a.m., at 27-28. Several “non-priced choice options” were available to the
survey respondents and these non-priced options included, importantly, “CPA or Accountant,”
“H&R Block Retail Office,” and “Paper & Pencil.” DX 9231 (May 2009 Pricing Simulator
Powerpoint) at 4. Thus, while the pricing of the various options changed for some products
across the different scenarios presented in the survey, no prices at all were associated with these
critical “non-priced choice options.”

The fact that the pricing simulator survey failed to assign any prices to these particular
products is, of course, especially significant given Dr. Meyer’s findings that the highest diversion
from HRB DDIY was to CPAs and then to pen-and-paper. DX 17 (Meyer Rep.) at 18. Indeed,
the conclusion that the largest diversion from HRB’s DDIY products would be to CPASs is
puzzling on its face. This outcome is counterintuitive because CPAs in general tend to be the

most expensive form of tax preparation assistance, while DDIY tends to be the least expensive.
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See GTX 14. The Court finds that these surprising results are most likely due to the fact that the
survey did not, in fact, assign any price at all to the CPA option. Due to this flaw in the survey’s
design, respondents may well have selected the CPA option and the other non-priced options
without even attempting to consider price as a factor in their decision. Accordingly, the Court
finds that it simply cannot rely on the diversion ratios predicted by the simulator.

Additional problems with the pricing simulator also render its output unreliable. As Dr.
Warren-Boulton noted in his rebuttal of Dr. Meyer’s report, the compilation of pricing simulator
data which Dr. Meyer relied upon to calculate her diversion ratios contains results that appear to
violate what is “[p]erhaps the most fundamental principle in economics.” See GX 665 (Warren-
Boulton Reply Rep.) at 9-10. Increasing the price of one HRB DDIY product in the simulation,
TaxCut Online Basic, appears to increase the quantity of the product sold, holding other
variables constant. Id. This anomaly violates the fundamental economic principle that “demand
curves almost always slope downward,” which holds that, all other things being equal,
consumers buy less of a product when the price goes up. See id. In another anomalous result,
Dr. Warren-Boulton found that, based on the simulator data, cutting the price of TaxCut Online
Basic from $29.95 to $14.95 approximately doubles its predicted market share, but cutting the
price only to $19.95 greatly reduces its market share.? 1d. Dr. Warren-Boulton also found that
analysis of different print outs of simulator data in the HRB Powerpoint may yield inexplicably
different results. For example, relying on the data on one page of the simulator Powerpoint, Dr.
Meyer determined that the “the diversion rate from HRB to TaxACT is only 1.6 percent.” DX

17 (Meyer Rep.) at 37. Yet, Dr. Warren-Boulton applied the same methodology for calculating

22 Dr. Meyer testified at the hearing that these anomalies are not reflected in the underlying simulator Excel data, but
rather appear only in the printouts of simulator data contained in the internal HRB Powerpoint. In addition, Dr.
Meyer explained that she redid her calculations excluding the anomalous data and came up with the same
conclusions. See Meyer, TT, 9/12/11 p.m., at 45-47. Dr. Meyer never identified the source or cause of the
anomalies, however. Id. at 49.
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the diversion rate to the simulator data reflected on another slide of the same Powerpoint
purporting to show the same simulator data as applied to a different scenario. This calculation
yielded the “wildly different estimate” of a 32.4 percent diversion rate from HRB to TaxACT.
See GX 665 (Warren-Boulton Reply Rep.) at 10. These inconsistent and anomalous results
provide additional reasons to discredit the diversion ratios Dr. Meyer predicted from the
simulator data.
ii. 2011 Email Survey

Dr. Meyer’s analysis also relied on a 2011 email survey of TaxACT customers
commissioned by the defendants.”® See DX 17 (Meyer Rep.) at 20, 38. In April 2011, TaxACT
and HRB jointly commissioned this survey “to determine to which products TaxACT’s
customers would switch if those customers were displeased with TaxACT because of price,
quality, or functionality.” Id. at 20. The survey asked one primary question: “If you had
become dissatisfied with TaxACT’s price, functionality, or quality, which of these products or
services would you have considered using to prepare your federal taxes?” GX 604 (Survey
Summary) at 1. The survey then offered the respondents a list of other products or services from
which to choose and instructed them to select all applicable options. Id. The list of options that
respondents were given varied somewhat depending on the respondents’ filing status and the
payments they had made for their 2011 tax returns.?* 1d. A follow-up question asked the

respondents to narrow their selections to a single choice. Id.

2 Prior to the hearing in this case, the government filed a motion in limine to exclude this survey from evidence and
to limit Dr. Meyer’s opinion to the extent it relied on the survey. See ECF No. 60. The government argued that the
survey’s wording and methodology made it inherently unreliable and therefore inadmissible. While the Court noted
that the government had identified a number of defects in the methodology and wording of the survey, the Court
concluded that these defects did not undermine the survey and the expert’s reliance on it so overwhelmingly as to
render the survey inadmissible, especially in a bench trial. See Memorandum Opinion and Order on Motion in
Limine, September 6, 2011, ECF No. 84.

% The response options varied among four different categories of filers, which are discussed further below. For
example, the list of options presented to filers who completed a free federal tax return and no state return were: “I
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The research firm conducting the survey initially sent out 46,899 email requests to
TaxACT customers inviting them to participate in the survey and then subsequently targeted
24,898 customers who had purchased a federal tax return product but not a state product. 1d.
Survey respondents were also asked screening questions to determine their membership in one of
four categories of customers: (1) those who paid to complete both a federal and state tax return;
(2) those who completed a free federal return and paid to complete a state return; (3) those who
completed a paid federal return but did not complete a state return; and (4) those who completed
a free federal return and did not complete a state return. Id.

A total of 1,089 customers responded to the survey. Id. at 1-3. The response rates for the
four categories of customers were: (1) 2.45 percent for paid federal / paid state filing (422); (2)
2.08 percent for free federal / paid state filing (245); (3) 0.6 percent for paid federal / no state
filing (182); and (4) 1.7 percent for free federal / no state filing (240). Id.

Dr. Meyer opined that “this survey is closer to the concept of a diversion ratio than are
data on overall switching between products.” DX 17 (Meyer Rep.) at 20 n.85. Based on the
survey’s results, she concluded that the survey “provides direct evidence that digital DI'Y
products compete with pen-and-paper” because the percentage of TaxACT customers who
reported that, if they were dissatisfied with TaxACT, they would switch to pen-and-paper in each
group ranged from 27 to 34 percent. DX 17 (Meyer Rep.) at 20. Dr. Meyer also noted that the
survey showed that few TaxACT customers would switch to H&R Block At Home, since only 4
to 10 percent of respondents selected that option. Id. at 38. Accordingly, Dr. Meyer found this

outcome indicative that “HRB is not a particularly close competitor to TaxACT.” Id.

would prepare myself without help,” “TurboTax Free Edition,” “H&R Block at Home Free Edition,” “Free TaxUSA
Free Edition,” “Complete Tax Free Basic,” “An Accountant,” “I would use a product on FFA [i.e., Free File
Alliance],” “TaxSlayer Free Edition,” “Jackson Hewitt Free Basic,” “Tax$imple Free Basic,” and “Other.” GX604
at 2.
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In response to Dr. Meyer’s reliance upon this survey, the government submitted a rebuttal
expert report from Dr. Ravi Dhar, a professor of management at Yale University, which credibly
critiques the survey on several levels.® GX 623 (Dhar Rep.). Most fundamentally, the
government points out that the phrasing of the survey question — which asks about dissatisfaction
with “TaxACT’s price, functionality, or quality” — appears to ask a hypothetical question about
switching, not diversion based solely on a price change. Since the phrasing of the survey
question conflates customer concerns about price, functionality, or quality, the government
argues that the survey cannot shed any light on customer reactions to price changes alone. See
id. at 5. Further, to the extent that the wording of the question addresses price, it does not ask
about a change in price, but rather suggests a change in the customer’s satisfaction with
TaxACT’s existing price. See id.

At the hearing, Dr. Meyer explained that she viewed the email survey data as “closer to
diversion than is pure switching data” because switching could occur for any reason at all, while
the survey only asked about potential switching due to dissatisfaction with “price, functionality,
or quality.” Meyer, TT, 9/13/11 a.m., at 87. Yet the Court finds that almost any reason for
switching from a product could be characterized as dissatisfaction with the “functionality” or
“quality” offered by the product in some respect. Therefore, the survey question does not come
much closer to identifying diversion ratios than pure switching data does. Moreover, since there
is extensive IRS data reflecting actual switching behavior in the marketplace — as opposed to the
hypothetical switching behavior asked about in the email survey — the Court will not rely on the
“diversion ratios” suggested by the 2011 email survey.

Furthermore, additional defects in the 2011 email survey’s methodology also render the

reliability of its findings questionable. First, the high level of non-response to the defendants’

% Dr. Dhar did not testify in person at the hearing, but provided an expert report and affidavit.
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email invitations to participate in the survey could have biased the results. Dr. Dhar explained
that the “level of nonresponse . . . is extremely high (more than 98%)” and that the “extremely
low response rates makes it difficult to determine whether the results were impacted by a certain
segment who were systematically more likely to respond to the survey (e.g., those who were
price sensitive or time insensitive) in relation to those who did not respond.” GX 623 (Dhar
Rep.) at 10. The Court agrees that non-response bias is a potential pitfall of the survey. See
University of Kansas v. Sinks, No. 06-2341, 2008 WL 755065, at *4 (D. Kan. Mar. 19, 2008)
(noting, in trademark case, that a consumer survey response rate of “2.16% appears, by any
standard, to be quite low.”). Second, by providing survey respondents with a pre-selected list of
alternative options, rather than letting respondents respond organically, the survey leads
respondents to think about the market for tax preparation services in the same terms that the
defendants do, which may have led respondents to select options they otherwise would not have
selected. Since the survey’s question essentially asks about hypothetical switching, and since the
actual IRS switching data in this case reflect a much larger sample size without the
methodological deficiencies of the 2011 survey, the Court declines to rely on the purported
diversion ratios calculated from the email survey.

On the whole, the Court views Dr. Warren-Boulton’s expert analysis as more persuasive
than Dr. Meyer’s.?® First, Dr. Warren-Boulton’s testimony was generally more credible than Dr.
Meyer’s.?” Second, the diversion ratios that Dr. Meyer calculated from the pricing simulator and

the 2011 email survey are unreliable, as discussed above. Without these simulated diversion

%6 Of course, the Court remains cognizant that the plaintiff bears the burden of proof in demonstrating the relevant
market.

%" For example, Dr. Meyer’s description of the pricing simulator survey as one in which the “pricing of the various
options changed across scenarios” was inaccurate insofar as several of the most significant products for the purposes
of Dr. Meyer’s analysis did not have any prices associated with them at all. See discussion supra.
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ratios, little remains of Dr. Meyer’s expert conclusions apart from her analysis of documents in
the record.

Dr. Warren-Boulton’s analysis is not without its limitations. The main shortcoming for
his approach is that he relied on switching data as a proxy for diversion. Since there is evidence
in the record that switching among different products in the broader tax preparation industry
occurs for reasons other than price competition, switching cannot serve as a complete proxy for
diversion. Even so, the Court credits Dr. Warren-Boulton’s conclusion that switching data can
provide a “reasonable second estimate” of diversion ratios here. Therefore, the Court finds that
Dr. Warren-Boulton’s analysis tends to confirm that the relevant market is DDIY, although the
Court would not rely on his analysis exclusively. As explained above, however, the full body of
evidence in this case makes clear that DDIY is the correct relevant market for evaluating this
merger.

B. Likely Effect on Competition

1. The Plaintiff’s Prima Facie Case

Having defined the relevant market as DDIY tax preparation products, “the Court must
next consider the likely effects of the proposed acquisition on competition within that market.”
Swedish Match, 131 F. Supp. 2d at 166. The government must now make out its prima facie
case by showing “that the merger would produce ‘a firm controlling an undue percentage share
of the relevant market, and [would] result[ ] in a significant increase in the concentration of firms
in that market.”” Heinz, 246 F.3d at 715 (quoting Philadelphia Nat’l Bank, 374 U.S. at 363).
“Such a showing establishes a ‘presumption’ that the merger will substantially lessen

competition.” Id.
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“Market concentration, or the lack thereof, is often measured by the Herfindahl-
Hirschmann Index (‘HHI’).” 1d. at 716. “The HHI is calculated by totaling the squares of the
market shares of every firm in the relevant market. For example, a market with ten firms having
market shares of 20%, 17%, 13%, 12%, 10%, 10%, 8%, 5%, 3% and 2% has an HHI of 1304
(20% + 172 + 13% + 122 + 10° + 10% + 8% + 52 +32 +2%).” Id. at 715 n.9. Sufficiently large HHI
figures establish the government’s prima facie case that a merger is anticompetitive. 1d. Under
the Horizontal Merger Guidelines, markets with an HHI above 2500 are considered “highly
concentrated” and mergers “resulting in highly concentrated markets that involve an increase in
the HHI of more than 200 points will be presumed to be likely to enhance market power.”
Merger Guidelines § 5.3.

In this case, market concentration as measured by HHI is currently 4,291, indicating a
highly concentrated market under the Merger Guidelines. GX 121 (Warren-Boulton Rep.) at 38.
The most recent measures of market share show Intuit with 62.2 percent of the market, HRB
with 15.6 percent, and TaxACT with 12.8 percent. GX 27. These market share calculations are
based on data provided by the IRS for federal tax filings for 2010, the most recent data available.

The defendants argue that market share calculations based exclusively on federal filing
data are insufficient to meet the plaintiff’s burden in establishing its alleged relevant product
market, which includes both federal and state filings. Defs.” Post-Trial Mem. at 12-13. The
Court rejects this argument. State tax return products are typically sold as add-ons to or in
combination with federal return products and the Court finds that there is little reason to
conclude that the market share proportions within the state DDIY segment would be significantly
different from federal DDIY. See GX 600 at 8 (HRB market research study stating that “[t]he

desire to file State and Federal taxes together, and, inherently, for ease/convenience overruled all
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other rationales for the method chosen for State taxes.”). While, as defendants point out, many
customers of federal tax return DDIY products do not also purchase state returns, that may be
because they live in states without income tax or because their state returns are simple enough to
prepare very easily without assistance. See Dunn, TT, 9/8/11 a.m., at 48-49. A reliable,
reasonable, close approximation of relevant market share data is sufficient, however. FTC v.
PPG Indus., Inc., 798 F.2d 1500, 1505 (D.C. Cir. 1986). Further, the defendants’ own ordinary
course of business documents analyze the market based on IRS federal e-file data, without
reference to state filings, even though the defendants’ clearly sell state tax return products. See,
e.g., GX 27.

The proposed acquisition in this case would give the combined firm a 28.4 percent
market share and will increase the HHI by approximately 400, resulting in a post-acquisition HHI
of 4,691. Id. These HHI levels are high enough to create a presumption of anticompetitive
effects. See, e.g., Heinz, 246 F.3d at 716 (three-firm to two-firm merger that would have
increased HHI by 510 points from 4,775 created presumption of anticompetitive effects by a
“wide margin”); Swedish Match, 131 F. Supp. 2d at 166-67 (60 percent market share and 4,733
HHI established presumption). Accordingly, the government has established a prima facie case
of anticompetitive effects.

“Upon the showing of a prima facie case, the burden shifts to defendants to show that
traditional economic theories of the competitive effects of market concentration are not an
accurate indicator of the merger’s probable effect on competition in these markets or that the
procompetitive effects of the merger are likely to outweigh any potential anticompetitive
effects.” CCC Holdings, 605 F. Supp. 2d at 46. “The courts have not established a clear

standard that the merging parties must meet in order to rebut a prima facie case, other than to
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advise that ‘[t]he more compelling the prima facie case, the more evidence the defendant must
present to rebut [the presumption] successfully.”” Id. at 46-47 (quoting Baker Hughes, 908 F.2d
at 991). Even in cases where the government has made a strong prima facie showing:
[iJmposing a heavy burden of production on a defendant would be particularly anomalous
where, as here, it is easy to establish a prima facie case. The government, after all, can
carry its initial burden of production simply by presenting market concentration statistics.
To allow the government virtually to rest its case at that point, leaving the defendant to

prove the core of the dispute, would grossly inflate the role of statistics in actions brought
under section 7. The Herfindahl-Hirschman Index cannot guarantee litigation victories.

Baker Hughes, 908 F.2d at 992. Thus, ultimately,“[t]he Supreme Court has adopted a totality-of-
the-circumstances approach to the [Clayton Act], weighing a variety of factors to determine the
effects of particular transactions on competition.” 1d. at 984. With these observations in mind,
the Court will evaluate the parties’ evidence and arguments about the likely effect of the
transaction on competition in the DDIY market.

2. Defendants’ Rebuttal Arguments

a. Barriers to Entry

Defendants argue that the likelihood of expansion by existing DDIY companies besides
Intuit, HRB, and TaxACT will offset any potential anticompetitive effects from the merger.
Courts have held that likely entry or expansion by other competitors can counteract
anticompetitive effects that would otherwise be expected. See Heinz, 246 F.3d at 717 n.13
(“Barriers to entry are important in evaluating whether market concentration statistics accurately
reflect the pre- and likely post-merger competitive picture.”); Baker Hughes, 908 F.2d at 987
(“In the absence of significant barriers, a company probably cannot maintain supracompetitive
pricing for any length of time.”). According to the Merger Guidelines, entry or expansion must
be “timely, likely, and sufficient in its magnitude, character, and scope to deter or counteract the

competitive effects of concern.” Merger Guidelines § 9; see also CCC Holdings, 605 F. Supp.
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2d at 47; United States v. Visa USA, Inc., 163 F. Supp. 2d 322, 342 (S.D.N.Y. 2001) (entry must
be “timely, likely, and [of a] sufficient scale to deter or counteract any anticompetitive
restraints”). “Determining whether there is ease of entry hinges upon an analysis of barriers to
new firms entering the market or existing firms expanding into new regions of the market.” CCC
Holdings, 605 F. Supp. 2d at 47 (quoting FTC v. Cardinal Health, Inc., 12 F. Supp. 2d 34, 55
(D.D.C. 1998)). In this case, the parties essentially agree that the proper focus of this inquiry is
on the likelihood of expansion by existing competitors rather than new entry into the market.?®
See Defs.” Post-Trial Mem. at 21-22. Since the government has established its prima facie case,
the defendants carry the burden to show that ease of expansion is sufficient “to fill the
competitive void that will result if [defendants are] permitted to purchase” their acquisition
target. Swedish Match, 131 F. Supp. 2d at 169.

In describing the competitive landscape, the defendants note there are eighteen
companies offering various DDIY products through the FFA. Defs.” Post-Trial Mem. at 22.
Most of these companies are very small-time operators, however. The defendants acknowledge
this fact, but nevertheless contend that the companies “TaxSlayer and TaxHawk are the two
largest and most poised to replicate the scale and strength of TaxACT.” Id. at 23. Witnesses
from TaxSlayer and TaxHawk were the only witnesses from other DDIY companies to testify at
the hearing. As such, the Court’s ease of expansion analysis will focus on whether these two

competitors are poised to expand in a way that is “timely, likely, and sufficient in its magnitude,

%8 New entrants to the market would not only face all of the barriers to expansion already faced by the existing small
firms offering DDIY products, they would also have to develop their own products, including a software platform
and a sufficient level of tax expertise. For entry to be considered timely, it typically must occur within
approximately two years post-merger. See Commentary on the Horizontal Merger Guidelines (2006) at 45-46
(discussing prior Merger Guidelines 8 3.2, which specified that timely entry should occur within two years). It is
unlikely that an entirely new entrant to the market could compete meaningfully with the established DDIY firms
within that time frame.
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character, and scope to deter or counteract” any potential anticompetitive effects resulting from
the merger.

TaxHawk runs five different websites, including FreeTaxUSA.com, that all market the
same underlying DDIY product. Kimber, TT, 9/12/11 a.m., at 12, 40. TaxHawk was founded in
2001, three years after TaxACT, although it has a significantly smaller market share of 3.2
percent. Id. at 11; GX 27. TaxHawk’s vice-president and co-founder, Mr. Dane Kimber,
testified that the company has the technical infrastructure to grow by five to seven times the
number of customers in any given year. Kimber, TT, 9/12/11 a.m., at 21. TaxHawk’s marketing
strategy relies substantially on search engine advertising and search term optimization, including
by using the FreeTaxUSA.com domain name, which contains the keywords “free” and “tax.”
See id. at 19-27. Despite having been in business for a decade, its products are functionally
more limited than those of Intuit, HRB, and TaxACT in various ways. See PFF { 185. Although
TaxHawk services the forms that cover most taxpayers, its program does not service all federal
forms, it excludes two states’ forms in their entirety, and it does not service city income tax
forms for major cities that have income taxes — notably, New York City. Kimber, TT, 9/12/11
a.m., at 44. In fact, Mr. Kimber testified that the company would likely need another decade
before its DDIY products could fully support all the tax forms. 1d. at 45. The reason is that
TaxHawk is what Mr. Kimber “like[s] to call . . . a “lifestyle” company. We like the lifestyle we
have as owners. We want our employees to have a life, if you will. 1 do feel we have the
expertise to [expand functionality] more rapidly, but we choose not to.” Id. Mr. Kimber also
testified that TaxHawk had suddenly experienced an unprecedented growth rate of over 60
percent since April 2011, id. at 20-21, but that the company had not done any analysis to attempt

to explain this unanticipated (and presumably welcome) growth. 1d. at 39.
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TaxHawk’s relaxed attitude toward its business stands in stark contrast to the
entrepreneurial verve that was apparent throughout the testimony of Mr. Dunn and that has been
rewarded by the impressive growth of TaxACT over the years. In short, TaxHawk is a very
different company from TaxACT. TaxHawk is a small company that has developed a string of
search-engine-optimized DDIY websites, which deliver a sufficient income stream to sustain its
owners’ comfortable lifestyle, without requiring maximal effort on their part. While TaxHawk’s
decision to prioritize a relaxed lifestyle over robust competition and innovation is certainly a
valid one, expansion from TaxHawk that would allow it to compete “on the same playing field”
as the merged company appears unlikely. Chicago Bridge & Iron Co. N.V. v. FTC, 534 F.3d
410, 430 (5th Cir. 2008).

After TaxHawk, TaxSlayer is the next largest DDIY competitor, with a 2.7 percent
market share. GX 27. TaxSlayer.com launched in 2003, although the same company started
selling a software product to tax professionals several years earlier. Rhodes, TT, 9/12/11 a.m., at
71. TaxSlayer is part of the same corporate family as Rhodes Murphy, a tax firm that provides
assisted tax preparation through sixteen retail offices in the Augusta, Georgia area. Id. The
company is a family business and James Brian Rhodes, the product manager of TaxSlayer and
the son of the company’s founder, testified at the hearing. Id. at 70,73. Mr. Rhodes testified
that, in the event of an increase in TaxACT’s prices or a decrease in its quality, he “believe[s]
that [TaxSlayer is] poised and ready to take those customers who would want to go elsewhere for
lower prices.” Id. at 81. TaxSlayer’s marketing strategy relies heavily on sponsorship of
sporting events, including the Gator Bowl and NASCAR. Id. at 75. TaxSlayer typically invests
{a significant amount of its budget in marketing}. Rhodes, TT, 9/12/11 a.m. (sealed), at 86, 92.

For example, TaxSlayer plans to spend ${redacted} on marketing in 2012 based on 2011
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revenues of ${redacted}. Id. at 84, 87. Despite this {high} level of marketing spending,
TaxSlayer’s DDIY market share has not changed substantially since 2006, despite steady growth
in TaxSlayer’s revenue and number of units sold. See id. at 94-96; GX 21-7 (IRS e-file share
data chart showing 2.5 percent share for TaxSlayer in 2006 and 2.7 percent in 2010). Rather,
TaxSlayer’s growth in unit sales and revenue has come from maintaining the same slice of an
expanding pie — the growing DDIY market. See GX 21-7.

TaxSlayer’s stable market share despite its {significant} marketing expenditure as a
proportion of revenue points to what the government considers the key barrier to entry in this
market — the importance of reputation and brand in driving consumer behavior in purchasing
DDIY products. Simply put, tax returns are highly personal documents that carry significant
financial and legal consequences for consumers. Consumers, therefore, must trust and have
confidence in their tax service provider. As one of TaxACT’s bankers put it a confidential
memorandum, “[t]ax filers must have confidence that sensitive data is being handled with care
and that returns are processed in a secure, error-free and timely manner.” GX 125 at 12.

Building a reputation that a significant number of consumers will trust requires time and
money. As HRB’s former CEO noted, it takes millions of dollars and lots of time to develop a
brand. Bennett, TT, 9/6/11 p.m., at 30. TaxACT’s offering memoranda also point to the
difficulty in building a brand in the industry as a barrier to competition. See GX 28-24 at 2SS-
CORPe-2419 (2009 memorandum stating “With over 11 years of building reliable, robust
software solutions, 2SS has created a valuable brand within the online tax preparation market
which Management believes would take years of competitive investment to replicate.”). In the
DDIY industry, the Big Three incumbent players spend millions on marketing and advertising

each year to build and maintain their brands, dwarfing the combined spending of the smaller
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companies. For example, in tax year 2009, Intuit, HRB, and TaxACT collectively spent
approximately {over $100 million} on marketing and advertising. GX 29 (Intuit Decl.) { 38; GX
61-22 at 3; GX 138 at 37. By contrast, {TaxSlayer and TaxHawk spent a significantly smaller
amount}.?® Rhodes, TT, 9/12/11 a.m. (sealed), at 95; GX 25 (TaxHawk Decl.) { 14.

Even TaxACT’s successful business strategy has been premised on the notion that it
cannot outspend Intuit and HRB on marketing. Dunn, TT, 9/7/11 p.m., at 71-72. The massive
marketing expenditures of the two major DDIY firms create high per customer acquisition costs
and limit the easy marketing channels that are open to smaller competitors. See, e.g., id. at 88-89
(noting that “Web advertising is the most competitive. . . | think [TaxACT is] going to get shut
out on Yahoo [the popular web portal]. I think Intuit is going to buy it lock, stock and barrel,”
and explaining that this outcome would hurt TaxACT’s business if it doesn’t find effective
alternative advertising venues). Rather than attempting to outspend HRB and Intuit, TaxACT’s
growth strategy has largely depended on providing “great customer service, a great product, and
a great customer experience” and then relying on word-of-mouth referrals to spread the
awareness of the brand. Id. at 71-72. This process is inherently time-consuming and difficult to
replicate.

In support of their argument that TaxSlayer and TaxHawk are poised to expand in
response to a price increase, the defendants emphasize that these companies “are at about the
same position in terms of customer base as TaxACT was in 2002, which was the year before it
did the Free For All [offer on] the FFA.” Meyer, TT, 9/12/11 p.m., at 130. The government

points out, however, that there are two flaws in this comparison, even assuming that TaxSlayer

% The defendants attempt to reframe this disparity by noting that their calculation of TaxSlayer’s projected tax
season 2015 marketing budget would slightly surpass the amount of TaxACT’s actual 2011 marketing budget.
Defs.” Post-Trial Mem. at 23. Setting aside the validity of the defendants’ aggressive projections of TaxSlayer’s
2015 budget, a proper comparison would have to be founded upon a comparable projection of TaxACT’s 2015
budget—not TaxACT’s actual 2011 numbers, for which the relevant comparison is TaxSlayer’s 2011 numbers.
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and TaxHawk were TaxACT’s competitive equals. First, while these companies may have a
similar number of customers to TaxACT in 2002 in absolute terms, TaxACT’s market share at 8
percent was already significantly larger than the market shares of these firms today, despite the
fact that TaxACT had been in the market for fewer years. See GTX 17.

Second, the DDIY market has matured considerably since 2002, in parallel with the
general ripening of various online industries during the past decade. Notably, the pool of pen-
and-paper customers has dwindled as DDIY preparation has grown. Thus, the “low hanging
fruit” of DDIY customer acquisition may have been plucked. See GX 296 (Houseworth Dep.) at
66-68 (noting that “there’s probably only two or three years of continued mid teens category
growth for online” because of the shrinking pool of new potential customers that can be
converted from the pen-and-paper method). This trend suggests existing market shares may
become further entrenched and that growing market share may be even harder, especially
because there are barriers to switching from one DDIY product to another. For example, the
hearing evidence showed that it is difficult to import prior-year tax return data across DDIY
brands. If a taxpayer uses, say, TurboTax or TaxACT in one year, then when the taxpayer
returns the next year, the program can automatically import the prior year’s data, which is not
only convenient but can also help the taxpayer identify useful tax information, such as carry
forwards and available deductions. Dunn, TT, 9/8/11 a.m., at 111-14. Currently, it is not
possible to import much of this data if the taxpayer switches to a competitor’s product. 1d.
Thus, this feature lends a “stickiness” to each particular DDIY product once a customer has used
it.

Upon consideration of all of the evidence relating to barriers to entry or expansion, the

Court cannot find that expansion is likely to avert anticompetitive effects from the transaction.
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The Court will next consider whether the evidence supports a likelihood of coordinated or
unilateral anticompetitive effects from the merger.
b. Coordinated Effects

Merger law “rests upon the theory that, where rivals are few, firms will be able to
coordinate their behavior, either by overt collusion or implicit understanding in order to restrict
output and achieve profits above competitive levels.” CCC Holdings, 605 F. Supp. 2d at 60
(quoting Heinz, 246 F.3d at 715). The government argues that the “elimination of TaxACT, one
of the ‘Big 3’ Digital DIY firms” will facilitate tacit coordination between Intuit and HRB. Pl.’s
Post-Trial Mem. at 15. “Whether a merger will make coordinated interaction more likely
depends on whether market conditions, on the whole, are conducive to reaching terms of
coordination and detecting and punishing deviations from those terms.” CCC Holdings, 605 F.
Supp. 2d at 60 (internal quotation omitted). Since the government has established its prima facie
case, the burden is on the defendants to produce evidence of “structural market barriers to
collusion” specific to this industry that would defeat the “ordinary presumption of collusion” that
attaches to a merger in a highly concentrated market. See Heinz, 246 F.3d at 725.

The defendants argue the primary reason that coordinated effects will be unlikely is that
Intuit will have no incentive to compete any less vigorously post-merger. The defendants assert
that the competition between Intuit and HRB’s retail stores would be “fundamentally nullified if
Intuit decided to reduce the competitiveness of TurboTax.” Defs.” Post-Trial Mem. at 17.
Further, defendants contend that Intuit has no incentive to reduce the competitiveness of its free
product because it views its free product as a critical driver of new customers. Id. at 17-18
Therefore, the defendants conclude that if HRB does not compete as aggressively as possible

with its post-merger products, it will lose customers to Intuit. 1d. at 18.
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The most compelling evidence the defendants marshal in support of these arguments
consists of documents and testimony indicating that Intuit engaged in a series of “war games”
designed to anticipate and defuse new competitive threats that might emerge from HRB post-
merger. See GX 293 (Intuit Dep.) at 98-101; DX 84. The documents and testimony do indicate
that Intuit and HRB will continue to compete for taxpayers’ patronage after the merger—indeed,
in the DDIY market, they would be the only major competitors. This conclusion, however, is not
necessarily inconsistent with some coordination. As the Merger Guidelines explain, coordinated
interaction involves a range of conduct, including unspoken understandings about how firms will
compete or refrain from competing. See Merger Guidelines 8 7.

In this case, the government contends that coordination would likely take the form of
mutual recognition that neither firm has an interest in an overall “race to free” in which high-
quality tax preparation software is provided for free or very low prices. Indeed, the government
points to an outline created as part of the Intuit “war games” regarding post-merger competition
with HRB that also indicates an Intuit employee’s perception that part of HRB’s post-merger
strategy would be to “not escalate free war: Make free the starting point not the end point for
customers.” GX 293-13 at INT-D0J0015942.%° Since, as defendants point out, DDIY
companies have found “free” offers to be a useful marketing tool, it is unlikely that free offers

would be eliminated. Rather, the government argues, it is more likely that HRB and Intuit may

%0 The government also cites an informal analysis written by Adam Newkirk, an analyst for HRB’s DDIY business.
Mr. Newkirk’s analysis hypothesized that one possible reason for HRB to acquire TaxACT was that HRB and Intuit
would jointly control a large DDIY market share post-merger and would “both obviously have great incentive to
keep this channel profitable,” while other potential purchasers of TaxACT “could decide to cut prices even further . .
..” See Newkirk, TT, 9/7/11 a.m., at 100; GX 18. The Court finds that the government overemphasized the
importance and relevance of Mr. Newkirk’s analysis. The hearing testimony showed that Mr. Newkirk is a data
analyst who had no decision-making role or authority in relation to the merger and that his discussion about the
rationales for the merger was informal speculation. See Newkirk, TT, 9/7/11 p.m., at 42-44. Even so, this reasoning
— independently reached by Intuit — is essentially a précis of the government’s coordinated effects concern.
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find it “in their mutual interest to reduce the quality of their free offerings . . . offer a lower
quality free product and maintain higher prices for paid products . . ..” PFF  141.

The government points to a highly persuasive historical act of cooperation between HRB
and Intuit that supports this theory. Cf. Merger Guidelines 8§ 7.2 (“[M]arket conditions are
conducive to coordinated interaction if firms representing a substantial share in the relevant
market appear to have previously engaged in express collusion.”). After TaxACT launched its
free-for-all offer in the FFA, Intuit proposed that the firms in the market limit their free FFA
offers, a move which TaxACT opposed and which Mr. Dunn believed was an illegal restraint on
trade. Dunn, TT, 9/7/11 p.m., at 79. HRB, Intuit, and others then joined together and
successfully lobbied the IRS for limitations on the scope of the free offers through the FFA —
limitations that remain in place today. Ernst, TT, 9/7/11 a.m., at 26-27; Warren-Boulton, TT,
9/9/11 p.m., at 78. This action illustrates how the pricing incentives of HRB and Intuit differ
from those of TaxACT and it also shows that HRB and Intuit, although otherwise competitors,
are capable of acting in concert to protect their common interests.

The defendants also argue that coordinated effects are unlikely because the DDIY market
consists of differentiated products and has low price transparency. See CCC Holdings, 605 F.
Supp. 2d at 62 (recognizing the importance of price transparency to the likelihood of coordinated
effects). To the contrary, the record clearly demonstrates that the players in the DDIY industry
are well aware of the prices and features offered by competitors. Since DDIY products are
marketed to a large swath of the American population and available via the Internet, DDIY firms
can easily monitor their competitors’ offerings and pricing. The fact that competitors may offer
various discounts and coupons to some customers via email hardly renders industry pricing “not

transparent,” as defendants submit. See Defs.” Post-Trial Mem. at 21. Moreover, while
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collusion may, in some instances, be more likely in markets for homogenous products than
differentiated products, product differentiation in this market would not necessarily make
collusion more difficult. See Heinz, 246 F.3d at 716-17, 724-25 (finding likelihood of
coordinated effects in product market differentiated by brand); see also CCC Holdings, 605 F.
Supp. 2d at 65 n.42 (“[T]acit collusion may be easier when products are differentiated.”)
(quoting Lawrence A. Sullivan & Warren S. Grimes, The Law of Antitrust: An Integrated
Handbook, § 11.2e1, at 635 (2d ed. 2006)).

Other indicia of likely coordination are also present in the DDIY market. Transactions in
the market are small, numerous, and spread among a mass of individual consumers, each of
whom has low bargaining power; prices can be changed easily; and there are barriers to
switching due to the “stickiness” of the DDIY products. See CCC Holdings, 605 F. Supp. 2d at
65-66 (discussing these factors as characteristic of markets conducive to coordination); see also
supra Section I11.B.2.a (discussing the difficulty of importing data as a barrier to switching from
one DDIY product to another).

Finally, the Court notes that the “merger would result in the elimination of a particularly
aggressive competitor in a highly concentrated market, a factor which is certainly an important
consideration when analyzing possible anti-competitive effects.” Staples, 970 F. Supp. at 1083;
see also FTC v. Libbey, 211 F. Supp. 2d 34, 47 (D.D.C. 2002). The evidence presented at the
hearing from all parties demonstrated TaxACT’s impressive history of innovation and
competition in the DDIY market. Mr. Dunn’s trial testimony revealed him to be a dedicated and
talented entrepreneur and businessman, with deep knowledge and passion for providing high-
quality, low-cost tax solutions. TaxACT’s history of expanding the scope of its high-quality,

free product offerings has pushed the industry toward lower pricing, even when the two major
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players were not yet ready to follow — most notably in TaxACT’s introduction of free-for-all into
the market.

The government presses the argument that TaxACT’s role as an aggressive competitor is
particularly important by urging this Court to find that TaxACT is a “maverick.” See PI.’s Post-
Trial Mem. at 18-19. In the context of antitrust law, a maverick has been defined as a
particularly aggressive competitor that “plays a disruptive role in the market to the benefit of
customers.” Merger Guidelines 8 2.1.5. The most recent revision of the Merger Guidelines
endorses this concept and gives a few examples of firms that may be industry mavericks, such as
where “one of the merging firms may have the incentive to take the lead in price cutting or. . . a
firm that has often resisted otherwise prevailing industry norms to cooperate on price setting or
other terms of competition.” Id.

The parties have spilled substantial ink debating TaxACT’s maverick status. The
arguments over whether TaxACT is or is not a “maverick” — or whether perhaps it once was a
maverick but has not been a maverick recently — have not been particularly helpful to the Court’s
analysis. The government even put forward as supposed evidence a TaxACT promotional press
release in which the company described itself as a “maverick.” See GX 28-6. This type of
evidence amounts to little more than a game of semantic gotcha. Here, the record is clear that
while TaxACT has been an aggressive and innovative competitor in the market, as defendants
admit, TaxACT is not unique in this role. Other competitors, including HRB and Intuit, have
also been aggressive and innovative in forcing companies in the DDIY market to respond to new
product offerings to the benefit of consumers. See Defs.” Post-Trial Mem. at 20.

The government has not set out a clear standard, based on functional or economic

considerations, to distinguish a maverick from any other aggressive competitor. At times, the
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government has emphasized TaxACT’s low pricing as evidence of its maverick status, while, at
other times, the government seems to suggest that almost any competitive activity on TaxACT’s
part is a “disruptive” indicator of a maverick. For example, the government claims that “[m]ost
recently, TaxACT continued to disrupt the Digital DI'Y market by entering the boxed retail
software segment of the market, which had belonged solely to HRB and [Intuit].” PI.’s Post-
Trial Mem. at 19. Credible evidence at the hearing, however, showed {otherwise}. See Dunn,
TT, 9/8/11 p.m. (sealed), at 4. Moreover, the Court credits Mr. Dunn’s explanation that TaxACT
has little interest in selling boxed retail software because he believes this market segment is
{redacted} not particularly significant. See Dunn, TT, 9/7/11 p.m. (sealed), at 123 ({redacted}).

What the Court finds particularly germane for the “maverick’” or “particularly aggressive
competitor” analysis in this case is this question: Does TaxACT consistently play a role within
the competitive structure of this market that constrains prices? See Staples, 970 F. Supp. 1083
(finding “merger would result in the elimination of a particularly aggressive competitor in a
highly concentrated market” where the merger would remove competition between “the two
lowest cost and lowest priced firms” in the market); Merger Guidelines § 2.1.5 (noting maverick
concerns may arise where “one of the merging firms may have the incentive to take the lead in
price cutting or [with] . . . a firm that has often resisted otherwise prevailing industry norms to
cooperate on price setting or other terms of competition.”). The Court finds that TaxACT’s
competition does play a special role in this market that constrains prices. Not only did TaxACT
buck prevailing pricing norms by introducing the free-for-all offer, which others later matched, it
has remained the only competitor with significant market share to embrace a business strategy
that relies primarily on offering high-quality, full-featured products for free with associated

products at low prices.

65

139



Case 1:11-cv-00948-BAH Document 108 Filed 11/10/11 Page 66 of 86

Moreover, as the plaintiff’s expert, Dr. Warren-Boulton, explained, the pricing incentives
of the merged firm will differ from those of TaxACT pre-merger because the merged firm’s
opportunity cost for offering free or very low-priced products will increase as compared to
TaxACT now. See Warren-Boulton, 9/9/11 p.m., at 14-16. In other words, the merged firm will
have a greater incentive to migrate customers into its higher-priced offerings — for example, by
limiting the breadth of features available in the free or low-priced offerings or only offering
innovative new features in the higher-priced products. See Commentary on the Horizontal
Merger Guidelines (2006) at 24 (noting the importance of asking “whether the acquired firm has
behaved as a maverick and whether the incentives that are expected to guide the merged firm’s
behavior likely would be different.”).

While the defendants oppose the government’s maverick theory, they do not deny that
TaxACT has been an aggressive competitor. Indeed, they submit that “that’s why H&R Block
wants to buy them.” Defs.” Closing Argument, TT, 10/3/11 a.m., at 132. HRB contends that the
acquisition of TaxACT will result in efficiencies and management improvements that “will lead
to better, more effective, and/or cheaper H&R Block digital products post-merger” that are better
able to compete with Intuit. Defs.” Post-Trial Mem. at 17. This argument is quite similar to the
argument of the defendants in Heinz, which some commentators have described as arguing that
the merger would create a maverick. Heinz, 246 F.3d at 720-22; see Jonathan B. Baker,
Mavericks, Mergers, and Exclusion: Proving Coordinated Competitive Effects Under the
Antitrust Laws, 77 N.Y.U. L. Rev. 135, 184 (2002). While the district court in Heinz accepted
this argument that the merger would enhance rather than stifle competition, the D.C. Circuit
reversed, finding that the “district court’s analysis [fell] short of the findings necessary for a

successful efficiencies defense” in that case. Heinz, 246 F.3d at 721. As explained more fully in
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Section 111.B.2.d below, the defendants’ efficiency arguments fail here for some of the same
reasons the D.C. Circuit identified in Heinz.

Finally, the defendants suggest that coordinated effects are unlikely because of the ease
of expansion for other competitors in the market. As detailed above in the Court’s discussion of
barriers to entry and expansion, the Court does not find that ease of expansion would counteract
likely anticompetitive effects.

Accordingly, the defendants have not rebutted the presumption that anticompetitive
coordinated effects would result from the merger. To the contrary, the preponderance of the
evidence suggests the acquisition is reasonably likely to cause such effects. See id. at 711-12
(finding, in market characterized by high barriers to entry and high HHI figures, that “no court
has ever approved a merger to duopoly under similar circumstances.”).

C. Unilateral Effects

A merger is likely to have unilateral anticompetitive effect if the acquiring firm will have
the incentive to raise prices or reduce quality after the acquisition, independent of competitive
responses from other firms. See Swedish Match, 131 F. Supp. 2d at 169; Merger Guidelines § 6
(“The elimination of competition between two firms that results from their merger may alone
constitute a substantial lessening of competition.”). “The extent of direct competition between
the products sold by the merging parties is central to the evaluation of unilateral price effects.”
Merger Guidelines 8 6.1. As Judge Collyer in CCC Holdings explained:

Unilateral effects in a differentiated product market are likely to be profitable under the

following conditions: (1) the products must be differentiated; (2) the products controlled

by the merging firms must be close substitutes, i.e., “a substantial number of the
customers of one firm would turn to the other in response to a price increase”; (3) other
products must be sufficiently different from the products offered by the merging firms

that a merger would make a small but significant and non-transitory price increase
profitable for the merging firm; and (4) repositioning must be unlikely.
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605 F. Supp. 2d at 68 (citing Oracle, 331 F. Supp. 2d at 1117-18).3* Since the Court has already
found that the preponderance of the evidence shows a reasonable likelihood of coordinated
effects, the Court need not reach the issue of unilateral effects. See id. at 67. The Court will
discuss it, however, since there has been substantial argument on this topic and the Court’s
findings regarding unilateral effects bolster the conclusion that this proposed merger would
violate Section 7 of the Clayton Act. As with coordinated effects, since the government has
established its prima facie case, the burden is on the defendants to produce evidence showing
that the presumption of anticompetitive effects that attaches to a merger in a highly concentrated
market is unfounded, but the ultimate burden of proof remains with the government.
I. Elimination of Direct Competition Between the Merging Parties

The government argues that unilateral effects are likely because the merger will eliminate
head-to-head competition between HRB and TaxACT that has benefited taxpaying American
consumers. Much of the evidence indicating direct competition between HRB and TaxACT is
discussed above in relation to the market definition. See supra Section I11.A. The government
emphasizes that HRB has lowered its DDIY prices to better compete with free online products,
the category pioneered by TaxACT, and has directly considered TaxACT’s prices in setting its
own prices. See GX 53 at 2, 8; GX 188; GX 199 at 5-9. HRB has also determined the nature of
its free offerings in response to competitive activity from TaxACT. See, e.g., GX 304 at 5 (HRB
changed timing of FFA offering in response to TaxACT’s offer); GX 44 (recognizing need to
compete with TaxACT offerings); GX 79 (comparing contemplated free product description on
HRB’s website with TaxACT’s website); GX 51 at 4 (noting launch of free online products
intended “[tJo match competitor offerings and stem online share loss to Intuit and TaxACT”).

The government also points to HRB documents that appear to acknowledge that TaxACT has put

%! The first criterion in this analysis is satisfied because it is undisputed that DDIY products are differentiated.
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downward pressure on HRB’s pricing ability. See GX 296-16 at 20-21 (noting TaxACT’s
association with the “commoditization of online space” and downward price pressure from
commoditization); GX 20 at 11 ({redacted}). From all of this evidence, and the additional
evidence discussed in this opinion, it is clear that HRB and TaxACT are head-to-head
competitors.
ii. Pledge to Maintain TaxACT’s Current Prices

Defendants press a few different arguments against a finding of likely unilateral
anticompetitive effects. First, the defendants have pledged to maintain TaxACT’s current prices
for three years.®®> While the Court has no reason to doubt that defendants would honor their
promise, this type of guarantee cannot rebut a likelihood of anticompetitive effects in this case.
See Cardinal Health, 12 F. Supp. 2d at 64 (finding that “even with such guarantees [to maintain
prices], the mergers would likely result in anti-competitive prices.”). Even if TaxACT’s list
price remains the same, the merged firm could accomplish what amounts to a price increase
through other means. For example, instead of raising TaxACT’s prices, it could limit the
functionality of TaxACT’s products, reserving special features or innovations for higher priced,
HRB-branded products. The merged firm could also limit the availability of TaxACT to
consumers by marketing it more selectively and less vigorously. Indeed, the defendants concede
that one immediate effect of the merger will be the removal of TaxACT from the IRS-sponsored
FFA website, a marketing channel whose importance the defendants themselves emphasize in
their argument regarding barriers to expansion. See Dunn, TT, 9/7/11 p.m., at 76-77; Defs.’

Post-Trial Mem. at 22.

% Before the hearing, the plaintiff filed a motion in limine to exclude evidence relating to this guarantee. ECF No.
44, Following oral argument at the pre-hearing conference, the plaintiff withdrew this motion. See Minute Entry
dated September 2, 2011.
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iii. Value Versus Premium Market Segments

Second, defendants argue that HRB and TaxACT are not particularly close competitors.
The defendants contend that HRB and TaxACT largely compete in distinct segments of the
market — with HRB in the higher-priced, “premium” segment and TaxACT in the lower-priced,
“value” segment.*® The defendants also argue that there can be no unilateral effects because the
evidence shows that both TaxACT and HRB are closer competitors to TurboTax than to each
other. Defs.” Post-Trial Mem. at 15.

As part of the argument that HRB and TaxACT focus on separate value and premium
segments, the defendants argued that for several years in the mid-2000s, HRB was trapped in the
“murky middle” between TaxACT’s value offerings and Intuit’s premium offerings. See DX 17
(Meyer Rep.) at 29; Meyer, TT, 9/13/2011 a.m., at 103-107. The defendants argue that, in recent
years, HRB has positioned itself more clearly as a premium provider, as evidenced by the fact
that the list price of its online federal plus state DDIY product has tracked Intuit’s price more
closely since 2010. See DX 17 (Meyer Rep.) at 29. This comparison is misleading because it
focuses solely on the comparison of the list prices for the companies’ highest-priced products.
See id. at 29 n.116. During the past few years, while HRB has increased the list price of its top-
priced DDIY offering, it has also more heavily marketed free products. See GX 51 at 4; see also
Meyer, TT, 9/13/2011 a.m., at 105-106. Accordingly, since 2008, HRB’s average DDIY sales

price has declined, while the average revenue per paid customer has remained roughly the same.

%% In the defendants’ submissions to the Antitrust Division of the DOJ prior to this litigation, the defendants
appeared to emphasize this “value” and “premium” distinction as the basis for their definition of the relevant market.
See GX 135 at 14-15; GX 629 at 18-30. As a result, the government accuses the defendants of having “tacked back
and forth” regarding their proposed relevant market definition. PI.’s Post-Trial Mem. at 1-2. While the Court agrees
that the import of the hearing testimony about value and premium products was not always clear, the defendants’
counsel clarified during closing arguments that the “only real relevance” of the premium versus value distinction
was to show that HRB and TaxACT are not closest the competitors for the purposes of unilateral effects analysis.
Defs.” Closing Argument, TT, 10/3/2011 a.m., at 93-94.
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See GX 296-7 (“Digital Tax Solutions FY11 Actual Deep Dive”) at 1; Meyer, TT, 9/13/11 a.m.,
at 107-108.

Further, the evidence discussed above indicating direct price and feature competition
between HRB and TaxACT negates the conclusion that they operate in separate value and
premium segments of the market. There are certainly occasional references to different pricing
levels in the defendants’ documents. See GX 20 at 11 (HRB document noting {redacted})
(emphasis added). This hardly means that the companies are not in close competition, however.
Rather, as Mr. Dunn’s testimony reflects, TaxACT competes with capital-rich HRB and Intuit by
offering high-quality products at substantially lower prices. See Dunn, TT, 9/7/11 p.m., at 71-72
(noting that rather than attempting to outspend its richer competitors on marketing, TaxACT’s
growth strategy has depended on providing “great customer service, a great product, and a great
customer experience” for a much lower price, including free). Id. This type of healthy
competition benefits taxpaying consumers.

The fact that Intuit may be the closest competitor for both HRB and TaxACT also does
not necessarily prevent a finding of unilateral effects for this merger. See Areeda & Hovenkamp,
1914, 77-80 (explaining that the merging parties need not be the closest rivals for there to be
unilateral anticompetitive effects); see also Commentary on the Horizontal Merger Guidelines
(2006) at 28 (“A merger may produce significant unilateral effects even though a non-merging
product is the “closest’ substitute for every merging product . . .”). Using a simple estimate of
diversion based on market share would indeed suggest that HRB and TaxACT are each other’s

second closest rivals after Intuit.** See GX 121 (Warren-Boulton Rep.) at 44 (explaining that

* The relevance of the diversion estimates provided by the expert economists to the unilateral effects analysis is
discussed more fully below.
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using market share to estimate diversion is a “benchmark’ assumption in standard empirical
models of consumer demand).
iv. Merged Company’s Combined Market Share

Another argument that the defendants present against a likelihood of unilateral effects is
that, in their view, unilateral effects cannot be demonstrated where the combined firm’s market
share does not surpass a certain threshold. The defendants point out that in Oracle, the court
stated that “[a] presumption of anticompetitive effects from a combined share of 35% in a
differentiated products market is unwarranted. Indeed, the opposite is likely true.” 331 F. Supp.
2d at 1123. The Oracle court stated that “[t]o prevail on a differentiated products unilateral
effects claim, a plaintiff must prove a relevant market in which the merging parties would have
essentially a monopoly or dominant position.” Id. Some commentators have criticized this
standard, however, because “impermissible price increases . . . can be achieved on far lower
market shares” than Oracle’s standard evidently requires. Areeda & Hovenkamp § 914, at 84.
Indeed, Judge Brown’s subsequent opinion from this Circuit in Whole Foods implied that a
market definition itself may not even be required for proving a Section 7 violation based on
unilateral effects. See Whole Foods, 548 F.3d at 1036. In a footnote, Judge Brown explained
that “a merger between two close competitors can sometimes raise antitrust concerns due to
unilateral effects in highly differentiated markets. In such a situation, it might not be necessary

to understand the market definition to conclude a preliminary injunction should issue.”* 1d. at

% «As a matter of applied economics, evaluation of unilateral effects does not require a market definition in the
traditional sense at all.” Areeda & Hovenkamp 1 913a, at 66. This is so because unilateral effects analysis focuses
on measuring a firm’s market power directly by “estimating the change in residual demand facing the post-merger
firm. ‘Residual demand’ refers to the demand for a firm’s goods after the output of all other competing firms has
been taken into account.” Id. at 63. If market power itself can be directly measured or estimated reliably, then in
theory market definition is superfluous, at least as a matter of economics, because “[i]dentifying a market and
computing market shares provide an indirect means for measuring market power.” Id. { 532a at 242-43; see also id.
f1521c. The 2010 revisions to the Merger Guidelines also appear to reflect this understanding. See Merger
Guidelines § 4 (“The Agencies’ analysis need not start with market definition. Some of the analytical tools used by
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n.1 (citation omitted). The Court therefore declines the defendants’ invitation, in reliance on
Oracle, to impose a market share threshold for proving a unilateral effects claim.*
V. Post-Merger Dual Brand Strategy

HRB’s plans for the post-merger company raise anticompetitive questions. Post-merger,
HRB’s stated plan is to maintain both the HRB and TaxACT brands —with the HRB-brand
focusing on higher priced-products and the TaxACT brand focusing on the lower-priced
products. See Bennett, TT, 9/6/11 a.m., 101-102; DX 1005 at 1. HRB’s general pre-merger
pricing strategy has been to price its products a bit below Intuit’s products. Bennett, TT, 9/6/11
a.m., at 99. Part of HRB’s post-merger strategy, however, appears to involve raising prices on
HRB-branded products. Under this two-brand strategy, HRB would price its “premium” HRB-
branded products equal to or above Intuit’s prices. See Bennett, TT, 9/6/11 a.m., 101-102; DX
1005 at 1. At the same time, the company would “offer TaxACT as its free and value brand.”
DX 17 (Meyer Rep.) at 78. Yet, the defendants have never convincingly explained how this

two-brand strategy would work in practice because defendants have repeatedly emphasized how

the Agencies to assess competitive effects do not rely on market definition, although evaluation of competitive
alternatives available to customers is always necessary at some point in the analysis.”). As a legal matter, however,
a market definition may be required by Section 7 of the Clayton Act. See Brown Shoe, 370 U.S. at 324
(“[D]etermination of the relevant market is a necessary predicate to a finding of a violation of the Clayton Act
because the threatened monopoly must be one which will substantially lessen competition ‘within the area of
effective competition.” Substantiality can be determined only in terms of the market affected. The ‘area of effective
competition” must be determined by reference to a product market (the ‘line of commerce’) and a geographic market
(the “section of the country’).” ) (internal citation omitted); see also Heinz, 246 F.3d at 719 n.17 (“Courts interpret
‘line of commerce’ [in the language of the Clayton Act] as synonymous with the relevant product market.”). The
Court is not aware of any modern Section 7 case in which the court dispensed with the requirement to define a
relevant product market, although Judge Brown’s opinion in Whole Foods may be read to endorse this possibility in
accordance with the evolving understandings in economics. See Whole Foods, 548 F.3d at 1036 (Brown, J.) (stating
that the Baker Hughes analytical framework, which “rests on defining a market and showing undue concentration in
that market,” “does not exhaust the possible ways to prove a § 7 violation on the merits”).

* The Commentary on the Merger Guidelines, for its part, explains that while “[a]s an empirical matter, the
unilateral effects challenges made by the Agencies nearly always have involved combined shares greater than 35%,”
“the Agencies may challenge mergers when the combined share falls below 35% if the analysis of the mergers’
particular unilateral competitive effects indicates that they would be likely substantially to lessen competition.”
Commentary on the Horizontal Merger Guidelines (2006) at 26. “Combined shares less than 35% may be
sufficiently high to produce a substantial unilateral anticompetitive effect if the products are differentiated and the
merging products are especially close substitutes . . ..” Id.
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important “free” product offerings are for all DDIY brands. See DFF { 185 (“Free is a highly
profitable method of acquiring customers for H&R Block.”); DX 600 at 10 (HRB Board of
Directors presentation for merger approval stating that after the merger TaxACT would be the
“low cost value provider focused on free” but that the company would “[c]ontinue to offer a free
product in the HRB brand to drive client acquisition”).

Part of the government’s concern with HRB’s two-brand strategy is that the incentives
for the combined firm in marketing and developing the TaxACT product would be quite different
from the incentives that exist in the current market. HRB may feel comfortable raising its
“premium” prices because it knows that consumers looking for lower-cost DDIY options would
be most likely to migrate to TaxACT, the established “value leader” in the market. Since HRB
will also control TaxACT post-merger, however, HRB can still ensure that TaxACT’s value
proposition does not get “too good” and undermine the paid HRB products with the highest
profit margins. For example, HRB might restrict the features of TaxACT’s free and low-cost
products to ensure they do not cannibalize sales of HRB’s higher priced offerings. Indeed,
assuming that there are high barriers to entry and expansion, this strategy would appear logical
because it would maximize HRB’s profit per customer. Post-merger, TaxACT will not have the
same incentives it has today to develop robust free and low-cost offerings that can compete with
the functionality offered by HRB and Intuit. See Warren-Boulton, TT, 9/8/11 p.m., at 32-33.
Thus, this merger could potentially have the effect of stifling price and feature competition
compared with maintaining TaxACT as an independent firm.

Vi. Merger Simulation Shows Likely Unilateral Price Increase
The government’s expert economist, Dr. Warren-Boulton, did a merger simulation

analysis that suggests a unilateral price increase is likely. Warren-Boulton, TT, 9/9/11 a.m., at 5-

74

148



Case 1:11-cv-00948-BAH Document 108 Filed 11/10/11 Page 75 of 86

11; GX 121 (Warren-Boulton Rep.) at 52. The key factors in this simulation are HRB and
TaxACT’s price-cost margins and the diversion ratios between their products. Cf. Swedish
Match, 131 F. Supp. 2d at 169 (“High margins and high diversion ratios support large price
increases, a tenet endorsed by most economists.”).
(a). Diversion Ratios Between the Merging Parties’ DDIY Products

As explained above, the diversion rate from TaxACT to HRB measures the proportion of
customers that would leave TaxACT in response to a price increase and switch to HRB. Dr.
Warren-Boulton’s report explains that higher diversion rates between merging parties “allow the
firms to recapture more lost sales following a price increase, and therefore lead to greater upward
pricing pressure and post-merger unilateral price increases.” GX 121 (Warren-Boulton Rep.) at
44. Dr. Warren-Boulton estimated diversion ratios from two sources: the parties’ DDIY market
share data and the IRS switching data.®’ 1d. at 44-48.

By assuming diversion rates in accordance with market share, Dr. Warren-Boulton
estimated the diversion rate from TaxACT to HRB to be 12 percent and from HRB to TaxACT
to be 14 percent. Id. at 44-45. Dr. Warren-Boulton notes that these diversion estimates likely
underestimate what the actual post-merger diversion rates will be since the merged company will
likely implement marketing strategies to keep customers within the umbrella of the combined
company. Id. at 45.

Dr. Warren-Boulton estimated diversion ratios using IRS switching data as well. As
discussed above in Section I11.A.3.a, he also used this switching data to test the relevant market
definition. As previously noted in that prior discussion, switching data is not equivalent to

diversion, since diversion measures switching in response to a price increase as opposed to all

%" Dr. Warren-Boulton declined to rely on the defendants’ proposed diversion data, derived from their consumer
surveys, for the reasons already discussed supra in Section I11.A.3.
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switching generally. In particular, Dr. Warren-Boulton found that switching data is especially
likely to overstate diversion from DDIY products to assisted preparation. 1d. at 46-47.
Therefore, Dr. Warren-Boulton discounted the switching rates from DDIY to assisted by half to
correct for this effect.® 1d. After this correction, Dr. Warren-Boulton calculated estimated
diversion rates from TaxACT to HRB and from HRB to TaxACT of 12 percent. Id.at 47-48.
(b).  Price-Cost Margins
The next step in his analysis was to estimate the firms’ price-cost margins. “All else
equal, higher margins lead to greater unilateral price increases because the value of recaptured
sales is higher.” 1d. at 48. Using a procedure described in his report, Dr. Warren-Boulton
estimated {that the merging parties have high margins}. 1d. at 49. The merger simulation also
required quantities of units sold and average revenue per unit. Dr. Warren-Boulton obtained this
data from the companies’ submissions. Id. at 50.
(c).  Simulation Results
Using all of these data, Dr. Warren-Boulton performed a linear demand Bertrand model
simulation. Id. at 51. Unless there are significant efficiencies from the merger that are passed on
to consumers, this simulation predicts a unilateral price increase.® Id. at 52. Assuming
diversion ratios according to market share, the model predicts TaxACT’s price will increase by
12.2 percent and HRB’s price by 2.5 percent. 1d. Assuming diversion ratios based on the IRS
switching data as discussed above, the model predicts TaxACT’s price will increase by 10.5

percent and HRB’s price by 2.2 percent. Id.

% As a basis for this conclusion that switching data overstates diversion and for his choice to discount the DDIY-to-
assisted switching rate by half, Dr. Warren-Boulton relies upon HRB documents that suggest that more than half of
switching from DDIY to assisted occurs for reasons unrelated to price, such as a change in tax complexity. GX 121
(Warren-Boulton Rep.) at 46 n.128 (citing GX 635, GX 126). He also relies on IRS data showing that customers
switching from DDIY to assisted were twice as likely to have a complexity increase as taxpayers who stayed within
DDIY. Id. at 47.

¥ As discussed in Section 111.B.2.d below, the Court finds most of defendants’ claimed efficiencies are not merger-
specific or unverifiable.
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(d).  Critique of the Simulation’s Unilateral Effects Results

The defendants attack Dr. Warren-Boulton’s simulation on several grounds. The
defendants reiterate their critique that switching data is an inappropriate proxy for diversion data.
Further, defendants criticize the way in which Dr. Warren-Boulton discounted the switching
rates from DDIY products to assisted preparation. See Warren-Boulton, TT, 9/9/9 p.m., at 60-
65. In addition, the defendants contend that Dr. Warren-Boulton’s simulator model is flawed
because it will always predict a price increase with any positive diversion and because the model
is “static,” does not take various factors into account, such as the parties’ different products,
innovation, and marketing, and would never predict that a firm would offer free products, even
though free products are a staple of the industry. DX 17 (Meyer Rep.) at 74-75.

The Court agrees that Dr. Warren-Boulton’s discounting by half of the switching data
from DDIY to assisted appears imprecise. Dr. Warren-Boulton clarified in his report, however,
that “the model still predicts significant unilateral harm when non-discounted switching rates are
used to approximate diversion rates.” GX 121 (Warren-Boulton Rep.) at 47. Further, and more
importantly, Dr. Warren-Boulton also estimated diversion ratios based on market share and the
Court has concluded above that DDIY is the appropriate relevant product market.*

As for the defendants’ critiques about Dr. Warren-Boulton’s economic model itself, Dr.
Warren-Boulton addressed these directly. First, insofar as the model will predict at least some
price increase absent efficiencies with any positive diversion ratios, Dr. Warren-Boulton

explained that outcome is fully consistent with correct economic theory. GX 665 (Warren-

“® The defendants suggest that Dr. Warren-Boulton’s reliance on market share as an estimate of diversion ratios is
somewhat circular in that his market shares derive from his market definition, which, in turn, relied on his use of
switching data as a proxy for diversion ratios. DX 17 (Meyer Rep.) at 76. As discussed above, however, the
Court’s finding that DDIY is the correct relevant product market is not dependent on Dr. Warren-Boulton’s analysis.
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Boulton Reply Rep.) at 14 (“Economic theory concludes that absent merger specific efficiencies,
a merger between competing firms will cause the merging firms to increase their prices by at
least some amount. Thus, it is not a deficiency, but a strength, of merger simulation models that
they reflect this aspect of economic reality.”). In response to the critique that his “static” model
would never predict that companies would offer free products, Dr. Warren-Boulton contends that
because free DDIY products are often packaged with other paid products, these “free” products
actually provide the companies with a positive average revenue per free unit, which his model
does take into account. See id. at 14-15. As for the remaining critiques that the model does not
factor in marketing or innovation, Dr. Warren-Boulton replies that any model is inherently a
simplification of the real world, but there is no reason to assume these factors negate the price
effect findings of the model. Id.

The Court finds that the merger simulation model used by the government’s expert is an
imprecise tool, but nonetheless has some probative value in predicting the likelihood of a
potential price increase after the merger. The results of the merger simulation tend to confirm
the Court’s conclusions based upon the documents, testimony, and other evidence in this case
that HRB and TaxACT are head-to-head competitors, that TaxACT’s competition has
constrained HRB’s pricing, and that, post-merger, overall prices in the DDIY products of the
merged firms are likely to increase to the detriment of the American taxpayer.

vii.  Repositioning Unlikely to Defeat Unilateral Price Increase

Repositioning by smaller competitors in response to a unilateral price increase is unlikely
for the same reasons discussed above regarding barriers to entry and expansion. See Merger
Guidelines § 6.1 (“Repositioning is a supply-side response that is evaluated much like entry, with

consideration given to timeliness, likelihood, and sufficiency.”).
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Repositioning by Intuit is also unlikely due to the coordinated effects incentives
discussed above. The Merger Guidelines make clear that a unilateral price increase may be
defeated where “non-merging firms [are] able to reposition their products to offer close
substitutes for the products offered by the merging firms.” Merger Guidelines § 6.1. Since the
Court has already found that HRB and Intuit would have coordinated pricing incentives post-
merger, that finding implies that repositioning by Intuit would not prevent HRB from raising
prices. By relying on its finding of coordinated effects to predict the likelihood of repositioning
by Intuit, the Court acknowledges that its unilateral effects finding is not strictly “unilateral” in
the sense that it does take coordination into account. The case law and the Merger Guidelines,
however, require that “repositioning” be considered in assessing unilateral effects, and the
repositioning inquiry necessarily entails a consideration of the likely actions of other competitors
in response to a price increase. See CCC Holdings, Inc., 605 F. Supp. 2d at 67 (noting that the
distinction between coordinated and unilateral effects “has more significance in law than it does
in economics” and citing expert testimony describing the distinction as “artificial”).

viii.  Finding Unilateral Anticompetitive Effects Likely

On balance, and considering the evidence as a whole, the Court finds that, absent
efficiencies, the plaintiff has demonstrated a reasonable likelihood of unilateral effects by a
preponderance of the evidence. See Swedish Match, 131 F. Supp. 2d at 169 (finding likelihood
of unilateral price increase where merger would eliminate one of the larger merging firm’s

77 L

“primary direct competitors,” “the third largest selling” brand “that has consistently played a role
in constraining the price” of the larger firm’s products); see also Staples 970 F. Supp. at 1083
(finding anticompetitive effects where the “merger would eliminate significant head-to-head

competition between the two lowest cost and lowest priced firms in the . . . market.”).
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The Court will now turn to the defendants’ final rebuttal argument — the existence of
significant, merger-specific efficiencies.

d. Post-Merger Efficiencies

One of the key benefits of a merger to the economy is its potential to generate
efficiencies. See Heinz, 246 F.3d at 720. As the Merger Guidelines recognize, merger-generated
efficiencies can “enhance the merged firm’s ability and incentive to compete, which may result
in lower prices, improved quality, enhanced service, or new products.” Merger Guidelines § 10.
Courts have recognized that a showing of sufficient efficiencies may rebut the government’s
showing of likely anticompetitive effects. Heinz, 246 F.3d at 720. High market concentration
levels require “proof of extraordinary efficiencies,” however, and courts “generally have found
inadequate proof of efficiencies to sustain a rebuttal of the government’s case.” Id. (citation
omitted).

“[T]he court must undertake a rigorous analysis of the kinds of efficiencies being urged
by the parties in order to ensure that those ‘efficiencies’ represent more than mere speculation
and promises about post-merger behavior.” Id. at 721. As the Merger Guidelines explain,
“[c]ognizable efficiencies are merger-specific efficiencies that have been verified and do not
arise from anticompetitive reductions in output or service.” Merger Guidelines § 10.
Efficiencies are inherently “difficult to verify and quantify” and “it is incumbent upon the
merging firms to substantiate efficiency claims” so that it is possible to “verify by reasonable
means the likelihood and magnitude of each asserted efficiency, how and when each would be
achieved (and any costs of doing so), how each would enhance the merged firm’s ability and
incentive to compete, and why each would be merger-specific.” Id. In other words, a

“cognizable” efficiency claim must represent a type of cost saving that could not be achieved

80

154



Case 1:11-cv-00948-BAH Document 108 Filed 11/10/11 Page 81 of 86

without the merger and the estimate of the predicted saving must be reasonably verifiable by an
independent party.

The defendants claim that “H&R Block’s primary motivation for the TaxACT acquisition
IS to achieve significant synergies that will enable H&R Block to provide better products at a
lower price and to compete more effectively.”* Defs.” Post-Trial Mem. at 24. The defendants
predict that they will achieve over ${redacted} million in annual efficiencies in ten different
areas.*? 1d. at 24-25.

The chart below summarizes the defendants’ claimed efficiencies and predicted annual

cost savings:

1 «Cognizable efficiencies” are a subset of “synergies.” “Synergies” refer more generally to any business
performance benefits that result from the merger of two companies. See Zmijewski, TT, 9/19/11 a.m., at 99.

*2 Originally, the defendants claimed 11 efficiencies, including an efficiency related to {redacted}. This task is
“really not an efficiency” but “an additional cost,” Dunn, TT, 9/8/11 p.m. (sealed) at 7, and defendants do not
reference it in their proposed findings of fact. DFF { 291.
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Efficiency Description Estimated Annual
Cost Saving

1. Online IT {redacted} ${redacted} million

2. Emerald Card Allowing TaxACT’s prepaid debit card offerings | ${redacted} million
to be fulfilled through HRB’s bank

3. H&R Block Funding TaxACT’s refund anticipation checks ${redacted} million

Bank Refund through HRB’s bank

Anticipation

Checks

4. {redacted} {redacted} ${redacted}million

5. {redacted} {redacted} ${redacted} million

6. {redacted} {redacted} ${redacted} million

7. Corporate {redacted} ${redacted} million

Website

8. Software IT {redacted} ${redacted} million

9. Download {redacted} ${redacted} million

Fulfillment

10. {redacted} {redacted} ${redacted}million

DFF 1 292; see also DX236-007.

Dr. Mark E. Zmijewski, an expert witness for the government, analyzed the defendants’
alleged efficiencies and concluded that — with the exception of {one efficiency related to
eliminating third-party contracts} — the proposed efficiencies identified by the defendants are
either not merger-specific or not verifiable.** See generally GX 664 (Zmijewski Rep.).

The Court agrees with Dr. Zmijewski that the defendants have not demonstrated that

their claimed efficiencies are merger-specific. If a company could achieve certain cost savings

*% Dr. Zmijewski is a professor of accounting and deputy dean at The University of Chicago Booth School of
Business and a founder and principal of Navigant Economics, a consulting firm. GX 664 (Zmijewski Rep.) at5. He
holds a Ph.D. in accounting. Id.
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without any merger at all, then those stand-alone cost savings cannot be credited as merger-
specific efficiencies. The defendants must show that their “efficiencies . . . cannot be achieved
by either company alone because, if they can, the merger’s asserted benefits can be achieved
without the concomitant loss of a competitor.” Heinz, 246 F.3d at 722. For example, if HRB’s
{redacted} are not running in the most efficient, cost-effective manner, it is hard to see why a
merger with TaxACT is necessary to improve their cost structure. The reasons HRB claims it
has higher {redacted} costs than TaxACT include (1) that TaxACT has lower labor costs in
Cedar Rapids than HRB has in Kansas City and (2) that TaxACT is simply more cost conscious.
Bowen, TT, 9/15/11 p.m., (sealed), at 104-105. Plainly, then, HRB could therefore achieve at
least some of the {redacted} cost savings on its own — by relocating {redacted} and taking a
more cost conscious attitude toward them. Likewise, the efficiencies related to bringing HRB’s
outsourced {redacted} functions in-house are unlikely to be wholly merger-specific.

Similarly, the defendants’ IT-related efficiencies, which account for the largest efficiency
claims, are not entirely merger-specific either. Both TaxACT and HRB witnesses testified that
{redacted} — suggesting that the platform consolidation would result in at least some merger-
specific efficiencies. See Dunn, TT, 9/8/11 p.m. (sealed), at 16-17; Bowen, TT, 9/15/11 p.m.
(sealed), at 67-68. One way in which {redacted}. Dunn, TT, 9/8/11 p.m. (sealed), at 16-17;
Bowen, TT, 9/15/11 p.m. (sealed), at 67-68; Bowen, TT, 9/19/11 a.m., at 12. Thus, the IT
consolidation efficiency actually can be thought of as entailing two distinct consolidations: (1)
{redacted} and (2) HRB’s platform will be merged with TaxACT’s platform. Bowen, TT,
9/19/11 a.m., at 12. Yet the claimed IT efficiency is not discounted for whatever savings HRB
could obtain by {performing the first consolidation} on its own — an option the company

considered in the past but did not adopt — and the defendants did not present evidence explaining

83

157



Case 1:11-cv-00948-BAH Document 108 Filed 11/10/11 Page 84 of 86

why, as a technical matter, {performing the first consolidation} would not be feasible or, in fact,
would not be more feasible than {the double consolidation}. Bowen, TT, 9/19/11 a.m., at 12;
9/15/11 p.m. (sealed) at 75. The IT efficiencies also apparently account for cost reductions
associated with TaxACT’s more cost-conscious culture and practices. See Dunn, TT, 9/8/11 a.m.
(sealed), at 5 (“for Block to achieve these [efficiencies] would require them to come up with an
entirely different corporate culture {redacted}.”).

Even if the efficiencies were entirely merger-specific, many of them are also not
independently verifiable. As Dr. Zmijewski explained, for the various efficiencies that involve
the activities now performed by HRB or its vendors that are proposed to be transferred to
TaxACT, TaxACT’s predicted cost figures for taking over these activities were not based on an
analysis of facts that could be verified by a third party. Instead, TaxACT based its cost estimates
on management judgments. GX 664 (Zmijewski Rep.) at 22-25. By comparison, HRB’s
estimated costs for the relevant activities were rooted in accounting and planning documents
prepared in the ordinary course of business.

The testimony at the hearing confirmed that TaxACT’s recurring cost estimates were
largely premised on its managers experiential judgment about likely costs, rather than a detailed
analysis of historical accounting data. See, e.g., Dunn, TT, 9/8/11 p.m. (sealed), at 28-31. While
reliance on the estimation and judgment of experienced executives about costs may be perfectly
sensible as a business matter, the lack of a verifiable method of factual analysis resulting in the
cost estimates renders them not cognizable by the Court. If this were not so, then the efficiencies
defense might well swallow the whole of Section 7 of the Clayton Act because management
would be able to present large efficiencies based on its own judgment and the Court would be

hard pressed to find otherwise. The difficulty in substantiating efficiency claims in a verifiable
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way is one reason why courts “generally have found inadequate proof of efficiencies to sustain a
rebuttal of the government’s case.” Heinz, 246 F.3d at 720 (citation omitted); see also Staples,
970 F. Supp. at 1089 (finding “defendants failed to produce the necessary documentation for
verification” of efficiencies).

Particular scrutiny of HRB’s efficiencies claims is also warranted in light of HRB’s
historical acquisitions. In 2006, HRB acquired a software company called TaxWorks, which was
renamed “RedGear.” Bowen, TT, 9/15/11 p.m. (sealed), at 84. For the RedGear acquisition,
which was much smaller in scale than the proposed TaxACT deal, HRB projected a total of
${redacted} million in efficiencies over three years. GX 1459 (February 2009 “Taxworks
Financial Analysis”) at 5. HRB failed to achieve these {efficiencies} {redacted}. Id. In this
case, the efficiency estimates are much more aggressive, in that defendants are claiming
approximately ${redacted} million in efficiencies for 2013 and ${redacted} million in annual
savings going forward thereafter, as opposed to ${redacted} million over three years. See
Bowen, TT, 9/15/11 p.m. (sealed), at 77-78. While HRB has attempted to learn from the
mistakes of the RedGear acquisition, id. at 85-87, the Court finds that this history only
underscores the need for any claimed efficiencies to be independently verifiable in order to
constitute evidence that can rebut the government’s presumption of anticompetitive effects.

Considering all of the evidence regarding efficiencies, the Court finds that most of the
defendants’ claimed efficiencies are not cognizable because the defendants have not

demonstrated that they are merger-specific and verifiable.**

*In addition, the defendants have not addressed how much of the claimed efficiencies would be passed through to
consumers. See Staples, 970 F. Supp. at 1090 (analyzing projected pass-through rate for claimed efficiencies).
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IV. CONCLUSION

The Court concludes that the proposed merger between HRB and TaxACT violates
Section 7 of the Clayton Act because it is reasonably likely to cause anticompetitive effects. The
law of this Circuit supports this conclusion. In Heinz, the Court of Appeals reversed a district
court’s denial of a preliminary injunction against a merger involving the second- and third-
largest jarred baby food companies. 246 F.3d at 711-12. After noting the high barriers to entry
and high HHI figures that characterized the market, the D.C. Circuit observed that “[a]s far as we
can determine, no court has ever approved a merger to duopoly under similar circumstances.”
Id. at 717. The situation in this case is similar. The government established a prima facie case
indicating that anticompetitive effects are likely to result from the merger. The defendants have
not made a showing of evidence that rebuts the presumption of anticompetitive effects by
demonstrating that the government’s market share statistics give an inaccurate account of the
merger’s probable effects on competition in the relevant market. To the contrary, the totality of
the evidence confirms that anticompetitive effects are a likely result of the merger, which would
give H&R Block and Intuit control over 90 percent of the market for digital do-it-yourself tax
preparation products.

Accordingly, the Court will enjoin H&R Block’s proposed acquisition of TaxACT. An

appropriate Order will accompany this Memorandum Opinion.

DATED: November 10, 2011 I8l Aoyt A i
BERYL A. HOWELL
United States District Judge
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WASHINGTON, D. C. 20549
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Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

Date of Report (date of earliest event reported): November 14, 2011

H&R BLOCK, INC.

(Exact name of registrant as specified in charter)

Missouri 1-6089 44-0607856
(State of Incorporation) (Commission File Number) (I.R.S. Employer
Identification Number)

One H&R Block Way, Kansas City, MO 64105
(Address of Principal Executive Offices) (Zip Code)

(816) 854-3000

(Registrant's telephone number, including area code)

Not Applicable
(Former name or former address, if changed since last report)

Check the appropriate box below if the Form 8-K filing is intended to simultaneously satisfy the filing obligation of the registrant under any of the following
provisions (see General Instruction A.2. below):

[ ] Written communications pursuant to Rule 425 under the Securities Act (17 CFR 230.425)
[ ] Soliciting material pursuant to Rule 14a-12 under the Exchange Act (17 CFR 240.14a-12)
[ ] Pre-commencement communications pursuant to Rule 14d-2(b) under the Exchange Act (17 CFR 240.14d-2(b))

[ ] Pre-commencement communications pursuant to Rule 13e-4(c) under the Exchange Act (17 CFR 240.13e-4(c))
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Item 1.02. Termination of a Material Definitive Agreement.

H&R Block, Inc. (the “Company”), 2SS Holdings, Inc. (“2SS”), TA Associates Management, L.P., and Lance Dunn have mutually agreed effective
November 14, 2011 to terminate the Agreement and Plan of Merger dated October 13, 2010, as amended (the “Merger Agreement”), among the Company and
HRB Island Acquisition, Inc. (“Sub”), an indirect wholly owned subsidiary of the Company, 2SS, TA Associates Management, L.P. in its capacity as a
stockholder representative, and Lance Dunn in his capacity as a stockholder representative, pursuant to which Sub would have merged with and into 2SS
(the “Merger”), with 2SS continuing as the surviving corporation and an indirect subsidiary of the Company after the Merger.

A description of the terms of the Merger Agreement was included in Item 1.01 of the Current Reports on Form 8-K filed by the Company with the Securities
and Exchange Commission on October 14, 2010 and March 9, 2011 and in Item 9B of the Annual Report on Form 10-K filed by the Company with the
Securities and Exchange Commission on June 23, 2011 and, to the extent required by Item 1.02 of Form 8-K, such descriptions are incorporated by reference
in this Item 1.02 pursuant to General Instruction B.3 of Form 8-K.

As previously disclosed, the United States Department of Justice (the “DOJ”) filed a civil antitrust lawsuit in the United States District Court in Washington,

D.C. to block the Merger. On October 31, 2011, the United States District Court granted the DOJ’s motion for a permanent injunction. On November 14,

2011, the Company, 2SS, TA Associates Management, L.P. in its capacity as a stockholder representative, and Lance Dunn in his capacity as a stockholder
representative, mutually agreed to a termination of the Merger Agreement.

The Company is not expected to incur any early termination penalties as a result of the termination of the Merger Agreement.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned
hereunto duly authorized.

H&R BLOCK, INC.

Date: November 14, 2011 By: /s/ Jeffrey T. Brown
Jeffrey T. Brown
Senior Vice President and Chief Financial Officer
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EX-99.1 3 d278620dex991.htm PRESS RELEASE ISSUED JANUARY 9, 2010
Exhibit 99.1

INFOSPACE TO ACQUIRE TAXACT
Transaction Provides InfoSpace Strong Presence and Growth Opportunities in Online Consumer Tax Preparation

BELLEVUE, Wash. — January 9, 2012 — InfoSpace, Inc. (NASDAQ: INSP), a leader in online search, today announced
that it has signed a definitive agreement to acquire TaxACT, a leading provider of online tax solutions, for $287.5 million
in cash. The acquisition is subject to satisfaction of customary closing conditions and is expected to close in the first
quarter of 2012.

“The acquisition of TaxACT is significant for our Company, and consistent with our capital deployment objectives,” said
William J. Ruckelshaus, President and Chief Executive Officer of InfoSpace. “As a leading brand with a loyal, growing
customer base and a sustained track record, TaxACT is well positioned to grow in the large and enduring tax preparation
category. As the market continues its shift toward online ‘do-it-yourself” tax preparation, we are confident that we can
leverage our online expertise, TaxACT’s industry leading solutions, and the fantastic TaxACT management team to drive
future growth. The financial benefits of this transaction are compelling and provide us ongoing flexibility to invest in our
businesses to further enhance shareholder value.”

The transaction is expected to be immediately accretive to InfoSpace earnings per share, and year one return on share
holder capital is expected to exceed 16%. For the twelve months ending September 30, 2011, TaxACT had revenues of
$78.1 million and adjusted EBITDA of $37.8 million. For the twelve months ending September 30, 2011, InfoSpace and
TaxACT together generated pro forma revenue of $290.0 million, pro forma adjusted EBITDA of $72.5 million, and pro
forma non-GAAP net income of $45.6 million or $1.21 per diluted share.

Based in Cedar Rapids, lowa, TaxACT is the second largest provider of online individual income tax solutions. With
approximately 70 full-time employees, TaxACT participates in the large and growing $20 billion tax preparation market.
The Company had more than five million tax filers last season, with the vast majority of those customers filing online.

TaxACT offers the only complete free federal tax solution for “everyone.” Its offerings include the free edition, deluxe
edition, and state edition for individual tax filers, and TaxACT professional for businesses. TaxACT’s offerings are
available through a secure online delivery system, complemented by available desktop downloads and extensive tax and
IRS expertise.

“On behalf of the entire TaxACT team, I want to express my excitement as we partner with InfoSpace,” said JoAnn
Kintzel, president of TaxACT. “We are committed to
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providing a superior customer experience and working hard to ensure that everyone is comfortable using the TaxACT
products to complete their federal tax returns for free. We have the right tools, tremendous in-house expertise, and an
established consumer following. With the support of InfoSpace, we are confident that we can further strengthen our
position and capitalize on the substantial opportunities in the market for online tax preparation.”

InfoSpace will fund the acquisition through a combination of cash on hand and debt, having secured a commitment for
approximately $95 million of financing in connection with this transaction. The combined company is expected to have a
solid balance sheet with an estimated cash and short term investments in excess of $90 million.

Upon completion of the acquisition, 2« Story Software, the operating company for the TaxACT business, will become a

wholly-owned subsidiary of InfoSpace, and will continue operations in Cedar Rapids, lowa as a standalone business unit
led by the TaxACT management team. TA Associates, the majority shareholder of the TaxACT business, will sell its full
holdings as part of this transaction.

Conference Call and Webcast

InfoSpace will host a conference today at 5:30 a.m. Pacific time / 8:30 a.m. Eastern time to discuss the acquisition of
TaxACT. The live webcast and a set of slides with additional information can be accessed in the Investor Relations section
of the Company’s website, at http://www.infospaceinc.com.

About InfoSpace, Inc.

InfoSpace, Inc., a leading developer of metasearch products, is focused on bringing the best of the Web to Internet users.
InfoSpace’s proprietary metasearch technology combines the top results from several of the largest online search engines,
providing fast and comprehensive search results. InfoSpace sites include Dogpile(R) (www.dogpile.com), InfoSpace.com
(R) (www.infospace.com), MetaCrawler(R) (www.metacrawler.com), WebCrawler(R) (www.webcrawler.com), and
WebFetch(R) (www.webfetch.com). InfoSpace’s metasearch technology is also available on nearly 100 partner sites,
including content, community, and connectivity sites. In addition, the Company operates an innovative online search
engine optimization tool, WebPosition(R) (www.webposition.com). Additional information may be found at
www.infospaceinc.com.

About TaxACT

TaxACT, is a privately held company founded in 1998 and critically acclaimed as a leader in developing affordable tax
preparation software and Web-based services directly for consumers. TaxACT was the first to offer free Federal tax
software and free e-file to all American taxpayers in the 2005 tax season. TaxACT is the 2nd most visited online
destination for tax preparation services. Since 2000, TaxACT Online has assisted with more than 20 million e-filed federal
returns. TaxACT is also the only Web-based tax
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planning and preparation product to offer a year-round tax preparation solution, with Preview Versions released in
October and Final Versions released in January. Learn more about TaxACT individual, business and professional products
at www.taxact.com and in the Press Center at www.taxact.com/press.

InfoSpace.com, InfoSpace, Dogpile, MetaCrawler, WebCrawler, WebFetch, and other marks are trademarks of InfoSpace,
Inc. TaxACT and 2+ Story Software are trademarks of 2 Story Software, Inc.

HiH#

Investor Contact:

Stacy Ybarra, InfoSpace
(425) 709-8127
stacy.ybarra@infospace.com

This announcement contains forward-looking statements within the meaning of Section 274 of the Securities Act of 1933
and Section 21E of the Securities Exchange Act of 1934. Readers are cautioned not to place undue reliance on these
forward-looking statements, which speak only as of the date of this release, and which may differ significantly from actual
results due to various risks and uncertainties including, but not limited to: general economic, industry, and market sector
conditions, the timing and extent of market acceptance of developed products and services and related costs, the
successful execution of the Company’s strategic initiatives, business integration plans, operating plans, and marketing
strategies. A more detailed description of these and certain other factors that could affect actual results is included in
InfoSpace, Inc.’s most recent Annual Report on Form 10-K and subsequent reports filed with or furnished to the Securities
and Exchange Commission. InfoSpace, Inc. undertakes no obligation to update any forward-looking statements to reflect
new information, events, or circumstances after the date of this release or to reflect the occurrence of unanticipated
events.
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This opinion was unsealed by order of Judge Howell on 12/8/11.

UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA F I L E D
_ SEP 0 6 2011
UNITED STATES OF AMERICA,
Clerk, U.S. District and
Plaintiff, Bankruptcy Courts
V. Civil Action No. 11-00948 (BAH)

H&R BLOCK, INC., ef al.,

Defendants. UNS F A_{LLJE‘D

MEMORANDUM OPINION AND ORDER

The United States. through the Antitrust Division of the Department of Justice (the
“DOIJ” or the “plaintiff”), brought this civil case to enjoin the proposed acquisition of a digital
do-it-yourself tax preparation company known as TaxACT by H&R Block, another company
that sells digital do-it-yourself tax preparation products as well as provides other tax preparation
services." A preliminary injunction hearing in this case is scheduled for September 6, 2011, and
the plaintiff has filed a motion in limine to exclude evidence of an email survey commissioned
by the defendants and the portions of a defendants’ expert opinion that relies upon the survey.
For the reasons that follow, the Court denies the motion in limine.’

L. BACKGROUND

The DOJ filed this action on May 23, 2011, seeking to enjoin Defendant H&R Block,

Inc. from acquiring Defendant 2SS Holdings, Inc. (“TaxACT™), which sells digital do-it-yourself

* The Court has subject matter jurisdiction to hear this suit under 15 U.S.C. § 25, and 28 U.S.C. §§ 1331, 1337 and
1345.

* The plaintiff initially filed an additional motion in limine to exclude evidence of defendants’ guarantee to maintain
TaxACT’s current prices for three years following the acquisition. See ECF No. 44. The plaintiff withdrew that
motion at oral argument on September 2, 2011,
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tax preparation products marketed under the brand name TaxACT. Compl. § 10. Defendant TA
IX, L.P. (“TA™), owns a two-thirds interest in TaxACT.> Jd. | 11.

According to the Complaint, last year an estimated 35 to 40 million taxpayers filed their
taxes using digital do-it-yourself tax preparation products (“Digitial DIY Tax Preparation
Products™). /d 9 1. In the U.S. Digital DIY Tax Preparation Product market, the three largest
firms collectively have about 90% of the market share. /d. The leading company in the market
is Intuit, Inc., the maker of “TurboTax.” /d. 3. H&R Block’s proposed acquisition of
TaxACT, if allowed to proceed, would combine the second- and third-largest providers in the
market — i.e., H&R Block and TaxACT, respectively. /d.

The Complaint alleges that TaxACT is a “maverick”™ competitor that has a history of
“disrupting” the Digital DI'Y Tax Preparation market and has forced its competitors, including
H&R Block and Intuit, “to offer free products and increase the quality of their products for
American taxpayers.” /d. Y 28. The Complaint alleges that TaxACT has aggressively competed
with H&R Block and Intuit by providing high-quality products and services at low cost. See id.
69 30-40. The DOIJ alleges that the acquisition of TaxACT by H&R Block would reduce
competition in the industry and make anticompetitive coordination between the two major
remaining market participants — H&R Block and Intuit — substantially more likely. /d. 9 40-49.
The DOIJ alleges that therefore the proposed acquisition violates Section 7 of the Clayton Act, 15
U.S.C. § 18, and accordingly it seeks an injunction blocking H&R Block from acquiring

TaxACT. [Id 19 53-55.

¥ 2nd Story Software, Inc. (*28S™) is a wholly-owned subsidiary of 2SS Holdings, Inc., which is the entity being
purchased by H&R Block. Declaration of Lance Dunn, dated May 27, 2011 (“*Dunn Decl.”), 11 2, 4. Both 2SS and
2SS Holdings, Inc. share the same address in Cedar Rapids, lowa.
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The defendants dispute that the appropriate product market is Digital DIY Tax
Preparation products, but argue that the relevant market instead consists of “all methods of tax
preparation for the U.S. federal and state income taxes.” Report of Dr. Christine Siegwarth
Meyer, DX0017-006, at 2. Furthermore, even assuming arguendo that the plaintiff’s alleged
market definition were correct, the defendants deny that the transaction would result in
anticompetitive effects because, inter alia, "H&R Block and TaxAct are not close substitutes and
the merger is likely to lead to substantial, incremental, merger-specific efficiencies.” Joint Pre-
Ilearing Statement at 4.

A pre-hearing conference in this matter, including oral argument on the motion in limine,
was held on September 2, 2011.

I1. DISCUSSION

The plaintiff has moved. pursuant to Federal Rules of Evidence 702 and 703, to exclude
evidence of an email survey of defendants™ customers and to limit defendants’ expert opinion to
the extent that it relies on this survey (the “2011 email survey™). PL.’s Mem. in Supp. of PL."s
Mot. to Exclude the 2011 Litigation Survey and Limit Defs.” Expert Report (“Pl.’s Mem.”) at 1-
2. The plaintiff contends the survey’s “methodology falls far short of the requirements of
Federal Rules of Evidence 703 and 702 because: (1) it fails to ask a question relevant 1o this
proceeding; (2) it suffers from extraordinary non-response bias, with response rates far below
what courts have found necessary to establish reliability; and (3) the response options provided
are leading and fail to discourage guessing.” /d. at 2. For the reasons below, the Court declines

to exclude the evidence or to limit the expert’s opinion.
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A. Standard of Review

*Under Rule 702, a trial court may only admit expert testimony that is both relevant and
reliable.” Harris v. Koenig, No. 02-618, 2011 WL 2531257, at *1 (D.D.C. June 27, 2011) (citing
Kumho Tire Co. v. Carmichael, 526 U.S. 137, 141 (1999); Daubert v. Merrell Dow
Pharmaceuticals, Inc., 509 U.S. 579, 589 (1993)). “Courts take a flexible approach to deciding
Rule 702 motions and have ‘broad discretion in determining whether to admit or exclude expert
testimony.” /d. (quoting U.S. ex rel. Miller v. Bill Harbert Int’l Constr., Inc., 608 F.3d 871, 895
(D.C. Cir. 2010) (internal citation omitted). “In considering Rule 702 motions, the court
assumes only a ‘limited gate-keep[ing] role” directed at excluding expert testimony that is based
upon “subjective belief” or “unsupported speculation.” Id. (quoting Ambrosini v. Labarraque,
101 F.3d 129, 135-36 (D.C. Cir. 1996)). In addition, “the importance of the trial court’s
gatekeeper role is significantly diminished in bench trials . . . because, there being no jury, there
is no risk of tainting the trial by exposing a jury to unreliable evidence.” Whitehouse Hotel Lid.
Partnership v. Comm r of Internal Revenue, 615 F.3d 321, 330 (5th Cir. 2010). “The party
seeking to introduce expert testimony must demonstrate its admissibility by a preponderance of
the evidence.” Harris, 2011 WL 2531257, at *1 (citing Daubert, 509 U.S. at 592 n.10).

Under Rule 703, the facts or data underlying an expert’s opinion “need not be admissible
in evidence in order for the opinion or inference to be admitted™ if the facts or data are “of a type
reasonably relied upon by experts in the particular field.” Fed. R. Evid. 703. In addition, such
“facts or data that are otherwise inadmissible” may be disclosed by the proponent of the opinion

if their probative value substantially outweighs any prejudicial effect. /d.
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B. Background Regarding the 2011 Email Survey

In late April 2011, following the 2011 tax season, the defendants commissioned
Directions Research, a market research firm, to conduct an Internet-based survey of TaxACT’s
customers. GX 604. According to the defendants, during the investigation of the transaction, the
DOJ did not accept the defendants’ evidence of an “extremely low switching between the
Defendants’ products™ as an appropriate proxy for diversion — i.e., the government contended
that current switching rates are not necessarily predictive of how TaxACT customers would react
to a price increase or functionality decrease. Defs.” Mem. in Opp’n to P1.’s Mot. In Limine
("Defs.” Mem.”) at 3. The survey was therefore initiated to respond to a question raised by the
DOJ — namely, “how TaxAct consumers would react to a price increase, service decrease or
functionality decrease in the TaxAct products.” /d. The survey asked one primary question: “If
you had become dissatisfied with TaxACT’s price, functionality or quality, which of these
products or services would you have considered using to prepare your federal taxes?” GX 604
(Results of the 2011 email survey): GX623 (App’x 2 to Report of Dr. Dhar). The survey then
offered the respondents a list of eleven options, including other products or services, from which
to choose and instructed them to select all applicable options. /d. The list of options that
respondents were given varied somewhat depending on the respondents’ filing status and the
payments they had made for their 2011 tax returns.’ /d. A follow-up question asked the

respondents to narrow their selections to a single choice. /d

* The response options varied among four different categories of filers, which are discussed further below. For
example, the list of options presented to filers who completed a free federal tax return and no state return were: “I
would prepare myself without help.” “TurboTax Free Edition,” “H&R Block at Home Free Edition,” “Free TaxUSA
Free Edition,” “Complete Tax Free Basic,” “An Accountant,” ~l would use a product on FFA [i.e., Free File
Alliance],” “TaxSlayer Free Edition,” “Jackson Hewitt Free Basic,” “TaxSimple Free Basic,” and “*Other.” GX604
at 2.
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The research firm sent over 70,000 surveys via email to a statistically-random selection
of TaxACT customers inviting them to participate in the survey. Declaration of Tina Ruddy,
dated August 24, 2011 (*Ruddy Decl.”) 999, 10. Survey respondents were asked screening
questions to determine their membership in one of four categories of customers: (1) those who
paid to use TaxAct’s products for filing both federal and state tax returns (denominated in the
survey report analysis by Directions Research as “Paid Fed/Paid State”); (2) those who paid to
use TaxAct’s federal return product but not for filing the state return (“Paid Fed/No State™); (3)
those who used TaxAct’s free product for filing a federal return and paid to use a TaxAct product
to file a state return (*Free Fed/Paid State™); and (4) those who used TaxAct’s free product for
filing a federal return but not for filing the state return (“Free Fed/No State™).” GX604 (Results
of the 2011 email survey).

A total of 1,089 customers responded to the survey. /d. at 2-3. The response rates for the
four categories of customers were: (1) 2.45% for paid federal / paid state filing (422); (2) 0.6%
for paid federal / no state filing (182); (245); (3) 2.08% for free federal / paid state filing; and (4)
1.7% for free federal / no state filing (240). Id.; see also P1.’s Mem. at 3.

Defendants® expert, Dr. Christine Siegwarth Meyer, summarized the results of the survey

as follows:

[A] survey of TaxACT customers indicates that few would switch to H&R Block At Home in the event that
they were satisfied with TaxACT. In each of the four groups, the comparable HRB product was neither the
first nor second most likely alternative tax products for the respondents. The percentage of TaxACT
customers that would switch to H&R Block At Home ranged from 4 to 10 percent, with a weighted average
of only 6 percent. Instead, in each group, pen-and-paper and TurboTax were the two options with the

§ By contrast to federal tax retums, TaxAct does not provide free state return preparation software but does offer
free electronic filing of state returns to those customers who purchase a TaxAct-branded desktop software product
available at Staples retail stores. Report of Dr. Meyer 9 191-92. The Court understands the survey’s category for
“No State” to cover those respondents who did not purchase TaxAct’s state return preparation sofiware from Staples

or any other source.

172



Case 1:11-cv-00948-BAH Document 125 Filed 12/22/11 Page 7 of 15

highest responses. In only one of the four groups was HRB the third response. Instead. Free TaxUSA (Tax
Hawk) was a more prevalent choice than HRB for three of the four groups.

Report of Dr. Meyer, DX0017-042 (footnotes omitted). Based upon this analysis of the results.

Dr. Meyer opined that:

This further indicates that HRB is not a particularly close competitor to TaxACT. Following the merger,

consumers who are dissatisfied with Tax ACT will have numerous other choices to which they can and

would turn, including TurboTax, pen-and-paper, other software products, and assisted tax preparation.
Id.

C. Analysis

In order to admit expert testimony under Rule 702, the Court must find that it is “relevant
and reliable.” Kumho Tire Co., 526 U.S. at 141: Daubert, 509 U.S. at 589. “In general, Rule
702 has been interpreted to favor admissibility.” Khairkhwa v. Obama, No. 08-1805, 2011 WL
2490960, at *7 (D.D.C. May 27, 2011) (citing Daubert, 509 U.S. at 587; Fed. R. Evid. 702
Advisory Committee’s Note (2000) (A review of the caselaw after Daubert shows that the
rejection of expert testimony is the exception rather than the rule.”)). “The adversarial system
remains the ‘traditional and appropriate” mechanism for exposing ‘shaky but admissible
evidence.” /d. (citing Fed. R. Evid. 702 Advisory Committee’s Note (2000) (quoting Daubert,
509 U.S. at 596)).

Facts or data underlying an expert’s opinion that are “of a type reasonably relied upon by
experts in the particular field” need not be admissible in evidence in order for the opinion or
inference to be admitted. Fed. R. Evid. 703. Regarding survey results in particular, technical
and methodological deficiencies in a survey generally go to the weight of the evidence, not the
admissibility, unless the deficiencies are so substantial as to render the survey unreliable. See

Univ. of Kan. v. Sinks, No. 06-2341, 2008 WL 755065, at *3 (D. Kan. Mar. 19, 2008) (discussing

customer confusion survey in trademark case).
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As discussed in more detail below, having reviewed the report of defendants’ expert, Dr.
Christine Siegwarth Meyer, the Court finds that Dr. Meyer’s anticipated testimony regarding the
2011 email survey meets the criteria for admissibility. Dr. Meyer is an accomplished economist
with a Ph.D. in economics from the Massachusetts Institute of Technology. See DX0017, Ex. 1.
Her conclusions regarding the level of competition between TaxACT and H&R Block, as
expressed in her report, are not based solely upon the results of the survey to which the plaintiff
objects. See DX0017-022-26, 28-42 (discussing various documents and data to support Dr.
Meyer’s conclusions regarding competition with manual filing and unilateral effects); Meyer
Dep. 175:6-16 (I think [the 2011 email survey] — it’s an important data point. It’s not the only
data point to make any of the points that | use it to make.”) (cited in Defs.” Mem. at 18 n.58).

As for the survey itself, the Court finds that Dr. Meyer’s use of the survey as a datum in
reaching her conclusions is not unreliable. While the plaintiff has identified cogent concerns
about the wording and the methodology of the survey, the Court finds that these concerns go to
the weight, not the admissibility, of the evidence, especially in this bench hearing where there is
no concern about jury confusion or prejudice.® See Seaboard Lumber Co. v. United States, 308
F.3d 1283, 1301-02 (Fed. Cir. 2002) (noting that “concerns [about jury confusion] are of lesser

import in a bench trial,” although “Daubert standards of relevance and reliability™ still apply).

® At oral argument and in its briefs, the plaintiff urged the Court to follow United States v. Dentsply Int’l Inc., an
antitrust case in which the district court excluded a survey. 277 F. Supp. 2d 387, 436 (D. Del. 2003), rev'd on other
grounds, 399 F.3d 181 (3d Cir. 2005). The court excluded the survey in that case because it suffered from myriad
flaws: “(1) the screening questionnaire failed to identify relevant respondents; (2) the questionnaire instructions
were complex and confusing; (3) a pre-test was not conducted; (4) the response rate was low; (5) non-response bias
was not addressed; (6) respondents were unwilling or unable to devote time to take the survey seriously: (7) the
results could not be replicated; (8) a standard error measurement was not calculated; and (9) a key parameter
estimate was arbitrarily changed.” /d. at 453-54. As discussed herein, the Court finds that the deficiencies the
plaintiff has identified regarding the 2011 email survey affect the weight the Court will accord the survey, but do not
sufficiently undermine the methodology used to design, execute and analyze the survey’s results to bar admissibility.
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1. Relevance

The Court finds that the survey is relevant because it is probative of the degree to which
TaxACT and H&R Block are competitors, whether the market is defined, as alleged by the
plaintift, to be Digital DIY tax preparation products or more broadly, as alleged by the
defendants, to be all tax preparation products and services. The options provided to survey
respondents encompassed both competing Digital DIY tax preparation products as well as
alternative services.

The plaintiff argues that the survey is irrelevant because Dr. Meyer asserted in her report
that “this survey is closer to the concept of a diversion ratio than are data on overall switching
between products,” PL.”s Mem. at 5 (citing Dr. Meyer's Report at DX0017-024 n.85). According
to the plaintiff, diversion refers to “a measured customer reaction to a measured increase in
price.” Id Since the phrasing of the survey question conflates customer concerns about price,
functionality, and quality, and does not actually ask about a change in price, the plaintiff argues
that the survey cannot shed any light on customer reactions to price changes. /d. Even accepting
the plaintiff’s critique, however, would not obliterate the survey’s relevance entirely. Further,
Dr. Meyer’s report, in the portion cited by the plaintiff, did not state that the survey provided
direct evidence of diversion, but rather that “this survey is closer to the concept of a diversion
ratio than are data on overall switching between products,” which the Court understands as
expressing a different idea. While the wording of the survey question may limit its relevance on
specific issues, because the survey provides at least some indication of the products and services
that compete with TaxACT, the Court cannot say that it does not have “any tendency to make the

existence of any fact that is of consequence to the determination of the action more probable or
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less probable than it would be without the evidence.” Fed. R. Evid. 401 (defining relevant
evidence).

2. Reliability

Customer surveys generally are a type of evidence that may be reasonably relied upon by
experts in defining markets in antitrust cases. See GX622 (Christine Meyer, “Designing and
Using Surveys to Define Relevant Markets,” in Economics of Antitrust: Complex Issues in a
Dynamic Economy 101, 108 (Lawrence Wu, ed. 2007)); GX624 (Shari Seidman Diamond,
“Reference Guide on Survey Research,” in Federal Judicial Center, Reference Manual on
Scientific Evidence, hereinafter “Diamond.™ at 234-35).

In determining whether a particular survey may be admissible under Rule 703, courts
examine the validity of the survey’s methods and ask **Was the poll or survey conducted in
accordance with generally accepted survey principles, and were the results used in a statistically
correct way?” Diamond at 233-34. The methodological validity of a survey is necessarily a
question of degree. As discussed above, technical deficiencies that can be adequately explored
on cross-examination generally go to the weight, rather than the admissibility, of the evidence.
unless the methodological deficiencies are so sweeping or fundamental as to render the survey
wholly unreliable and therefore inadmissible.

a. Response Rate

The plaintiff argues that the survey is not reliable because it suffers from an
“extraordinary level of non-response bias™ due to its low response rate. Pl.’s Mem. at 7. The
plaintiff cites authority indicating that a response rate below 50% “should be regarded with
significant caution as a basis for precise quantitative statements from which the sample was

drawn.” PL.’s Mem. at 7 (citing Diamond at 245). The plaintiff’s rebuttal expert, Dr. Ravi Dhar,

10
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has concluded that the “level of nonresponse . . . is extremely high (more than 98%)" and that the
“extremely low response rates makes it difficult to determine whether the results were impacted
by a certain segment who were systematically more likely to respond to the survey (e.g., those
who were price sensitive or time insensitive) in relation to those who did not respond.” GX 623
(Report of Dr. Dhar at 10).

The defendants respond by citing authority indicating that web-based surveys typically
have significantly lower response rates than other types of surveys. Defs.” Mem. at 7-8. They
also point to jury trials in which courts have admitted surveys with response rates of 10% or
lower. Defs.” Mem. at 7-8 (citing Sinks. 2008 WL 755065, at *4; Kinetic Concepts, Inc. v.
Bluesky Med. Corp., No. SA-03-CA-0832, 2006 WL 6505346, at *6 (W.D. Tex. Aug. 11,
20006)).

The defendants further argue that the survey’s sample size and response rate comply with
industry standards for market research. A declaration from the Vice President of the market
research firm that performed the survey affirms that large national companies commonly use
similar survey results “to make business and pricing decisions.” Ruddy Decl. 4 3-4. This
declaration also states that “[t]he standard, industry-expected response rate for surveys of this
kind is generally between 1% - 2% and that, for web-based email surveys, “a response rate
above 50% is so improbable as to be considered entirely unavailable.” Ruddy Decl. 1 13, 16.

While the Court agrees with the plaintiff that the survey’s response rate “appears, by any
standard, to be quite low,” Sinks, 2008 WL 755065, at *4, this concern goes to the weight, not
the admissibility, of the evidence because the survey is not so unreliable as to be deemed
inadmissible. The Court finds that the survey’s sample size of over 1,000 TaxACT customers

from the most recent tax season, the testimony of Dr. Meyer in relying on the survey, and the

11
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testimony that the survey’s sample size and response rate are in line with industry standards for
similar surveys establish sufficient reliability to allow admission of the survey evidence. The
Court is cognizant of the detailed critique of the survey’s response rate presented by the
plaintiff’s expert, Dr. Dhar, and the Court is fully capable of taking this critique into account in
determining how much weight to accord the survey’s results in its analysis. See Sinks, 2008 WL
755065, at *4 (admitting survey despite low response rate); Kinetic Concepts, Inc., 2006 WL
6505346, at *6 (same).

b. Closed-Ended Questions and Discouragement of Guessing

The plaintiff also contends that the survey is fatally flawed because it asks only “closed-
ended, leading questions™ and that it failed to discourage guessing by not including a “no
opinion” or “I don’t know" option.

The plaintiff contends that the survey’s closed-ended response options are “severely
flawed because they are not exhaustive and fail to take into account that some people may not
switch [products] even though they are dissatisfied.” PL.’s Mem. at 9 (citing GX 623, Report of
Dr. Dhar, 19 18-19). The plaintiff also argues that, by providing survey respondents with a list of
options from which to choose, the survey “hardly mirrors competition in the marketplace where
the Big Three competitors spend millions of dollars annually to get their message in front of
potential customers. In contrast, the [survey] counterfactually de-emphasizes the significance of
brand and the millions spent building and maintaining it.” /d. at 10. In addition, the plaintiff
contends that the survey questions are leading because the response options vary depending on
the product the respondent stated he or she used during the prior tax year. Id.

The defendants respond that the questions in the survey were not inappropriately leading

and that authority cited by the plaintiff’s expert actually establishes that “closed-ended questions

12
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are more suitable for assessing choices between well-identified options or obtaining ratings on a
clear set of alternatives.” Defs.” Mem. at 8-9 (citing Diamond at 253). The defendants also note
that the questions were not wholly closed-ended in that “Other” was an option that respondents
could select. /d at 9.

By providing survey respondents with a pre-selected list of alternative options. rather
than letting respondents respond organically, the survey does lead respondents to think about the
market for tax preparation services in the same terms that the defendants do, which may have led
respondents to select options they otherwise would not have selected. This effect is not so
inherently suggestive as to render the survey’s results wholly unreliable and therefore
inadmissible, however. The survey does not appear to lead respondents to select any particular
answer; the response choices included the major market participants under both parties” views of
the market; and it also included an “Other™ option. Moreover, the survey question cannot be
considered to be as “leading” as the questions identified as problematic in the plaintiff’s cited
authority.” Accordingly, this critique goes to the weight of the evidence and not to
admissibility.

The same is true of plaintiffs® concerns about the survey’s failure to discourage guessing
by not including an “I don’t know™ option. The plaintiff argues that *“[s]urveys should explicitly
mention that it is completely appropriate for respondents to have no opinion [on] a given

question™ and that failure to include an I don’t know™ opinion skews the results by failing to

" In Novartis Consumer Health, Inc. v. Johnson & Johnson-Merck Consumer Pharms. Co..290 F.3d 578. 591 (3d
Cir. 2002), cited by the plaintiff, the Court discussed a case in which the Third Circuit identified a highly suggestive
survey question. In that case, the party offering the survey evidence sought to defend an advertisement claiming that
its medicine, Maalox, was “the strongest.” The survey at issue asked respondents the following question: “In the
commercial you just saw, they said Maalox tablets are the strongest. What does that mean to you?” The Third
Circuit held that this question improperly led respondents to answer that “strongest”™ meant something other than its
ordinary, obvious meaning. See id. at 593 (discussing Johnson & Johnson-Merck Consumer Pharm. Co. v. Rhone-
Poulene Rorer Pharms., Inc., 19 F.3d 125 (3d Cir. 1994)).

13
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provide an adequate answer for respondents who have no opinion on the question. Pl.’s Mem. at
10-11. While this concern is valid and the absence of such an I don’t know™ option does
diminish the weight the Court should accord this survey, the failure to include this option is
partially mitigated here by the inclusion of the “Other™ option. The Court does not find that this
defect so undermines the survey as to require it to be deemed inadmissible. See Kinetic
Concepts, 2006 WL 6505346, at *6 (admitting survey that did not have an “I don’t know” option
and concluding that any objections went to the weight of the survey rather than to admissibility).

3. Consideration of All Critiques

In sum. the plaintiff has identified a number of aspects about the methodology and
wording of the defendants’ 2011 email survey that will impact the weight that the Court gives
this survey in its analysis. These defects do not undermine the survey and the expert’s reliance
on it so overwhelmingly that they render the survey wholly irrelevant or unreliable—and
therefore inadmissible. While the admissibility of this survey might be a closer question in the
context of a jury trial, since this hearing is not before a jury, “the importance of the trial court’s
gatekeeper role is significantly diminished . . . because, there being no jury, there is no risk of
tainting the trial by exposing a jury to unreliable evidence.” Whitehouse Hotel Lid. Partnership,
615 F.3d at 330; accord United States v. Oracle Corporation, 331 F. Supp. 2d 1098, 1158 (N.D.
Cal. 2004) (court at injunction hearing considered government’s expert witness testimony on
product market definition despite “shortcomings™ in cited statistics and “sketchy™ statistical
tabulations based in part on “tiny sample” of Oracle customer surveys). Accordingly, the Court
will deny the motion in limine to exclude the survey and to preclude defendant’s expert from

expressing opinions based upon the survey.
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I1I. CONCLUSION
For the reasons explained above, the plaintiff’s motion in limine is DENIED. This
Memorandum Opinion and Order shall be filed under seal. On or before September 12, 2011,
the parties shall advise the Court regarding whether any portion of this Memorandum Opinion
should be redacted before public filing because it contains confidential information. In addition,
if the parties have not already filed versions of their legal memoranda that may be filed publicly,

they shall do so by September 12, 2011.

DATED: September 6, 2011 Isl sHeaiptll A, StV

BERYL A. HOWELL
United States District Judge
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A NOTE ON EXPERT EVIDENCE

As a general rule, a witness may not testify at trial to a matter on which the
witness lacks personal knowledge. Rule 602 of the Federal Rules of Evidence
provides:

A witness may not testify to a matter unless evidence is introduced sufficient to
support a finding that the witness has personal knowledge of the matter.
Evidence to prove personal knowledge may, but need not, consist of the witness’
own testimony. This rule is subject to the provisions of rule 703, relating to
opinion testimony by expert witnesses.!

Rule 702 governs the admissibility of opinion testimony by a qualified expert.2
Rule 702 embodies separate requirements on qualifications, relevance, and
reliability:

A witness who is qualified as an expert by knowledge, skill, experience,
training, or education may testify in the form of an opinion or otherwise if:

(a) the expert’s scientific, technical, or other specialized knowledge will
help the trier of fact to understand the evidence or to determine a fact in
iSsue;

(b) the testimony is based on sufficient facts or data;
(c) the testimony is the product of reliable principles and methods; and

(d) the expert has reliably applied the principles and methods to the facts of
the case.3

Subject to Rule 702 and the other rules of evidence, Rule 704(a) permits experts to
offer opinion testimony about an ultimate issue of fact in the case.* But neither Rule
702 nor Rule 704(a) allows an expert to offer legal conclusions.®

1. Fep.R.EviD. 602.

2. 1d.702.

3. 1d. 702. In limited circumstances, lay persons may give opinion testimony under Rule 701:
“If a witness is not testifying as an expert, testimony in the form of an opinion is limited to one that
is: (a) rationally based on the witness’s perception; (b) helpful to clearly understanding the
witness’s testimony or to determining a fact in issue; and (c) not based on scientific, technical, or
other specialized knowledge within the scope of Rule 702.” FED. R. EvID. 701.

4. 1d. 704(a) (“An opinion is not objectionable just because it embraces an ultimate issue.”).
Rule 704 abolished the old common law prohibition against any witness, including an expert, from
offering an opinion on the “ultimate issue” in the case.

5. See, e.g., Nationwide Transp. Fin. v. Cass Info. Sys., 523 F.3d 1051, 1059-60 (9th Cir.
2008); C.P. Interests, Inc. v. Cal. Pools, Inc., 238 F.3d 690, 697 (5th Cir. 2001); Berry v. City of
Detroit, 25 F.3d 1342, 1353 (6th Cir. 1994) (“Although an expert’s opinion may embrace an
ultimate issue to be decided by the trier of fact, the issue embraced must be a factual one.”)
(citation, brackets, and quotation marks omitted).
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Rule 702 was amended in 2000 to its current form to incorporate the principles of
Daubert v. Merrell Dow Pharmaceuticals, Inc.8 and Kumho Tire Co. v. Carmichael.”
Daubert, which involved scientific expert testimony, assigned the trial court the
“gatekeeper” role of “of ensuring that an expert’s testimony both rests on a reliable
foundation and is relevant to the task at hand.”® Kumho clarified that Daubert’s
gatekeeping obligation applies as well to all types of expert testimony.® The 2000
amendment reaffirms the trial court’s role as a gatekeeper and imposes requirements
of relevance, qualification, and reliability on expert testimony.

Relevance. Rule 702 requires that the “expert’s scientific, technical, or other
specialized knowledge will help the trier of fact to understand the evidence or to
determine a fact in issue.”10 The Advisory Committee observed that the helpfulness
inquiry is “whether the untrained layman would be qualified to determine
intelligently and to the best possible degree the particular issue without
enlightenment from those having a specialized understanding of the subject involved
in the dispute.”l Expert testimony that is not helpful to the trier of fact is
inadmissible.1?

Once aspect of the relevancy requirement is that the expert’s analysis is probative
of a question of fact in the case under the proper legal standard. At trial, the expert
must testify in a manner that does not run counter to the established legal rules or that
runs the risk of confusing the jury as to the proper legal test. So, for example, courts
have excluded expert testimony where expert’s theory of market definition
contradicted the applicable legal standards.13

509 U.S. 579 (1993).

526 U.S. 137 (1999).

Daubert, 509 U. at 597; accord Kumho, 526 U.S. at 141.
. Kumho, 526 U.S. at 147.

10. FeD. R. EviD. 702.

11. Fed. R. Evid. 702 advisory committee’s note to the original proposed rule; see Superior
Prod. P’ship v. Gordon Auto Body Parts Co., 784 F.3d 311, 323 (6th Cir. 2015) (affirming
exclusion of expert testimony that the defendant’s pricing strategy reflected an intent to force the
plaintiff out of the market where no expert testimony on intent was needed); In re Se. Milk
Antitrust Litig., No. 2:07-CV 208, 2010 WL 8228830, at *3 (E.D. Tenn. Dec. 8, 2010) (granting
motion to exclude expert testimony that did no more than collate the plaintiffs’ evidence and
summarize it in nontechnical form, without the application of any expertise).

12. See United States v. Duncan, 42 F.3d 97, 101 (2d Cir. 1994) (“When an expert undertakes
to tell the jury what result to reach, this does not aid the jury in making a decision, but rather
attempts to substitute the expert’s judgment for the jury’s. When this occurs, the expert acts outside
his limited role of providing the groundwork in the form of an opinion to enable the jury to make
its own informed determination. In evaluating the admissibility of expert testimony, this Court
requires the exclusion of testimony which states a legal conclusion.”) (emphasis in original).

13. See, e.g., Superior Prod. P’ship v. Gordon Auto Body Parts Co., 784 F.3d 311, 325
(6th Cir. 2015) (affirming exclusion of expert testimony that defendant’s prices were below cost
where expert used an incorrect test for below-cost pricing under Sixth Circuit precedent); Rebel Oil
Co. v. Atlantic Richfield Co., 51 F.3d 1421, 1436 (9th Cir. 1995); Bailey v. Allgas, Inc.,
148 F.Supp.2d 1222, 1242-45 (N.D. Ala. 2000), aff 'd, 284 F.3d 1237, 1247-49 (11th Cir. 2002).

© © N
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Qualifications. Rule 702 requires that an expert witness be qualified by scientific,
technical, or other specialized knowledge. Without this specialized knowledge, the
expert’s testimony would not be helpful to the jury: the trier of fact can simply
perform the analysis on their own. Courts have construed this requirement liberally.14
In assessing an expert’s qualifications, the court should consider a proposed expert’s
full range of practical experience as well as academic or technical training.1®> When
the expert is otherwise qualified, courts should not exclude the expert’s testimony
merely because the expert did not have the degree or training which the court
believed would be most appropriate.l6 But the expert’s qualifications must be
relevant to the opinion the expert is offering. A person, although qualified as an
expert in one area of expertise, may be precluded from offering opinions beyond that
area of expertise.l” Moreover, while an expert may be “qualified” sufficient to satisfy
the standards of Rule 702, the nature of the qualifications may affect the weight to be
given to the testimony.18

Facts and data. By its terms, a necessary requirement under Rule 702 for the
admissibility of expert opinion testimony is that the testimony be based on “sufficient
data or facts.” An expert may obtain her data or facts from one of three sources:1°

1. The expert may have first-hand personal knowledge of them, such as when
the expert is a treating physician who directly observed the patient.

2. The expert may be provided data and facts at trial, such as when the expert
attended the testimony of fact witnesses in which the data and facts were
disclosed or when counsel during the expert’s examination (especially cross-
examination) presented the expert with data or facts in a hypothetical
situation on which the expert was asked to opine.

3. More commonly, especially for economic experts in antitrust cases, the
expert obtained her data or facts from third-party sources and so does not
have “personal knowledge” of them within the meaning of Rule 602.

Rule 703 governs the facts or data on which an expert may base an opinion:

An expert may base an opinion on facts or data in the case that the expert has
been made aware of or personally observed. If experts in the particular field

14. See, e.g., In re Paoli R.R. Yard PCB Litig. (Paoli Il), 35 F.3d 717, 741 (3d Cir. 1994).

15. See In re Ready-Mixed Concrete Antitrust Litig., 261 F.R.D. 154, 163 (S.D. Ind. 2009).

16. See, e.g., Paoli 11, 35 F.3d at 741.

17. See Weisgram v. Marley Co., 169 F.3d 514, 518 (8th Cir. 1999) (holding that a city fire
captain, although qualified as an expert on fire investigation, and therefore qualified to testify as to
his opinion that a fire started in the entryway and radiated to a sofa, was not qualified to testify as
to his unsubstantiated theories of a malfunction that might have caused the fire)

18. See, e.g., In re Mushroom Direct Purchaser Antitrust Litig., No. 06-0620, 2015 WL
5767415, at *3-*5 (E.D. Pa. July 29, 2015) (finding Einer Elhauge, a professor at Harvard who
teaches and has published in antitrust law, “qualified” within the meaning of Rule 702 to offer
economic opinions based on the use of regression analysis, although he has no formal training in
economics, econometrics or statistics, but noting that his lack of formal training typical of testifying
economic experts would factor in the weight given to his testimony).

19. Fep. R. EviD. 703 advisory committee’s note to the original proposed rule.
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would reasonably rely on those kinds of facts or data in forming an opinion on
the subject, they need not be admissible for the opinion to be admitted. But if the
facts or data would otherwise be inadmissible, the proponent of the opinion may
disclose them to the jury only if their probative value in helping the jury
evaluate the opinion substantially outweighs their prejudicial effect.20

The first sentence of Rule 703 handles the expert’s first-hand knowledge as well as
data or facts provided at trial. The rest of the rule handles data and facts from third-
party sources. Note that the expert may rely on data and facts that are not admitted,
or even are inadmissible, if experts in the field reasonably rely on them.2!

Under Rule 703, experts are entitled to use assistance in formulating expert
opinion, and their assistants need not themselves testify to make the expert’s opinion
testimony admissible.?2 The opposing party, however, may examine the expert to
determine whether there was adequate supervision and whether relying on such
assistance was standard practice in the field.23 Where the expert relied on an
assistant’s work, the opposing party may also depose the assistant to determine how
the task was performed and whether it was performed competently. Where the data
or facts on which the expert relied cannot be shown to be reliable, either by the
expert herself or other testimony, the opinions that depend on those data or facts will
be excluded.?*

As a general rule, an expert does not have to disclose in the expert’s direct
testimony the data and facts on which an opinion is based, but the relevant data and
facts may be the subject of cross-examination. Rule 705 provides:

Unless the court orders otherwise, an expert may state an opinion—and give the
reasons for it—without first testifying to the underlying facts or data. But the
expert may be required to disclose those facts or data on cross-examination.2

Rules 26(a)(2)(B) and 26(e)(1) of the Federal Rules of Civil Procedure and Rule 16
of the Federal Rules of Criminal Procedure, however, require disclosure in advance
of trial of the basis and reasons for an expert’s opinions.26

Reliable principles. Rule 702 requires that the expert testimony “is the product of
reliable principles and methods.”?” The Daubert Court identified several factors that

20. Fep. R. EviD. 703.

21. This is an exception to Rule 104(b), which provides: “When the relevance of evidence
depends on whether a fact exists, proof must be introduced sufficient to support a finding that the
fact does exist. The court may admit the proposed evidence on the condition that the proof be
introduced later.” 1d. 104(b).

22. See In re Sulfuric Acid Antitrust Litig., 235 F.R.D. 646, 658 (N.D. 1ll. 2006).

23. 1d.

24. See, e.g., Orthofix Inc. v. Lemanski, No. 13-11421, 2015 WL 12990115, at *1 (E.D. Mich.
Sept. 29, 2015).

25. FeD. R. EvID. 705. Rules 26(a)(2)(B) and 26(e)(1) of the Federal Rules of Civil Procedure
and Rule 16 of the Federal Rules of Criminal Procedure, however, require disclosure in advance of
trial of the basis and reasons for an expert’s opinions. See FED. R. Civ. P. 26(a)(2)(B), 26(e)(1);
Fep. R. CrRiM. P. 16.

26. See FED. R. Civ. P. 26(a)(2)(B), 26(e)(1); FED. R. CRIM. P. 16.
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the court may consider when making this determination, including: (1) whether the
expert’s technique or theory can be or has been tested; (2) whether the technique or
theory has been subject to peer review and publication; (3) the known or potential
rate of error of the technique or theory when applied; (4) the existence, and
maintenance of standards and controls; and (5) whether the technique or theory has
been generally accepted in the scientific community.?8 These factors are not
exhaustive, and the trial court has “broad latitude when it decides how to determine
reliability.”2

Reliable application. Rule 702 requires that “the expert has reliably applied the
principles and methods to the facts of the case.”® In other words, “the expert’s
testimony must be relevant for the purposes of the case and must assist the trier of
fact.”31 This requirement is commonly known as “fit.”32 The Daubert Court
observed that “[f]it” is not always obvious, and scientific validity for one purpose is
not necessarily scientific validity for other, unrelated purposes.”33

As a general matter, flaws in a proffered expert’s analysis typically go to the
weight, rather than the admissibility, of the expert’s testimony.3* The evidentiary
requirement of reliability is lower than the merits standard of correctness.®> As the
Third Circuit explained:

A judge frequently should find an expert’s methodology helpful even when the
judge thinks that the expert’s technique has flaws sufficient to render the
conclusions inaccurate. He or she will often still believe that hearing the expert’s
testimony and assessing its flaws was an important part of assessing what
conclusion was correct and may certainly still believe that a jury attempting to
reach an accurate result should consider the evidence.36

Two areas of particular interest in antitrust cases are regression analysis and
surveys.

Regression analysis is a well-accepted economic tool that courts have accepted
when reliably applied.3” The Supreme Court addressed application reliability of

27. FED. R. EvID. 702.

28. See, e.g., In re Paoli R.R. Yard PCB Litig. (Paoli Il), 35 F.3d 717, 742 n.8 (3d Cir. 1994).

29. Kumho Tire Co. v. Carmichael, 526 U.S. 137, 142 (1999) (emphasis in original).

30. Fep. R. EviD. 702.

31. Schneider ex rel. Estate of Schneider v. Fried, 320 F.3d 396, 404 (3d Cir. 2003); accord
In re Mushroom Direct Purchaser Antitrust Litig., No. 06-0620, 2015 WL 5767415, at *2 (E.D. Pa.
July 29, 2015).

32. See, e.g., Paoli Il, 35 F.3d at 743; In re Nexium (Esomeprazole) Antitrust Litig., 842 F.3d
34, 52 (1st Cir. 2016); Concord Boat Corp. v. Brunswick Corp., 207 F.3d 1039, 1055 (8th Cir.
2000).

33. Daubert, 509 U. at 591.

34. See, e.g., In re Live Concert Antitrust Litig., 863 F. Supp. 2d 966, 973 (C.D. Cal. 2012).

35. Paoli Il, 35 F.3d at 744; In re Mushroom Direct Purchaser Antitrust Litig., No. 06-0620,
2015 WL 5767415, at *6 (E.D. Pa. July 29, 2015).

36. Id. at 744-45.

37. See, e.g., In re Flat Glass Antitrust Litig., 191 F.R.D. 472, 486 (W.D. Pa. 1999) (collecting
cases).
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opinions based on regression analysis in Bazemore v. Friday, an employment
discrimination case:

While the omission of variables from a regression analysis may render the
analysis less probative than it otherwise might be, it can hardly be said, absent
some other infirmity, that an analysis which accounts for the major factors
“must be considered unacceptable as evidence of discrimination.” Normally,
failure to include variables will affect the analysis’ probativeness, not its
admissibility.38

Generally, courts recognize that the economic tools used in antitrust cases require the
exercise of professional judgment often resulting in disagreements between the
opposing experts, and that these disagreements typically should be resolved by the
trier of fact in the adversarial process and not by the court in a Daubert proceeding.3°
In some cases, however, the analysis may be so incomplete as to the “major factors”
as to be inadmissible as irrelevant.? Courts have yet to establish a bright-line test for
determining when a regression analysis “so incomplete” as to be irrelevant, but rather
have more generally held that the burden is on the opposing party to show that the
regression omitted material variables or was otherwise misspecified in a way that, if
the regression analysis had been properly performed, would have changed the
outcome of the analysis.*! Merely identifying variables that the opposing party
believes should have been included in the analysis, without showing how the
inclusion of these variables would affect the result, is not enough.#2

To assess application reliability of opinions based on surveys courts have
examined a variety of factors, including whether (1) the “universe” of the survey was
properly defined, (2) a representative sample of that universe was selected, (3) the
questions to be asked of interviewees were framed in a clear, precise and non-leading
manner, (4) sound interview procedures were followed by competent interviewers
who had no knowledge of the litigation or the purpose for which the survey was

38. Bazemore v. Friday, 478 U.S. 385, 400 (1986). For applications in antitrust cases, see, for
example, In re Mushroom Direct Purchaser Antitrust Litig., No. 06-0620, 2015 WL 5767415, at
*11 (E.D. Pa. July 29, 2015) (Daubert decision denying motion to exclude Einer Elhauge); In re
Linerboard Antitrust Litig., 497 F. Supp. 2d 666, 678 (E.D. Pa. 2007) (“[I]t is only the rare case
where the regressions are so incomplete as to be irrelevant and the expert's decisions regarding
control variables are the basis to exclude the analysis.”) (internal citations omitted).

39. See In re Mushroom Direct Purchaser Antitrust Litig., No. 06-0620, 2015 WL 5767415, at
*6 (E.D. Pa. July 29, 2015); In re Air Cargo Shipping Servs. Antitrust Litig., No. 06-1175,
2014 WL 7882100, at *8 (E.D.N.Y. Oct. 15, 2014).

40. See Live Concert, 863 F. Supp. at 973 (quoting Bazemore, 478 U.S. at 400 n.10); Blue
Cross & Blue Shield United of Wisc. v. Marshfield Clinic, 152 F.3d 588, 593 (7th Cir.1998)
(finding expert damages reports were “worthless” because they controlled for only a single factor).

41. See, e.g., Resco Prod., Inc. v. Bosai Minerals Grp., No. CIV.A. 06-235, 2015 WL 5521768,
at *5 (W.D. Pa. Sept. 18, 2015); In re Mushroom Direct Purchaser Antitrust Litig., No. 06-0620,
2015 WL 5767415, at *11 (E.D. Pa. July 29, 2015) (rejecting Daubert challenge on omitted
variables for failure to show that the omitted variables mattered).

42. See, e.g., Resco, 2015 WL 5521768, at *5; In re Linerboard Antitrust Litig.,
497 F. Supp. 2d 666, 678 (E.D. Pa. 2007); In re Polypropylene Carpet Antitrust Litig., 93 F. Supp.
2d 1348, 1365 (N.D. Ga. 2000).
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conducted, (5) the data gathered was accurately reported, (6) the data was analyzed
in accordance with accepted statistical principles and (7) the objectivity of the entire
process was ensured.*® Still, these are only factors for the court to consider. Unless
the court determines that the survey is fundamentally unreliable, the expert testimony
should be admitted and then tested through cross-examination at trial. 44

Prejudice. Even if admissible under Rule 702, expert testimony is still subject to
exclusion under Rule 403, which permits the court to exclude otherwise admissible
evidence “if its probative value is substantially outweighed by a danger of one or
more of the following: unfair prejudice, confusing the issues, misleading the jury,
undue delay, wasting time, or needlessly presenting cumulative evidence.”*® Courts
are likely to use this rule if there is substantially more reliable and accurate evidence
to answer the question in issue.

Daubert motions. The admissibility of expert testimony is a question for the
court. Rule 104(a) requires that “[t]he court must decide any preliminary question
about whether a witness is qualified, a privilege exists, or evidence is admissible. In
so deciding, the court is not bound by evidence rules, except those on privilege.”*6
Daubert held that when a party proffers expert testimony, the trial court pursuant to
Rule 104(a) must “determine at the outset” whether the testimony is admissible.*’
The court’s inquiry must focus on qualifications, relevance, and reliability of the
expert and her testimony, not on the conclusions the expert reaches nor the expert’s
credibility.*8

Although Rule 103(a) generally provides that parties must make a timely
objection to the admission of evidence in order to impose an obligation on the court
to determine admissibility (and to preserve a claim of error as to the determination),
Daubert imposes an independent requirement that trial courts conduct a preliminary
assessment of the admissibility of expert testimony, even in the absence of an
objection.#® There is no requirement, however. that the district court conduct sua
sponte an in-depth Daubert analysis and make explicit findings on the record as to
the elements of Rule 702. Rather, it is enough that the district court is alert to the
requirements on the admissibility of expert testimony and assure itself that these
requirements are facially satisfied by the proffered expert testimony.

Finally, Daubert imposed the gatekeeper role on the courts to the Court to ensure
that the trier of fact will not be exposed to unreliable or irrelevant testimony about

43. See, e.g., Estes Park Taffy Co., LLC v. Original Taffy Shop, Inc., No. 15-CV-01697-CBS,
2017 WL 2472149, at *3 (D. Colo. June 8, 2017); LG Electronics U.S.A., Inc. v. Whirlpool Corp.,
661 F. Supp. 2d 940, 952 (N.D. Ill. 2009).

44, See, e.g., Estes Park Taffy, 2017 WL 2472149, at *4 (denying motion to exclude).

45. Fep. R. EviID. 403.

46. 1d. 104(a).

47. Daubert, 509 U.S. at 592.

48. See, e.g., In re Scrap Metal Antitrust Litig., 527 F.3d 517, 529 (6th Cir. 2008); In re Paoli
R.R. Yard PCB Litig. (Paoli 1), 35 F.3d 717, 743 (3d Cir. 1994)

49. See Hoult v. Hoult, 57 F.3d 1, 4-5 (1st Cir. 1995).
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scientific, technical or other specialized matters. But the need for a gatekeeper in
advance is significantly diminished when the trier of fact is the judge and not a jury.

That is not to say that the scientific reliability requirement is lessened in such
situations; the point is only that the court can hear the evidence and make its
reliability determination during, rather than in advance of, trial. Thus, where the
factfinder and the gatekeeper are the same, the court does not err in admitting
the evidence subject to the ability later to exclude it or disregard it if it turns out
not to meet the standard of reliability established by Rule 702.59

While courts certainly can make Rule 702 determinations as the evidence is
presented, not making an earlier determination can creates significant inefficiency on
the court and the parties. In the absence of an earlier Daubert decision, the parties
must prepare and present their evidence and arguments for both contingencies: that
the expert evidence will be accepted and that it will be excluded. Especially when
multiple experts are testifying, all of which are being challenged, the burden can be
substantial.

Burden of proof and standard of review. The burden of laying the proper
foundation for the admission of expert testimony is on the party offering the
testimony and admissibility must be shown by a preponderance of the evidence.?! As
with other evidentiary rulings, the decision to admit or exclude expert testimony is
within the discretion of the court.>2 Appellate court review the district court’s
decision for abuse of discretion.>3

50. In re Salem, 465 F.3d 767, 777 (7th Cir. 2006) (internal citation omitted); accord In re Rail
Freight Fuel Surcharge Antitrust Litig., No. 07-0489 (PLF), 2016 WL 2962186, at *1 (D.D.C. May
20, 2016) (denying motion to exclude).

51. See, e.g., Daubert, 509 U.S. at 593 n.10 (1993); Wills v. Amerada Hess Corp., 379 F.3d 32,
47 n.9 (2d Cir. 2004); Hall v. United Ins. Co. of Am., 367 F.3d 1255, 1261 (11th Cir. 2004);
Lauzon v. Senco Prods., Inc., 270 F.3d 681, 686 (8th Cir. 2001); Meister v. Medical Engineering
Corp., 267 F.3d 1123, 1128 n.9 (D.C. Cir. 2001); Cooper v. Smith and Nephew, Inc., 259 F.3d 194,
199 (4th Cir. 2001); Nelson v. Tenn. Gas Pipeline Co., 243 F.3d 244, 251 (6th Cir. 2001); Oddi v.
Ford Motor Co., 234 F.3d 136, 144 (3d Cir. 2000); Allison v. McGhan Med. Corp., 184 F.3d 1300,
1306 (11th Cir. 1999); United States v. Griffith, 118 F.3d 318, 321 (5th Cir. 1997); FeD. R. EVID.
702 advisory committee’s note to 2000 amendments (observing that “the proponent has the burden
of establishing that the pertinent admissibility requirements are met by a preponderance of the
evidence.”).

52. See, e.g., Champagne Metals v. Ken-Mac Metals, Inc., 458 F.3d 1073, 1079 (10th Cir.
2006); United States v. Gabaldon, 389 F.3d 1090, 1098 (10th Cir. 2004); Amorgianos v. Nat’l R.R.
Passenger Corp., 303 F.3d 256, 264-65 (2d Cir. 2002).

53. See, e.g., Superior Prod. P’ship v. Gordon Auto Body Parts Co., 784 F.3d 311, 322
(6th Cir. 2015); In re Nexium (Esomeprazole) Antitrust Litig., 842 F.3d 34, 52 (1st Cir. 2016).
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BROWN SHOE CO. V. UNITED STATES
370 U.S. 294 (1962)
(excerpt!)

MR. CHIEF JUSTICE WARREN delivered the opinion of the Court.

The Product Market.

The outer boundaries of a product market are determined by the reasonable
interchangeability of use or the cross-elasticity of demand between the product itself
and substitutes for it.42 However, within this broad market, well-defined submarkets
may exist which, in themselves, constitute product markets for antitrust purposes.
United States v. E. I. duPont de Nemours & Co., 353 U. S. 586, 593-595 [1957]. The
boundaries of such a submarket may be determined by examining such practical
indicia as industry or public recognition of the submarket as a separate economic
entity, the product's peculiar characteristics and uses, unique production facilities,
distinct customers, distinct prices, sensitivity to price changes, and specialized
vendors. Because § 7 of the Clayton Act prohibits any merger which may substantially
lessen competition “in any line of commerce” (emphasis supplied), it is necessary to
examine the effects of a merger in each such economically significant submarket to
determine if there is a reasonable - probability that the merger will substantially lessen
competition. If such a probability is found to exist, the merger is proscribed.

The Geographic Market.

We agree with the parties and the District Court that insofar as the vertical aspect
of this merger is concerned, the relevant geographic market is the entire Nation. The
relationships of product value, bulk, weight and consumer demand enable
manufacturers to distribute their shoes on a nationwide basis, as Brown and Kinney,
in fact, do. The anticompetitive effects of the merger are to be measured within this
range of distribution.

1 Footnotes omitted.
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4.  Market Definition

When the Agencies identify a potential competitive concern with a horizontal merger, market
definition plays two roles. First, market definition helps specify the line of commerce and section of
the country in which the competitive concern arises. In any merger enforcement action, the Agencies
will normally identify one or more relevant markets in which the merger may substantially lessen
competition. Second, market definition allows the Agencies to identify market participants and
measure market shares and market concentration. See Section 5. The measurement of market shares
and market concentration is not an end in itself, but is useful to the extent it illuminates the merger’s
likely competitive effects.

The Agencies’ analysis need not start with market definition. Some of the analytical tools used by the
Agencies to assess competitive effects do not rely on market definition, although evaluation of
competitive alternatives available to customers is always necessary at some point in the analysis.

Evidence of competitive effects can inform market definition, just as market definition can be
informative regarding competitive effects. For example, evidence that a reduction in the number of
significant rivals offering a group of products causes prices for those products to rise significantly can
itself establish that those products form a relevant market. Such evidence also may more directly
predict the competitive effects of a merger, reducing the role of inferences from market definition and
market shares.

Where analysis suggests alternative and reasonably plausible candidate markets, and where the
resulting market shares lead to very different inferences regarding competitive effects, it is
particularly valuable to examine more direct forms of evidence concerning those effects.

Market definition focuses solely on demand substitution factors, i.e., on customers’ ability and
willingness to substitute away from one product to another in response to a price increase or a
corresponding non-price change such as a reduction in product quality or service. The responsive
actions of suppliers are also important in competitive analysis. They are considered in these
Guidelines in the sections addressing the identification of market participants, the measurement of
market shares, the analysis of competitive effects, and entry.

Customers often confront a range of possible substitutes for the products of the merging firms. Some
substitutes may be closer, and others more distant, either geographically or in terms of product
attributes and perceptions. Additionally, customers may assess the proximity of different products
differently. When products or suppliers in different geographic areas are substitutes for one another to
varying degrees, defining a market to include some substitutes and exclude others is inevitably a
simplification that cannot capture the full variation in the extent to which different products compete
against each other. The principles of market definition outlined below seek to make this inevitable
simplification as useful and informative as is practically possible. Relevant markets need not have
precise metes and bounds.
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Defining a market broadly to include relatively distant product or geographic substitutes can lead to
misleading market shares. This is because the competitive significance of distant substitutes is
unlikely to be commensurate with their shares in a broad market. Although excluding more distant
substitutes from the market inevitably understates their competitive significance to some degree,
doing so often provides a more accurate indicator of the competitive effects of the merger than would
the alternative of including them and overstating their competitive significance as proportional to
their shares in an expanded market.

Example 4: Firms A and B, sellers of two leading brands of motorcycles, propose to merge. If Brand A
motorcycle prices were to rise, some buyers would substitute to Brand B, and some others would substitute to
cars. However, motorcycle buyers see Brand B motorcycles as much more similar to Brand A motorcycles than
are cars. Far more cars are sold than motorcycles. Evaluating shares in a market that includes cars would greatly
underestimate the competitive significance of Brand B motorcycles in constraining Brand A’s prices and greatly
overestimate the significance of cars.

Market shares of different products in narrowly defined markets are more likely to capture the
relative competitive significance of these products, and often more accurately reflect competition
between close substitutes. As a result, properly defined antitrust markets often exclude some
substitutes to which some customers might turn in the face of a price increase even if such substitutes
provide alternatives for those customers. However, a group of products is too narrow to constitute a
relevant market if competition from products outside that group is so ample that even the complete
elimination of competition within the group would not significantly harm either direct customers or
downstream consumers. The hypothetical monopolist test (see Section 4.1.1) is designed to ensure
that candidate markets are not overly narrow in this respect.

The Agencies implement these principles of market definition flexibly when evaluating different
possible candidate markets. Relevant antitrust markets defined according to the hypothetical
monopolist test are not always intuitive and may not align with how industry members use the term
“market.”

Section 4.1 describes the principles that apply to product market definition, and gives guidance on
how the Agencies most often apply those principles. Section 4.2 describes how the same principles
apply to geographic market definition. Although discussed separately for simplicity of exposition, the
principles described in Sections 4.1 and 4.2 are combined to define a relevant market, which has both
a product and a geographic dimension. In particular, the hypothetical monopolist test is applied to a
group of products together with a geographic region to determine a relevant market.

4.1 Product Market Definition

When a product sold by one merging firm (Product A) competes against one or more products sold
by the other merging firm, the Agencies define a relevant product market around Product A to

evaluate the importance of that competition. Such a relevant product market consists of a group of
substitute products including Product A. Multiple relevant product markets may thus be identified.

4.1.1 The Hypothetical Monopolist Test

The Agencies employ the hypothetical monopolist test to evaluate whether groups of products in
candidate markets are sufficiently broad to constitute relevant antitrust markets. The Agencies use the
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hypothetical monopolist test to identify a set of products that are reasonably interchangeable with a
product sold by one of the merging firms.

The hypothetical monopolist test requires that a product market contain enough substitute products so
that it could be subject to post-merger exercise of market power significantly exceeding that existing
absent the merger. Specifically, the test requires that a hypothetical profit-maximizing firm, not
subject to price regulation, that was the only present and future seller of those products (“hypothetical
monopolist”) likely would impose at least a small but significant and non-transitory increase in price
(“SSNIP”) on at least one product in the market, including at least one product sold by one of the
merging firms.* For the purpose of analyzing this issue, the terms of sale of products outside the
candidate market are held constant. The SSNIP is employed solely as a methodological tool for
performing the hypothetical monopolist test; it is not a tolerance level for price increases resulting
from a merger.

Groups of products may satisfy the hypothetical monopolist test without including the full range of
substitutes from which customers choose. The hypothetical monopolist test may identify a group of
products as a relevant market even if customers would substitute significantly to products outside that
group in response to a price increase.

Example 5: Products A and B are being tested as a candidate market. Each sells for $100, has an incremental
cost of $60, and sells 1200 units. For every dollar increase in the price of Product A, for any given price of
Product B, Product A loses twenty units of sales to products outside the candidate market and ten units of sales
to Product B, and likewise for Product B. Under these conditions, economic analysis shows that a hypothetical
profit-maximizing monopolist controlling Products A and B would raise both of their prices by ten percent, to
$110. Therefore, Products A and B satisfy the hypothetical monopolist test using a five percent SSNIP, and
indeed for any SSNIP size up to ten percent. This is true even though two-thirds of the sales lost by one product
when it raises its price are diverted to products outside the relevant market.

When applying the hypothetical monopolist test to define a market around a product offered by one
of the merging firms, if the market includes a second product, the Agencies will normally also
include a third product if that third product is a closer substitute for the first product than is the
second product. The third product is a closer substitute if, in response to a SSNIP on the first product,
greater revenues are diverted to the third product than to the second product.

Example 6: In Example 5, suppose that half of the unit sales lost by Product A when it raises its price are
diverted to Product C, which also has a price of $100, while one-third are diverted to Product B. Product C is a
closer substitute for Product A than is Product B. Thus Product C will normally be included in the relevant
market, even though Products A and B together satisfy the hypothetical monopolist test.

The hypothetical monopolist test ensures that markets are not defined too narrowly, but it does not
lead to a single relevant market. The Agencies may evaluate a merger in any relevant market

* If the pricing incentives of the firms supplying the products in the candidate market differ substantially from those of
the hypothetical monopolist, for reasons other than the latter’s control over a larger group of substitutes, the Agencies
may instead employ the concept of a hypothetical profit-maximizing cartel comprised of the firms (with all their
products) that sell the products in the candidate market. This approach is most likely to be appropriate if the merging
firms sell products outside the candidate market that significantly affect their pricing incentives for products in the
candidate market. This could occur, for example, if the candidate market is one for durable equipment and the firms
selling that equipment derive substantial net revenues from selling spare parts and service for that equipment.

195



satisfying the test, guided by the overarching principle that the purpose of defining the market and
measuring market shares is to illuminate the evaluation of competitive effects. Because the relative
competitive significance of more distant substitutes is apt to be overstated by their share of sales,
when the Agencies rely on market shares and concentration, they usually do so in the smallest
relevant market satisfying the hypothetical monopolist test.

Example 7: In Example 4, including cars in the market will lead to misleadingly small market shares for
motorcycle producers. Unless motorcycles fail the hypothetical monopolist test, the Agencies would not include
cars in the market in analyzing this motorcycle merger.

41.2 Benchmark Prices and SSNIP Size

The Agencies apply the SSNIP starting from prices that would likely prevail absent the merger. If
prices are not likely to change absent the merger, these benchmark prices can reasonably be taken to
be the prices prevailing prior to the merger.” If prices are likely to change absent the merger, e.g.,
because of innovation or entry, the Agencies may use anticipated future prices as the benchmark for
the test. If prices might fall absent the merger due to the breakdown of pre-merger coordination, the
Agencies may use those lower prices as the benchmark for the test. In some cases, the techniques
employed by the Agencies to implement the hypothetical monopolist test focus on the difference in
incentives between pre-merger firms and the hypothetical monopolist and do not require specifying
the benchmark prices.

The SSNIP is intended to represent a “small but significant” increase in the prices charged by firms in
the candidate market for the value they contribute to the products or services used by customers. This
properly directs attention to the effects of price changes commensurate with those that might result
from a significant lessening of competition caused by the merger. This methodology is used because
normally it is possible to quantify “small but significant™ adverse price effects on customers and
analyze their likely reactions, not because price effects are more important than non-price effects.

The Agencies most often use a SSNIP of five percent of the price paid by customers for the products
or services to which the merging firms contribute value. However, what constitutes a “small but
significant” increase in price, commensurate with a significant loss of competition caused by the
merger, depends upon the nature of the industry and the merging firms’ positions in it, and the
Agencies may accordingly use a price increase that is larger or smaller than five percent. Where
explicit or implicit prices for the firms’ specific contribution to value can be identified with
reasonable clarity, the Agencies may base the SSNIP on those prices.

Example 8: In a merger between two oil pipelines, the SSNIP would be based on the price charged for
transporting the oil, not on the price of the oil itself. If pipelines buy the oil at one end and sell it at the other, the
price charged for transporting the oil is implicit, equal to the difference between the price paid for oil at the input
end and the price charged for oil at the output end. The relevant product sold by the pipelines is better described
as “pipeline transportation of oil from point A to point B” than as “oil at point B.”

> Market definition for the evaluation of non-merger antitrust concerns such as monopolization or facilitating practices

will differ in this respect if the effects resulting from the conduct of concern are already occurring at the time of
evaluation.
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Example 9: In a merger between two firms that install computers purchased from third parties, the SSNIP would
be based on their fees, not on the price of installed computers. If these firms purchase the computers and charge
their customers one package price, the implicit installation fee is equal to the package charge to customers less
the price of the computers.

Example 10: In Example 9, suppose that the prices paid by the merging firms to purchase computers are opaque,
but account for at least ninety-five percent of the prices they charge for installed computers, with profits or
implicit fees making up five percent of those prices at most. A five percent SSNIP on the total price paid by
customers would at least double those fees or profits. Even if that would be unprofitable for a hypothetical
monopolist, a significant increase in fees might well be profitable. If the SSNIP is based on the total price paid
by customers, a lower percentage will be used.

Implementing the Hypothetical Monopolist Test

The hypothetical monopolist’s incentive to raise prices depends both on the extent to which
customers would likely substitute away from the products in the candidate market in response to such
a price increase and on the profit margins earned on those products. The profit margin on incremental
units is the difference between price and incremental cost on those units. The Agencies often estimate
incremental costs, for example using merging parties’ documents or data the merging parties use to
make business decisions. Incremental cost is measured over the change in output that would be
caused by the price increase under consideration.

In considering customers’ likely responses to higher prices, the Agencies take into account any
reasonably available and reliable evidence, including, but not limited to:

how customers have shifted purchases in the past in response to relative changes in price or
other terms and conditions;

information from buyers, including surveys, concerning how they would respond to price
changes;

the conduct of industry participants, notably:

o sellers’ business decisions or business documents indicating sellers” informed beliefs
concerning how customers would substitute among products in response to relative
changes in price;

O industry participants’ behavior in tracking and responding to price changes by some or all
rivals;

objective information about product characteristics and the costs and delays of switching
products, especially switching from products in the candidate market to products outside the
candidate market;

the percentage of sales lost by one product in the candidate market, when its price alone rises,
that is recaptured by other products in the candidate market, with a higher recapture
percentage making a price increase more profitable for the hypothetical monopolist;

evidence from other industry participants, such as sellers of complementary products;
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e legal or regulatory requirements; and
e the influence of downstream competition faced by customers in their output markets.

When the necessary data are available, the Agencies also may consider a “critical loss analysis” to
assess the extent to which it corroborates inferences drawn from the evidence noted above. Critical
loss analysis asks whether imposing at least a SSNIP on one or more products in a candidate market
would raise or lower the hypothetical monopolist’s profits. While this “breakeven” analysis differs
from the profit-maximizing analysis called for by the hypothetical monopolist test in Section 4.1.1,
merging parties sometimes present this type of analysis to the Agencies. A price increase raises
profits on sales made at the higher price, but this will be offset to the extent customers substitute
away from products in the candidate market. Critical loss analysis compares the magnitude of these
two offsetting effects resulting from the price increase. The “critical loss” is defined as the number of
lost unit sales that would leave profits unchanged. The “predicted loss” is defined as the number of
unit sales that the hypothetical monopolist is predicted to lose due to the price increase. The price
increase raises the hypothetical monopolist’s profits if the predicted loss is less than the critical loss.

The Agencies consider all of the evidence of customer substitution noted above in assessing the
predicted loss. The Agencies require that estimates of the predicted loss be consistent with that
evidence, including the pre-merger margins of products in the candidate market used to calculate the
critical loss. Unless the firms are engaging in coordinated interaction (see Section 7), high pre-merger
margins normally indicate that each firm’s product individually faces demand that is not highly
sensitive to price.® Higher pre-merger margins thus indicate a smaller predicted loss as well as a
smaller critical loss. The higher the pre-merger margin, the smaller the recapture percentage
necessary for the candidate market to satisfy the hypothetical monopolist test.

Even when the evidence necessary to perform the hypothetical monopolist test quantitatively is not
available, the conceptual framework of the test provides a useful methodological tool for gathering
and analyzing evidence pertinent to customer substitution and to market definition. The Agencies
follow the hypothetical monopolist test to the extent possible given the available evidence, bearing in
mind that the ultimate goal of market definition is to help determine whether the merger may
substantially lessen competition.

4.1.4 Product Market Definition with Targeted Customers

If a hypothetical monopolist could profitably target a subset of customers for price increases, the
Agencies may identify relevant markets defined around those targeted customers, to whom a
hypothetical monopolist would profitably and separately impose at least a SSNIP. Markets to serve
targeted customers are also known as price discrimination markets. In practice, the Agencies identify
price discrimination markets only where they believe there is a realistic prospect of an adverse
competitive effect on a group of targeted customers.

Example 11: Glass containers have many uses. In response to a price increase for glass containers, some users
would substitute substantially to plastic or metal containers, but baby food manufacturers would not. If a

¢ While margins are important for implementing the hypothetical monopolist test, high margins are not in themselves

of antitrust concern.
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hypothetical monopolist could price separately and limit arbitrage, baby food manufacturers would be vulnerable
to a targeted increase in the price of glass containers. The Agencies could define a distinct market for glass
containers used to package baby food.

The Agencies also often consider markets for targeted customers when prices are individually
negotiated and suppliers have information about customers that would allow a hypothetical
monopolist to identify customers that are likely to pay a higher price for the relevant product. If
prices are negotiated individually with customers, the hypothetical monopolist test may suggest
relevant markets that are as narrow as individual customers (see also Section 6.2 on bargaining and
auctions). Nonetheless, the Agencies often define markets for groups of targeted customers, i.e., by
type of customer, rather than by individual customer. By so doing, the Agencies are able to rely on
aggregated market shares that can be more helpful in predicting the competitive effects of the merger.

4.2 Geographic Market Definition

The arena of competition affected by the merger may be geographically bounded if geography limits
some customers’ willingness or ability to substitute to some products, or some suppliers” willingness
or ability to serve some customers. Both supplier and customer locations can affect this. The
Agencies apply the principles of market definition described here and in Section 4.1 to define a
relevant market with a geographic dimension as well as a product dimension.

The scope of geographic markets often depends on transportation costs. Other factors such as
language, regulation, tariff and non-tariff trade barriers, custom and familiarity, reputation, and
service availability may impede long-distance or international transactions. The competitive
significance of foreign firms may be assessed at various exchange rates, especially if exchange rates
have fluctuated in the recent past.

In the absence of price discrimination based on customer location, the Agencies normally define
geographic markets based on the locations of suppliers, as explained in subsection 4.2.1. In other
cases, notably if price discrimination based on customer location is feasible as is often the case when
delivered pricing is commonly used in the industry, the Agencies may define geographic markets
based on the locations of customers, as explained in subsection 4.2.2.

4.2.1 Geographic Markets Based on the Locations of Suppliers

Geographic markets based on the locations of suppliers encompass the region from which sales are
made. Geographic markets of this type often apply when customers receive goods or services at
suppliers’ locations. Competitors in the market are firms with relevant production, sales, or service
facilities in that region. Some customers who buy from these firms may be located outside the
boundaries of the geographic market.

The hypothetical monopolist test requires that a hypothetical profit-maximizing firm that was the
only present or future producer of the relevant product(s) located in the region would impose at least
a SSNIP from at least one location, including at least one location of one of the merging firms. In this
exercise the terms of sale for all products produced elsewhere are held constant. A single firm may
operate in a number of different geographic markets, even for a single product.
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Example 12: The merging parties both have manufacturing plants in City X. The relevant product is expensive to
transport and suppliers price their products for pickup at their locations. Rival plants are some distance away in
City Y. A hypothetical monopolist controlling all plants in City X could profitably impose a SSNIP at these
plants. Competition from more distant plants would not defeat the price increase because supplies coming from
more distant plants require expensive transportation. The relevant geographic market is defined around the plants
in City X.

When the geographic market is defined based on supplier locations, sales made by suppliers located
in the geographic market are counted, regardless of the location of the customer making the purchase.

In considering likely reactions of customers to price increases for the relevant product(s) imposed in a
candidate geographic market, the Agencies consider any reasonably available and reliable evidence,
including:

e how customers have shifted purchases in the past between different geographic locations in
response to relative changes in price or other terms and conditions;

e the cost and difficulty of transporting the product (or the cost and difficulty of a customer
traveling to a seller’s location), in relation to its price;

e whether suppliers need a presence near customers to provide service or support;

e evidence on whether sellers base business decisions on the prospect of customers switching
between geographic locations in response to relative changes in price or other competitive
variables;

e the costs and delays of switching from suppliers in the candidate geographic market to
suppliers outside the candidate geographic market; and

e the influence of downstream competition faced by customers in their output markets.
4.2.2 Geographic Markets Based on the Locations of Customers

When the hypothetical monopolist could discriminate based on customer location, the Agencies may
define geographic markets based on the locations of targeted customers.” Geographic markets of this
type often apply when suppliers deliver their products or services to customers’ locations.
Geographic markets of this type encompass the region into which sales are made. Competitors in the
market are firms that sell to customers in the specified region. Some suppliers that sell into the
relevant market may be located outside the boundaries of the geographic market.

The hypothetical monopolist test requires that a hypothetical profit-maximizing firm that was the
only present or future seller of the relevant product(s) to customers in the region would impose at
least a SSNIP on some customers in that region. A region forms a relevant geographic market if this
price increase would not be defeated by substitution away from the relevant product or by arbitrage,

" For customers operating in multiple locations, only those customer locations within the targeted zone are included in

the market.
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e.g., customers in the region travelling outside it to purchase the relevant product. In this exercise, the
terms of sale for products sold to all customers outside the region are held constant.

Example 13: Customers require local sales and support. Suppliers have sales and service operations in many
geographic areas and can discriminate based on customer location. The geographic market can be defined around
the locations of customers.

Example 14: Each merging firm has a single manufacturing plant and delivers the relevant product to customers
in City X and in City Y. The relevant product is expensive to transport. The merging firms’ plants are by far the
closest to City X, but no closer to City Y than are numerous rival plants. This fact pattern suggests that
customers in City X may be harmed by the merger even if customers in City Y are not. For that reason, the
Agencies consider a relevant geographic market defined around customers in City X. Such a market could be
defined even if the region around the merging firms’ plants would not be a relevant geographic market defined
based on the location of sellers because a hypothetical monopolist controlling all plants in that region would find
a SSNIP imposed on all of its customers unprofitable due to the loss of sales to customers in City Y.

When the geographic market is defined based on customer locations, sales made to those customers
are counted, regardless of the location of the supplier making those sales.

Example 15: Customers in the United States must use products approved by U.S. regulators. Foreign customers
use products not approved by U.S. regulators. The relevant product market consists of products approved by U.S.
regulators. The geographic market is defined around U.S. customers. Any sales made to U.S. customers by
foreign suppliers are included in the market, and those foreign suppliers are participants in the U.S. market even
though located outside it.

5.  Market Participants, Market Shares, and Market Concentrati

The Agencies normally consider measures of market shares and market concentratio part of their

determining whether a merger may substantially lessen competition.

Market shares can directly influence firms’ competitive incentivesfor example, if a price reduction
to gain new customers would also apply to a firm’s existing customers, a firm with a large market
share may be more reluctant to implement a price reductioa’than one with a small share. Likewise, a
firm with a large market share may not feel pressure to-feduce price even if a smaller rival does.
Market shares also can reflect firms’ capabilities. For example, a firm with a large market share may
be able to expand output rapidly by a larger absolute amount than can a small firm. Similarly, a large
market share tends to indicate low costs, arrattractive product, or both.

5.1 Market Participapts

All firms that currently egeri revenues in the relevant market are considered market participants.
Vertically mtegrated Hms are also included to the extent that their inclusion accurately reflects their
competitive significance. Firms not currently earning revenues in the relevant market, but that have
committed to entering the market in the near future, are also considered market participants.

Firms that are not current producers in a relevant market, but that would very likely provide rapid
ly responses with direct competitive impact in the event of a SSNIP, without incurring
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FTC v. TRONOX LTD.,
332 F. Supp. 3d 187, 204-05 (D.D.C. 2018)
(excerpt on critical loss1)

TREVOR N. MCFADDEN, U.S.D.J.

[The FTC sought a preliminary injunction under FTC Act § 13(b) to enjoin the
acquistion by Tronox Limited of the National Titanium Dioxide Company’s titanium
dioxide (TiO>) business (known as “Cristal”) for $1.67 billion in cash and a 24% equity
stake in the combined firm. TiO; is a pigment used to add whiteness, brightness, and
opacity to products like paints, plastics, and paper. It is manufactured by subjecting
raw titanium ores to either a chloride or a sulfate production process. A central issue
in the case was the relevant product market definition. The FTC alleged that the
relevant product market was TiO» produced by the chloride process, while the parties
argued that the market must also include TiO; produced by the sulfate process. The
court accepted the FTC’s definition, relying in part on the testimony of Dr. Nicholas
Hill, the FTC’s economic expert, on his application of the critical loss test.]

Dr. Hill also conducted several iterations of the “hypothetical monopolist test” to
prove that the relevant market consists of North American sales of chloride-process
TiO;. The test seeks to determine whether a hypothetical company that is the only
seller of the relevant product to customers in the relevant geography could profitably
impose a “small but significant and non-transitory increase in price” (“SSNIP”). See
Merger Guidelines §§ 4.1.1; 4.2.2. If this hypothetical monopolist can profit from
imposing a SSNIP without losing a critical mass of customers, then a relevant antitrust
market has been defined. If, on the other hand, customers can defeat the price increase
“by substitution away from the relevant product or by arbitrage,” the market definition
must be broadened. Id. See also [FTC v.] Sysco [Corp.], 113 F. Supp. 3d [1] at 33-34
[(D.D.C. 2015)].

To run the test, Dr. Hill conducted a “critical loss analysis.” He began by
calculating the “critical loss,” which is the percentage of “lost unit sales that would
leave profits unchanged” if a hypothetical monopolist imposed a SSNIP. Merger
Guidelines § 4.1.3. Dr. Hill determined that, with an SSNIP of 10%, a hypothetical
monopolist could lose up to 15.4% of its sales and still break even. PX5000-051. The
critical loss threshold is thus 15.4%.

Next, Dr. Hill estimated the “predicted loss” that would be observed in the event
of a SSNIP of 10%. If the predicted loss is less than the critical loss, imposing a SSNIP
would be profitable for the hypothetical monopolist, and the relevant antitrust market
has been correctly defined. Dr. Hill used three methods to calculate the predicted loss:

1 Record citations omitted.
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the “price elasticity of demand” method, a “substitution components” method, and a
“documentary evidence” method. Each showed that a hypothetical monopolist could
profitably raise North American chloride TiO; prices by 10%.

Price elasticity of demand measures the responsiveness of a product’s sales to a 1%
change in the product’s price. Demand for a product is “elastic” if a 1% price increase
decreases demand by more than 1%. It is “inelastic” if a 1% price increase decreases
demand by less than 1%. The more inelastic a product’s demand, the less likely it is
that the product has adequate substitutes. Dr. Hill found that the price elasticity of
North American chloride TiO; is -0.45% (i.e., a 1% increase in price reduces sales by
0.45%). He multiplied this number and a 10% SSNIP to show that the predicted loss
of sales, 4.5%, would be considerably lower than the critical loss of 15.4%. In other
words, estimates of price elasticity show that a hypothetical monopolist could
profitably increase North American chloride TiO; prices by 10%.

Dr. Hill’s “substitution components method” used the Defendants’ data to estimate
the expected increase of TiO; imports in response to a 10% SSNIP. The TiO; that firms
acquire from imports or from other producers repatriating their exports represents lost
sales for a hypothetical monopolist. Dr. Hill found that a 10% SSNIP would lead to
roughly 75,000 more metric tons of TiO, being imported or repatriated, and another
3% decrease in the monopolist’s sales of rutile TiO». Together, this represents roughly
12.6% of total North American chloride TiO; sales. As a 12.6% loss is lower than the
critical loss threshold of 15.4%, the substitution components method predicts that the
hypothetical monopolist could profitably raise prices.

Finally, Dr. Hill used data from Tronox documents. At some future point, Tronox
contends, “Chinese sulfate could take up to 15 percent of [all TiO:] applications” in
North America, thus “reducing the share of chloride titanium dioxide by at most five
percent.” Dr. Hill assumed that such sulfate substitution would occur in response to a
10% SSNIP. He and calculated that the resulting loss of sales to the hypothetical
monopolist would be about 8.7%, which again is lower than the critical loss threshold.
Based on these calculations and his other analyses, Dr. Hill concluded that the relevant
market for evaluating the merger’s potential anticompetitive effects consists of North
American chloride TiO; sales.
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IN RE TRONOX LTD.,
Slip op. at 33-43, No. 9377 (F.T.C. Dec. 14, 2018) (initial decision)
(excerpt on coordinated effects!)

D. MICHAEL CHAPPELL, Chief Administrative Law Judge

[The FTC sought a preliminary injunction under FTC Act § 13(b) to enjoin the
acquistion by Tronox Limited of the National Titanium Dioxide Company’s titanium
dioxide (TiO>) business (known as “Cristal”) for $1.67 billion in cash and a 24% equity
stake in the combined firm. TiO; is a pigment used to add whiteness, brightness, and
opacity to products like paints, plastics, and paper. It is manufactured by subjecting
raw titanium ores to either a chloride or a sulfate production process. A central issue
in the case was the relevant product market definition. The FTC alleged, among other
things, that the acquisition created a highly concentrated market and increased the
likelihood of coordinated effects. ]

2. Reasonable probability of anticompetitive effects
a. Overview

As the court explained in ProMedica Health Systems v. FTC, anticompetitive
effects of a merger can include coordinated effects and/or unilateral effects.

[T]he idea behind coordinated effects is that, “where rivals are few, firms will be
able to coordinate their behavior, either by overt collusion or implicit
understanding in order to restrict output and achieve profits above competitive
levels.” H&R Block, 833 F. Supp. 2d at 77. . . . Unilateral effects theory, on the
other hand, holds that “[t]he elimination of competition between two firms that
results from their merger may alone constitute a substantial lessening of
competition.” Merger Guidelines § 6 at 20.

749 F.3d 559, 568-69 (6th Cir. 2014). In the instant case, to support the argument that
the Acquisition is likely to have anticompetitive effects, Complaint Counsel asserts:
(1) the Acquisition will facilitate coordination among competitors, in a highly
concentrated market that is vulnerable to coordination (coordinated effects); and
(2) the Acquisition will enable the combined entity to engage in strategic output
withholding, in a market with incentives for and a history of such conduct (unilateral
effects). Respondents dispute that anticompetitive effects are likely, arguing that the
evidence fails to show that coordination among competitors or unilateral strategic
output withholding by the combined entity is likely. The question of likely coordinated
effects is analyzed below.

I Citations to briefs and to factual findings with parentheticals omitted.
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b. Likelihood of coordinated effects
i. Legal principles

“Tacit collusion, sometimes called oligopolistic price coordination or conscious
parallelism, describes the process, not in itself unlawful, by which firms in a
concentrated market might in effect share monopoly power, setting their prices at a
profit-maximizing, supracompetitive level by recognizing their shared economic
interests and their interdependence with respect to price and output decisions.” Brooke
Group v. Brown & Williamson Tobacco Corp., 509 U.S. 209, 227 (1993). See also
Merger Guidelines § 7 (Coordinated interaction includes an implied understanding or
parallel accommodating conduct not pursuant to a prior understanding.).

Coordinated interaction involves conduct by multiple firms that is profitable for
each of them only as a result of the accommodating reactions of the others. These
reactions can blunt a firm’s incentive to offer customers better deals by
undercutting the extent to which such a move would win business away from
rivals. They also can enhance a firm’s incentive to raise prices, by assuaging the
fear that such a move would lose customers to rivals.

Merger Guidelines § 7.

“It is a central object of merger policy to obstruct the creation or reinforcement by
merger” of market structures in which tacit coordination can occur. [FTC v.] Heinz,
246 F.3d [246,] at 725 [(D.C. Cir. 2001)]. “Tacit coordination is feared by antitrust
policy even more than express collusion, for tacit coordination, even when observed,
cannot easily be controlled directly by the antitrust laws.” Id. “[P]ermit[ting] mergers
to be challenged prior to their occurrence and thus before the harm from coordinated
interaction has materialized . . . is particularly valuable in situations where coordinated
interaction is difficult to detect and remedy directly under § 1 of the Sherman Act.”
Herbert Hovenkamp, Prophylactic Merger Policy, HASTINGS L.J. (August 2018) at 12.

It is not necessary to prove that tacit coordination has already occurred in order to
demonstrate a reasonable probability of future coordination. See [FTC v.] Arch Coal,
[Inc., 1329 F. Supp. 2d [109,] at 116 [D.D.C. 2004)] (“While proof of prior cooperative
behavior is relevant, it is not a necessary element of likely future coordination in
violation of Section 7.”)

ii. Analysis

Under the Merger Guidelines, a merger may substantially lessen competition if:
(1) the merger would significantly increase concentration and lead to a moderately or
highly concentrated market; (2) that market shows signs of vulnerability to coordinated
conduct; and (3) the merger is likely to enhance that vulnerability. Merger
Guidelines § 7.1. As shown above, the evidence proves that the Acquisition in this case
would significantly increase concentration in the relevant market and lead to a highly
concentrated market. As discussed below, the evidence further proves that the North
American chloride TiO2 market is vulnerable to coordinated conduct, and that this
vulnerability will be enhanced by the Acquisition. See generally Merger
Guidelines § 7.2 (discussing factors evidencing vulnerability to coordination).

October 11, 2021
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First, with only five participants selling chloride TiO2 in North America, the
number of firms in the relevant market is small. “The fewer competitors there are in a
market, the easier it is for them to coordinate their pricing without committing
detectable violations of section 1 of the Sherman Act. . ..” Hosp. Corp. of Am. v. FTC,
807 F.2d 1381, 1387 (7th Cir. 1986). In the instant case, the Acquisition will reduce
the number of firms to four, thereby making it easier for the remaining firms to
coordinate on price or output. See [FTC v.] Elders Grain, [Inc.,] 868 F.2d. [901,] at
905 [(D.C. Cir. 1989)] (holding that acquisition reducing firms from six to five would
make it easier for leading members of the industry to collude on price and output);
[FTC v.] Univ. Health, [Inc.,] 938 F.2d [1206,] at 1219 [(11th Cir. 1991)] (holding that
four businesses remaining after merger could easily collude to raise price and decrease
output without committing detectable violations of the Sherman Act). In particular, the
Acquisition would not only simplify coordination by eliminating Cristal, a current
competitor, but would also create a new firm of a similar size to Chemours, the current
market leader. Indeed, the Acquisition will result in only two firms—Tronox and
Chemoursein control of [redacted—nearly three-quarters] of North American sales,
and over of [redacted] North American capacity. “With only two dominant firms left
in the market, the incentives to preserve market shares would be even greater, and the
costs of price cutting riskier, as an attempt by either firm to undercut the other may
result in a debilitating race to the bottom.” [FTC v.] CCC Holdings [Inc.], 605 F. Supp.
2d [26,] at 67 [(D.D.C. 2009)].

Second, chloride TiO2 is a commodity product. Markets for homogenous products
are more susceptible to coordination. One reason for this is that reactions by rivals to
attempts to steal their business are likely to be strong, given that each firm’s product
is largely interchangeable with its rivals’ products. In this case, given the small number
of market participants in the relevant market, and the commodity nature of chloride
Ti02, the market is fairly characterized as an oligopoly. See [4A PHILLIP E.] AREEDA
[& HERBERT HOVENKAMP, ANTITRUST LAW] 4 1429a at 221 [(3d ed. 2009)]; Blomkest
Fertilizer, Inc. v. Potash Corp. of Saskatchewan, Inc., 203 F.3d 1028, 1031 n.3
(8th Cir. 2000) (quoting Black’s Law Dictionary 1086 (6th ed. 1990)); see also
Preliminary Injunction Opinion, [FTC v. Tronox Ltd., 332 F. Supp. 3d 187, 195
(D.D.C. 2018)] (“The titanium dioxide market has been described as an ‘oligopoly,’
as Ti02 is a ‘commodity-like product with no substitutes, the market is dominated by
a handful of firms, and there are substantial barriers to entry.”” (quoting Valspar Corp.
v. E.I. Du Pont De Nemours & Co., 873 F.3d 185, 190 (3d Cir. 2017)).

Third, mutually recognized interdependence is indicative of a market that is
vulnerable to coordination. In such a market, each [competitor] knows that his choice
will affect the others, who are likely to respond, and that their responses will affect the
profitability of his initial choice. Each knows that expanding his sales or lowering his
price will reduce the sales of rivals, who will notice that fact, identify the cause, and
probably respond with a matching price reduction. Unless he can somehow conceal
his price reduction, or unless his own position is improved by a lower market price, he
will hesitate to reduce prices at all. Areeda 9 1410b at 65 (emphasis and footnote
omitted). Recognized interdependence is a distinct characteristic of an oligopolistic

October 11, 2021
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market. Areeda Y 404a; see also Rebel Oil Co. v. Atlantic Richfield Co., 51 F.3d 1421,
1443 (9th Cir. 1995) (“[b]y definition, oligopolists are interdependent . . .” (citation
omitted); In re Flat Glass Antitrust Litig., 385 F.3d 350, 359 (3rd Cir. 2004)
(explaining that a participant in an oligopoly market “‘must take into account the
anticipated reaction of the other [] firms’”’) (citation omitted)).

In the instant case, the evidence proves that the North American chloride TiO2
market is characterized by mutually recognized interdependence. As acknowledged in
a November 2016 Tronox presentation, the “TiO2 market shows oligopoly pricing
behavior (one supplier can drive price down, action of all suppliers needed to pull
prices up).” Indeed, the record is replete with testimony and documents from Tronox
and Cristal demonstrating recognized interdependence among market participants.
E.g.,F.207 (Tronox’s Mr. Romano testifying that “it only takes one to make the price
go down. The whole market has to go up. But any one competitor can make pricing go
down.”); F. 212 (Tronox’s Mr. Romano testifying that success of a price increase
“depends on what our competition is doing”); F. 213 (Tronox’s Mr. Casey stating in
an email: “[T]he success of this [Tronox December 2015 price increase] initiative will
be materially affected by how Huntsman [now Venator], Cristal and Kronos respond.
Chemours announced an equivalent price increase yesterday . . ..”); F. 208 (Mr. Gigou
of Cristal testifying that when considering whether to issue a price increase and for
what amount, Cristal takes into account information from customers regarding other
TiO2 suppliers); F. 217 (Mark Stoll, general manager of mergers and acquisitions for
Cristal, stating in a 2012 email: “In current market conditions of excessive inventory
we cannot raise price and gain market share at the same time unless all suppliers
support the price movement.”).

In addition, the evidence shows mutual accommodating conduct by chloride TiO2
producers in order to support market discipline and avoid triggering adverse
competitor responses. For example, in a July 2015 email discussing pricing for a
customer, Mr. Duvekot of Tronox wrote: “Especially on a highly visible account like
[this particular customer] any price move will be seen by the competitors, even more
so if we use it to take a piece of the pie. That will cause a reaction from the competition,
at this account or elsewhere in the market, which will just lead to more price erosion
in the market. Tronox does not want to play this game (anymore).” In a March 2016
email, Tronox’s Mr. Mouland wrote to two salespeople: “We will have to pass on this
opportunity as I do not want to undercut a competitor. The price increase is taking hold
and any attempt to get volume at the expense of price could undermine our progress.”
F. 246. See also F. 231 (“The problem we face is that pricing is falling and if we take
action to go after market share, price will deteriorate further and we do not want [to]
facilitate or fuel that process. Everyone is defending their business and matching offers
from the competition to maintain their share as no one want[s] to loose [sic]
business.”); F. 235 (Cristal email stating: “All of the large global TiO2 suppliers are
still acting in a disciplined manner, respecting each other’s market positions and share
and holding on to price. No volume stalking of any great consequence is taking place
yet, which is very good news.”).

October 11, 2021
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Fourth, “[a] market typically is more vulnerable to coordinated conduct if each
competitively important firm’s significant competitive initiatives can be promptly and
confidently observed by that firm’s rivals. . . . Regular monitoring by suppliers of one
another’s prices or customers can indicate that the terms offered to customers are
relatively transparent.” Merger Guidelines § 7.2. See also [United States v.] Oracle,
[Corp.,] 331 F. Supp. 2d [1098,] at 1166 [N.D. Cal. 2004)] (“Without homogeneity or
transparency, the market conditions are not conducive to coordinated effects, either
tacit or express.”). The evidence in this case shows that TiO2 suppliers monitor, and
are able to observe, significant moves by their competitors, including as to price and
output, from public statements by competitors and information obtained from
customers.

Tronox and Cristal monitor and analyze public statements by competitors such as
quarterly earnings updates, presentations at industry conferences, and ratings agency
meetings. For example, Tronox’s Mr. Engle, vice president of marketing, listens to
competitors’ earnings calls to learn about their production plans and other
announcements, and to obtain competitive intelligence. Indeed, these sources represent
Tronox’s largest source of competitor intelligence. Reports and analyses are provided
to Tronox’s executives. Cristal also monitors TiO2 competitors’ public calls and
circulates detailed analyses to executives, highlighting information such as production
curtailments, capacity utilization, and planned price increases.

The information provided in public earnings calls and similar public presentations
can be specific. Tronox discusses in its quarterly results earnings calls such matters as
changes in sales volume, changes in the selling prices by region, margin information,
and operation related information such as relative plant utilization rate and inventory
levels. Tronox publicly announced in a second quarter 2015 earnings call its decision
to reduce production at two facilities, including Tronox’s Hamilton plant, and
specifically noted that “these processing line curtailments represent approximately
15% of total pigment production.” In a first quarter 2016 conference call, Tronox
described its plan to continue to be “disciplined” about production and not to bring
back “full production” on the first sign of price recovery. In a second quarter
2016 earnings call, Chemours stated its prediction that for “the rest of the year, you’ll
see a cadence up in our price as you look at third quarter . . . .” At a basic materials
conference sponsored by Goldman Sachs, the executive vice president of Huntsman
(now Venator) stated: “Well, there’s the April 1 effective price increase. It was roughly
$235 aton, nominated. And we have communicated and signaled that we would expect
the realization on that price would be on the upper end of what we’ve been realizing
over the last 3 or 4 quarters. That is closer to 2/3, 70% realization.”.

Publically disclosing information in a market characterized by interdependence can
serve as a signal to the market, enhancing predictability and the potential for tacit
coordination. North American chloride TiO2 producers over the years have increased
TiO2 prices typically in close proximity to each other in time. For example, Chemours
announced a price increase of $150 per metric ton on December 17, 2015. Within about
a half hour of learning this information, Mr. Casey of Tronox reacted by directing that
“[w]e will put out a [redacted] global price increase announcement of our own before
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9:30 tomorrow,” which Tronox did. In an internal email, Tronox explained that, with
its price increase, Tronox was “testing whether [the market] is ready for price increases
or at least to stop declines.” Cristal learned of the price increase by Tronox on the same
day it was announced, and remarked in an internal email: “Tronox follows the
trend. . . . Expectedly, other TiO2 manufacturer’s [sic] may follow the trend.” Cristal
characterized these announced pricing moves as “an initiative to taste the market
readiness to accept this announced price increase.” Later that day on December 18,
2015, Cristal confirmed that both Chemours and Huntsman had also announced price
increases. From Cristal’s perspective, the December 2015 price increase
announcements were “[n]ot based on supply/demand dynamics.”

In another example, shortly after Tronox publicly announced in its second quarter
2015 earnings call its decision to reduce production at its Hamilton plant, Chemours
closed its Edge Moor plant in Delaware, and shut down a production line at its
Johnsonville, Tennessee plant, removing 150,000 metric tons of capacity. Tronox
considered this “Good news!!” with then-CEO Mr. Casey responding that “[i]t’s good
that [Chemours] can follow the leader!”

The Acquisition will increase the competitive information available to market
participants through earnings calls and similar public presentations. Tronox,
Chemours, Kronos, and Venator are publically traded companies, and therefore
required to report earnings and similar business information to investors and others in
the ordinary course of business. Presently, Cristal is a privately held company. With
the merger, all participants will be reporting as public companies.

Chloride TiO2 producers also monitor competitive actions in the market through
information obtained from their customers. It is part of Tronox’s price increase
implementation process to collect competitive intelligence on its competitors’ pricing
in order to assess whether its competitors are “maintain[ing] a disciplined approach”
with respect to a price increase. Customer-provided information is included in reports
provided to senior management and is used to make pricing decisions. In many
instances, this can include specific pricing information. E.g., F. 276 (“Per [redacted] ,
Purchasing Mgr, Kronos and DuPont have moved their price by [redacted]”); F. 276
(“customer confirmed Kronos is taking them up ”; F. 276 (describing that Cristal is
offering [redacted] per pound lower than Tronox at [redacted]); F. 279 (Cristal email
reporting that customer “indicated that Huntsman offered [redacted] for volume . . . ”);
F. 279 (internal Cristal email stating: “Our refusal to . . . meet [redacted] price resulted
in [a customer] moving 5 trucks per month away from us and over to [redacted] . . .”).
Competitor price information, once disclosed, gets further communicated within the
market “from competitor to customer to other supplier.”10

10" Respondents contend that customer-provided pricing information is not reliable because
customers in a negotiation may not necessarily be truthful about competing offers. RRFF 476-85.
However, the fact that suppliers report and rely on customer-provided competitor pricing information
in making their own pricing decision is indicative of the information’s reliability. In addition,
Cristal’s redbook, a data compilation, uses customer-provided sales information to track suppliers’
sales volumes, and market share data calculated from the data proved to be a close match to market
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Fifth, the fact that the chloride TiO2 market has low demand elasticity makes
coordination more profitable, which increases incentives to coordinate. Price elasticity
of demand is how responsive demand is to changes in price. Inelastic demand makes
a market more susceptible to coordination because if prices of all firms were to rise,
few sales would be lost, which makes the reward for coordinating greater. Here, the
price elasticity of demand for chloride TiO2 in North America is low.!!

iii. Respondents’ opposing arguments

Respondents argue that Complaint Counsel has failed to prove that coordinated
effects are likely, citing United States v. Oracle Corporation, 331 F. Supp. 2d 1098
(N.D. Cal. 2004). RB at 57. Oracle does not support Respondents’ argument. In that
case, the court denied a preliminary injunction under Section 7, finding, among other
things, that “the products of Oracle and SAP are not homogeneous, but are
differentiated products, and that the pricing of these products is not standardized or
transparent.” 331 F. Supp. 2d at 1109. Indeed, the plaintiffs in Oracle did not contend
that any of those conditions were present in the proposed merger. /d. at 1113. In the
instant case, by contrast, the evidence proves that chloride TiO2 is a commodity
product and suppliers are able to gain relatively detailed and specific information about
competitors’ pricing.

Respondents further assert that the evidence fails to show coordination has
occurred in the past. However, as explained above, proof of prior tacit coordination is
not necessary to demonstrate a reasonable probability of future coordination. See Arch
Coal, 329 F. Supp. 2d at 116. Respondents additionally contend that coordination
would be difficult to conceive, monitor, or enforce because announced prices are not
necessarily the actual price paid by customers; rather, prices are individually
negotiated with each customer. Respondents’ argument ignores the facts that suppliers
obtain reliable information about actual prices being offered by the competition
directly from customers, among other sources, and that such information spreads to
other suppliers in the market. Moreover, knowledge of precise competitor pricing is
not necessary to be able to coordinate price movements through parallel price
increases, which are publicly disclosed. In any event, it is not necessary to demonstrate
that market participants can form and enforce an agreement. Coordinated interaction
includes a range of conduct, and can involve parallel conduct “in which each rival’s
response to competitive moves made by others is individually rational, and not
motivated by retaliation or deterrence but nevertheless emboldens price increases and

shares calculated from actual data derived from suppliers’ invoices. The totality of the evidence belies
the notion that customers routinely provide false information as part of the negotiation process.

11 1t is also noteworthy that customers in the relevant market are concerned about the increased
consolidation of suppliers post-Acquisition. F. 293 (Mr. Vanderpool of True Value testifying:
“[We’re] going from five major suppliers down to four major suppliers . . . . [redacted]. So we see
raw material prices continue to go up and tightening in the market from allocation, and that’s a very
big concern of ours”); F. 294 (Ampacet email stating, “The acquisition of Cristal by Tronox is cause
for concern for Ampacet” noting the “20% reduction in [its] supply base”).
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weakens competitive incentives to reduce prices or offer customers better terms.”
Merger Guidelines § 7.

Respondents also argue that TiO2 sales are subject to “fierce competition.”
Respondents assert that most customer contracts do not set price but rather provide for
prices to be negotiated; that contracts typically contain an option to switch suppliers if
they find a better price (a “meet or release” clause), which can result in a lower price;
and that buyers “pit” suppliers against each other to obtain a lower price. However,
such evidence does not logically preclude a finding that the market is also vulnerable
to coordination, particularly where, as here, the market is characterized by oligopolistic
interdependence, exacerbated by relative transparency and product homogeneity. 12
Furthermore, “[a]s the statutory language suggests, Congress enacted Section 7 to
curtail anticompetitive harm in its incipiency.” [In re] Polypore , [Int’l, Inc., 150 F.T.C.
586, 598 (FTC Nov. 5,2010) (No. D-9327),] 2010 WL 9549988 at *8 (citing Chicago
Bridge [& Iron Co. v. FTC], 534 F.3d [410,] at 423 [(5th Cir. 2008)]) (emphasis
added). See also Merger Guidelines § 7.1 (“Pursuant to the Clayton Act’s incipiency
standard, the Agencies may challenge mergers that in their judgment pose a real danger
of harm through coordinated effects, even without specific evidence showing precisely
how the coordination likely would take place.”).

iv. Summary

Based on the foregoing, the evidence proves that the North American chloride TiO2
market is vulnerable to coordinated conduct, and that this vulnerability will be
enhanced by the Acquisition.

NOTES

1.  The theory of coordinated effects has two elements: (a) the relevant market
must be susceptible to coordinated interaction (oligopolistic interdependence); and
(b) the merger must increase the likelihood or success of coordinated interaction. In
the Tronox excerpt, be sure you know the headline factual findings supporting each
element. Note that most of the factual findings go to susceptibility; if a market is
susceptible to coordinated interaction, the then elimination of the independence of a
major competitor through a horizontal merger is usually enough to support a finding
of increased likelihood or success.

12 According to the Merger Guidelines, “meet or release” clauses tend to increase the
vulnerability of a market to coordinated interaction by increasing visibility of competitive initiatives.
See Merger Guidelines § 7.2 (“A market typically is more vulnerable to coordinated conduct if a
firm’s prospective competitive reward from attracting customers away from its rivals will be
significantly diminished by likely responses of those rivals. This is more likely to be the case, the
stronger and faster are the responses the firm anticipates from its rivals. The firm is more likely to
anticipate strong responses if there are few significant competitors, if products in the relevant market
are relatively homogeneous, if customers find it relatively easy to switch between suppliers, or if
suppliers use meeting-competition clauses.”).
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NEW YORK V. DEUTSCHE TELEKOM AG,
439 F. Supp. 3d 179, 234-37 (S.D.N.Y. 2020)
(excerpt on coordinated effects!)

VICTOR MARRERO, J.

[Thirteen states and the District of Columbia brought an action alleging that the
proposed 4-to-3 merger of T-Mobile US, Inc. and Sprint Corporation, the third and
fourth largest wireless telecommunications service providers in the United States,
would substantially lessen competition in the national and various local markets for
retail mobile wireless telecommunications services (RMWTS), in violation of
Section 7 of the Clayton Act. Before the filing of the states’ complaint, the U.S.
Department of Justice and seven states had entered into a settlement with the merging
parties under which they would sell Sprint’s prepaid business and some wireless
spectrum to Dish Network to form an additional competitor. The instant action
attacked the DOJ divestiture settlement as insufficient to preserve competition in the
various RMWTS markets. The state plaintiffs alleged, among other things, that the
arrangement would create highly concentrated markets and increase the likelihood of
coordinated effects in these markets.]

C. ADDITIONAL EVIDENCE OF ANTICOMPETITIVE EFFECTS

Defendants’ rebuttal of Plaintiff States’ prima facie case now leaves Plaintiff States
with the ultimate burden of proof. Plaintiff States attempt to carry this burden by
showing that: (1) the Proposed Merger would increase the likelihood that the three
remaining MNOs [mobile network operators] would effectively agree, whether
explicitly or merely through mutual awareness, that competing less strenuously and
thus delivering fewer consumer benefits would be in their collective interests
(“coordinated effects” of the merger); and (2) the lost competition between Sprint and
T-Mobile would cause New T-Mobile to charge higher prices than T-Mobile ordinarily
would have without the merger, regardless of its remaining competitors’ actions
(“unilateral effects” of the merger). As evidence that these two effects are likely,
Plaintiff States relied primarily on the testimony of [Professor Carl] Shapiro as
supplemented by various emails and internal presentations suggesting that during the
course of merger discussions, T-Mobile and Sprint considered the possibility that the
Proposed Merger might create opportunities to charge higher prices or otherwise
decrease competition.

The Court addresses each type of effect in turn and concludes that neither is
reasonably likely, particularly in the short term. As further detailed in Section IL.D.
below [omitted in this excerpt], each type of effect would require that T-Mobile

1 Record citations omitted.
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reverse course and effectively disestablish the business strategy and reputation it has
developed over the past decade, even though the Proposed Merger gives it the ability
to simply continue that business strategy on a greater scale and thus compete more
effectively with the current market leaders AT&T and Verizon. The likelihood of
coordinated or unilateral effects is further diminished by Sprint’s decline and DISH’s
entry into the RMWTS Markets.

1. Coordinated Effects

Coordinated effects analysis reflects the theory that “where rivals are few, firms
will be able to coordinate their behavior, either by overt collusion or implicit
understanding, in order to restrict output and achieve profits above competitive levels.”
FTC v. PPG Indus., Inc., 798 F.2d 1500, 1503 (D.C. Cir. 1986). The Merger
Guidelines set forth the framework by which the DOJ and FTC assess whether a given
merger will cause coordinated effects. Beyond the market share analysis used to
establish a prima facie case described above, the DOJ and FTC’s coordinated effects
analysis considers whether the relevant market “shows signs of vulnerability to
coordinated conduct” and whether there is “a credible basis on which to conclude that
the merger may enhance that vulnerability.” Merger Guidelines § 7.1.

Plaintiff States’ economic expert Shapiro calculated that the coordinated effects of
the Proposed Merger would result in annual consumer harm of $8.7 billion. Under
Shapiro’s theory, this harm would result from New T-Mobile [the merged company],
AT&T, and Verizon “pulling their punches,” or competing less strenuously and
allowing market prices to stabilize or decline at a lower rate than the 6.3 percent decline
in average revenue per user (“ARPU”) observed from 2014 to 2017. Shapiro stated
that this behavior would in turn result from several industry characteristics that he
claims make the RMWTS Market vulnerable to anticompetitive coordination: that
there are only a few large firms in the market, that the firms are very similar, that
consumer demand is both predictable and inelastic (that is, not greatly affected by price
changes), that there are high barriers to entry, and that prices are transparent and
rapidly monitored.

Defendants challenge both that the RMWTS Market is vulnerable to coordination
and that without the merger prices would continue to decline at the rate claimed by
Shapiro. They note that technically ARPU is not the price that consumers pay, and that
instead the Bureau of Labor Statistics’ producer price index indicates that the prices
for cellular and wireless communications have not declined from 2018 to 2019 despite
declining in earlier years. Their economic expert, [Professor Michael] Katz, adds that
if the producer price index is followed instead, the $8.7 billion harm calculated by
Shapiro disappears completely. Katz also questions how similar the major competitors
are, considering the various degrees to which they differentiate their mobile wireless
services beyond price, such as particular handset deals, various family or data plans,
and bundling with content or other communications services beyond the RMWTS
Market itself. Katz claims that these various non-price differentials also complicate
Plaintiff States’ picture of a market with transparent prices, given firms’ incentives to
continue innovating and distinguishing themselves from their competitors.
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The Court agrees . . . that the RMWTS industry is not particularly vulnerable to
coordination. As both sides acknowledge, price is not the only dimension on which
competition occurs. The non-price factors listed above demonstrate the various
strategies that competitors in the market might pursue, drawing also into question
whether the firms’ pricing is truly so transparent. For example, while T-Mobile might
try to compete primarily on the basis of its capacity advantages, AT&T might try to
leverage the entertainment content provided by its merger with Time Warner, and a
cable MVNO [mobile virtual network operators] like Comcast might advertise the
convenience of bundling mobile wireless services with fixed in-home broadband and
cable services. Considering also the rapidly changing nature of mobile wireless
technological offerings, opportunities for innovation and differentiation may abound
and materially alter the terms of competition. Indeed, that Plaintiff States characterize
two of the largest four firms in the RMWTS Market as “mavericks” reflects that the
market is not so vulnerable as they otherwise suggest. The DOJ’s efforts to surmount
the industry’s admittedly high barriers to entry and position DISH as a new maverick
also contradict the claim that the RMWTS Market is vulnerable to coordination.
Finally, Shapiro conceded that asymmetric capacity utilization decreases the
likelihood of coordination, which is particularly relevant because of the evidence
indicating that New T-Mobile would have significantly more unused capacity than
AT&T and Verizon.

As evidence that the Proposed Merger presents a credible threat in a vulnerable
market. Plaintiff States also cite a number of documents in which employees of
Defendants appear to have considered the prospect of anticompetitive coordination.
While Defendants do not contest that evidence of intent may be relevant in a Section 7
case, the Court notes an apparent tension with the Second Circuit’s guidance that “it is
elementary that [one merging party’s] intentions in acquiring [the other merging party]
are not to be considered in determining whether a Section 7 Clayton Act violation
occurred.” FTCv. PepsiCo, Inc.,477 F.2d 24, 30 (2d Cir. 1973). But even if this Court
could not consider Defendants’ intentions in this exact manner, it will nevertheless
weigh the evidence cited by Plaintiff States because it might shed light on whether the
RMWTS Market is vulnerable to coordination, and whether the Proposed Merger
presents a credible threat of coordination in the market.

The main evidence that Plaintiff States cite for the potential of coordination are
statements from DT executives suggesting that they supported a “4-to-3” merger of
MNOs in the United States because they believed a consolidated market would be
more profitable. Plaintiff States also cite some documentary evidence from Sprint
suggesting this potential; for example, Sprint’s Chief Marketing Officer Roger Sole-
Rafols (“Sole-Rafols”) suggested to Claure that the Proposed Merger could “end up
accommodating plus $5 ARPU in a three-player scenario [including AT&T and
Verizon]” and that this demonstrated “the benefit of a consolidated market.” Plaintiff
States additionally cite multiple T-Mobile and Sprint communications for the
proposition that anticompetitive price signaling is already occurring in the RMWTS
Market.
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The Court is not persuaded that the evidence Plaintiff States point to forms a
sufficiently credible or plausible basis to conclude that the Proposed Merger will
substantially lessen competition. First, the Court disagrees that the DT statements merit
the weight that Plaintiff States ascribe to them.[2] Though DT is T-Mobile’s controlling
shareholder, the Court places less weight on DT executives’ theories regarding the
effects of consolidation in a foreign market than T-Mobile’s actual history of
aggressive competition and the incentives for the company to continue competing that
the Proposed Merger would provide. Sole-Rafol’s statements lack significant
probative value for similar reasons, including that Sole-Rafols lacks any input on
T-Mobile pricing or regulatory strategy and stressed at trial that he expressed this
hypothetical without any underlying basis. In any event, that DISH will become a
fourth MNO in the RMWTS Market effectively nullifies the value of any speculation
regarding the potential coordinated effects of a 4-to-3 merger.

Finally, the signalling emails also do not merit the weight they might warrant at
first glance. For example, Langheim’s notes clearly indicate that any attempts by
T-Mobile at signalling failed and that the market was in fact “now at war.”!3] Similarly,
the correspondence between the two Sprint employees described above appears to have
been speculation, in fact largely contradicted by the employees’ own observations in
the same discussion that “[Legere’s] antagonistic approach to competition destroys
profitability for the whole industry” and that “[Claure] may take a while [to start
anticompetitively colluding] because of strong ego and competitiveness.”l4) The other
two documents cited by Plaintiff States do little to indicate that the market is actually
vulnerable to coordination, either. Since they are hardly probative of the market’s
vulnerability to coordination, the Court is also not persuaded that they indicate the
Proposed Merger would likely present a credible threat of coordination.

Even putting aside the infirmities that undermine the value of the preceding
evidence, the Court has spent two full weeks assessing the credibility of each witness
and their claims regarding whether coordination would be more or less likely in the
RMWTS Market. “Antitrust theory and speculation cannot trump facts, and . . . cases
must be resolved on the basis of the record evidence relating to the market and its
probable future.” [FTC v.] Arch Coal, [Inc.,] 329 F. Supp. 2d [109] at 116-17 (D.D.C.
2004)]. The Court finds that the fact of aggressive competition over the past decade is
not so easily reversed, a point the Court elaborates on in Section I1.D below. T-Mobile
has built its identity and business strategy on insulting, antagonizing, and otherwise
challenging AT&T and Verizon to offer pro-consumer packages and lower pricing,
and the Court finds it highly unlikely that New T-Mobile will simply rest satisfied with
its increased market share after the intense regulatory and public scrutiny of this
transaction. As Legere and other T-Mobile executives noted at trial, doing so would
essentially repudiate T-Mobile’s entire public image. The evidence indicated that the

(2] Ed.: Deutsche Telekom AG (“DT”) was the controlling shareholder of T-Mobile.
13] Ed.: Thorsten Langheim was a DT board member.
4] Ed.: John Legere was T-Mobile’s CEO. Marcelo Claure was Sprint’s CEO.
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same executive team that has brought T-Mobile success will continue to lead New
T-Mobile, and the merger will provide T-Mobile with the increased capacity that
enabled it to pursue the Un-carrier strategy in the first place. Having heard Defendants
emphasize the asymmetric capacity advantage that New T-Mobile would have over
AT&T and Verizon, the Court concludes that New T-Mobile would likely make use
of that advantage by cutting prices to take market share from its biggest competitors.
[record citations]; see also Merger Guidelines § 2.1.5 (“A firm that may discipline
prices based on its ability and incentive to expand production rapidly using available
capacity also can be a maverick, as can a firm that has often resisted otherwise
prevailing industry norms to cooperate on price setting or other terms of
competition.”).

Finally, the Court reiterates that the entry of DISH undermines the notion that there
will be fewer firms in the market and that coordination will thus be more likely. Even
if DISH will initially enter the market at a relatively small scale, the tendency toward
anticompetitive coordination “may well be thwarted by the presence of small but
significant competitors” such as DISH would be. See Stanley Works v. FTC, 469 F.2d
498, 507 (2d Cir. 1972) (internal quotation marks omitted). Trial witnesses were
virtually unanimous that DISH chairman [Charles] Ergen is a tough businessman not
known to be particularly accommodating of his rivals. Indeed, their numerous
references to Ergen as a “poker player” suggest that anticompetitive signaling with
DISH would be a difficult endeavor. Having assessed the credibility of DISH’s
witnesses at trial, the Court is persuaded that, given its extensive preparations and the
favorable remedies arranged by the DOJ, DISH fully intends to enter the RMWTS
Markets vigorously and assume the mantle of a new maverick. This fact, combined
with the high likelihood that New T-Mobile will compete aggressively, renders
improbable any potential coordinated effects of the Proposed Merger.
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FTC. v. OSF HEALTHCARE SYS.,
852 F. Supp. 2d 1069, 1086 (N.D. I11. 2012)
(excerpt on coordinated effects!)

FREDERICK J. KAPALA, J.

[The FTC sought a preliminary injunction under FTC Act § 13(b) to enjoin the
defendants, OSF Healthcare System (“OSF”) and Rockford Health System (“RHS”),
from consummating their affiliation agreement executed on January 31, 2011, or
otherwise acquiring each other’s assets or interests. The FTC alleged, among other
things, that the arrangement would create a highly concentrated market and increase
the likelihood of coordinated effects. ]

b. Coordinated effects

Defendants next argue that the FTC has no evidence that the merger will result in
any unlawful coordination. “A merger may diminish competition by enabling or
encouraging post-merger coordinated interaction among firms in the relevant market
that harms customers.” Merger Guidelines § 7; see also Hosp. Corp. [v. FTC],
807 F.2d [1381] at 1387 [7th Cir. 1986)] (““The fewer competitors there are in a market,
the easier it is for them to coordinate their pricing . . . .”). Although “the risk that a
merger will induce adverse coordinated effects may not be susceptible to quantification
or detailed proof,” such a risk can be evaluated by reviewing market concentration and
any history of collusion in the relevant market. Merger Guidelines § 7.1. Here, the
relevant market is highly concentrated and there is at least some history of coordinated
efforts among the Rockford hospitals.

Generally, once “the government has established its prima facie case [through the
PNB presumption], the burden is on the defendants to produce evidence of ‘structural
market barriers to collusion’ specific to this industry that would defeat the ‘ordinary
presumption of collusion’ that attaches to a merger in a highly concentrated market.”
H & R Block, 833 F. Supp. 2d at 76 (quoting [FFTC v. H.J.] Heinz [Co.], 246 F.3d [708]
at 725 [(D.C. Cir. 2001)]). In this case, however, the FTC has not relied solely on its
prima facie case, but has also detailed several incidents which it claims demonstrate
coordinated activity. While the court finds that some of the claimed coordination is
fairly benign, such as hiring a consultant to help evaluate the healthcare market in the
region, there is some evidence that suggests that there is a risk of coordinated activity
by the hospitals in Rockford after the merger, especially once “communication
becomes easier and more effective” with only two competitors.

The first example showing at least some history of coordination involves efforts by
one hospital to determine if it was in a bidding war against a competitor for a contract

1 Citations to briefs and the evidentiary record and to footnotes omitted.
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with a health insurance company. The first hospital contacted the Managed Care
Director for the competitor and was told that they were not in contract negotiations
with the insurance company at that time. “[T]he ultimate effect [of this coordinated
activity] was that they did not agree to give the larger discount to the health plan in
question, but instead held out for a higher amount” of reimbursement from the health
plan. Another example involves two of the hospitals allegedly contacting a health plan
and stating that, if the health plan wanted to contract with either one of them, it had to
exclude the third hospital from its network. This evidence of hospitals putting up a
type of “united front in negotiations with the third-party payors” is an example of the
dangers of collusion that the antitrust laws seek to prevent. Hosp. Corp., 807 F.2d at
1389.

Defendants try to rebut the FTC’s charge that the proposed merger comes with an
increased risk of unlawful coordination by arguing generally that the FTC’s theory is
implausible, that the facts it relies on are stale, and that the executives at all three
hospitals have testified that they would not allow coordinated behavior to occur in the
future. These arguments are insufficient to overcome the presumption of collusion that
arises from the combination of the FTC’s strong prima facie case, see H & R Block,
833 F. Supp. 2d at 7677, and the evidence of coordinated behavior discussed above.
First, defendants’ argument that it is implausible to suggest that the merger would
allow OSF Northern Region to both exclude and collude with SwedishAmerican
misconstrues the FTC’s position. Although the court agrees that OSF Northern Region
could not simultaneously both exclude and collude, plaintiff’s expert explained that
the combined entity could use the threat of exclusion to induce collusive behavior from
SwedishAmerican. Second, the court disagrees with defendants’ characterizations of
the FTC’s evidence as stale, where the conduct the court finds most damaging occurred
within the past seven years. Finally, relying on the testimony of hospital executives
adds little to the analysis of this particular issue, as they would be expected to
publically disavow any improper conduct and not condone such conduct in the future.

Based on the foregoing, the court agrees with the FTC that the proposed merger in
this case does involve an increased risk of coordinated conduct in the relevant market,
and that defendants have failed to successfully rebut this aspect of the FTC’s case. To
be clear, the court is not finding that the hospitals would necessarily collude after the
merger, only that this merger adds to the risk of such behavior. Accordingly, the court
finds that the FTC has raised serious and substantial questions on the issue of
coordinated behavior that require further investigation and determination during the
merits trial.

NOTES

1.  OSF unfortunately followed H&R Block in concluding its analysis of the
DOJ’s prima facie case with nothing more than the PNB presumption. It did not follow
the rubric of the 2010 DOJ/FTC Horizontal Merger Guidelines and look at the other

evidence the DOJ presented to strengthen the PNB presumption as more modern courts
do.
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NEW YORK V. DEUTSCHE TELEKOM AG,
439 F. Supp. 3d 179, 237-39 (S.D.N.Y. 2020)
(excerpt on unilateral effects?)

VICTOR MARRERO, J.

[Thirten states and the District of Columbia brought an action alleging that the
proposed 4-to-3 merger of T-Mobile US, Inc. and Sprint Corporation, the third and
fourth largest wireless telecommunications service providers in the United States,
would substantially lessen competition in the national and various local markets for
retail mobile wireless telecommunications services (RMWTS), in violation of
Section 7 of the Clayton Act. Before the filing of the states’ complaint, the U.S.
Department of Justice and seven states had entered into a settlement with the merging
parties under which they would sell Sprint’s prepaid business and some wireless
spectrum to Dish Network to form an additional competitor. The instant action
attacked the DOJ divestiture settlement as insufficient to preserve competition in the
various RMWTS markets. The state plaintiffs alleged, among other things, that the
arrangement would create highly concentrated markets and increase the likelihood of
coordinated effects in thee markets.]

2. Unilateral Effects

Unilateral effects refer to “[t]he elimination of competition between two firms that
results from their merger[, which] may alone constitute a substantial lessening of
competition,” and like coordinated effects are analyzed primarily under the Merger
Guidelines. See [2010] Merger Guidelines § 6. Other courts have noted that unilateral
anticompetitive effects are more likely if “the acquiring firm will have the incentive to
raise prices or reduce quality after the acquisition, independent of competitive
responses from other firms” or if “the merger would result in the elimination of a
particularly aggressive competitor in a highly concentrated market.” [United States v.]
Aetna [Inc.], 240 F. Supp. 3d [1] at 43 [(D.C.C. Oct. 23, 2017)] (internal quotation
marks and citations omitted).

Shapiro calculates that the unilateral effects of the Proposed Merger would result
in annual consumer harms of $4.6 billion. As is the case regarding coordinated effects,
Shapiro’s rationale is that New T-Mobile would either raise prices or at least, as the
opportunity arises, not lower prices or offer high quality services at the same rate that
T-Mobile has pursued in the past, effectively delaying or denying consumers the
benefits of more aggressive offers. Shapiro calculated this harm by using a “diversion
ratio,” which measures how many customers would switch between T-Mobile and
Sprint (or their prepaid subsidiaries Metro and Boost) in response to price increases by

1 Record citations omitted.
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the carrier they are using at the time. Shapiro gathered this switching data from a
combination of sources, including the FCC and Facebook. Using the diversion ratios,
as well as the competitors’ prices and profit margins, Shapiro calculated “upward
pricing pressure,” which roughly reflects the incentive for the companies to increase
prices after the merger. To translate this upward pricing pressure into consumer harm,
Shapiro assumed that half of the upward pricing pressure would be passed on to
consumers in the form of higher prices.

Defendants claim numerous deficiencies in Shapiro’s data and upward pricing
pressure analysis. They first challenge the reliability of the underlying switching data,
arguing that because Facebook users are apparently younger than the average wireless
subscriber, Shapiro’s use of Facebook data may overstate the importance of T-Mobile
as a direct competitor of Sprint. Defendants also challenge upward pricing pressure
analysis more generally, noting that it does not account for the repositioning of
products, new entry, reputation, or changes in business strategy.

The Court does not doubt that Sprint and T-Mobile are now direct competitors, as
the evidence at trial reflected. The Court hesitates, however, to place too much stock
in Shapiro’s upward pricing pressure analysis given the numerous aspects of the
market that it does not capture, as well as the potential that the underlying data may
not be sufficiently reliable. Reliance on Shapiro’s methodology is further complicated
by the theory of consumer harm that Shapiro advances. It essentially asks the Court to
assess how slowly or quickly T-Mobile would lower its prices or offer non-price
benefits such as high-definition Netflix with or without the merger, regardless of what
other competitors do. It is already difficult to assess the competitive effects of a merger
in such a rapidly changing industry; asking the Court to assess whether consumers
would receive high-definition Netflix in 2020 or 2021 only compounds the necessarily
speculative quality of this inquiry.

Without discounting the possibility that upward pricing pressure analysis is a valid
form of quantifying the potential unilateral anticompetitive effects of a merger, the
Court nevertheless finds that more traditional judicial methods of assessing a merged
company’s likely future behavior are more reliable and useful in this particular context.
As T-Mobile’s future CEO Sievert noted at trial, New T-Mobile would be taking a
very significant risk by raising prices or slowing its competitive pace, because
consumers in the market still generally believe that AT&T and Verizon have superior
quality networks; if T-Mobile does not continue to differentiate itself through lower
prices and innovative offerings, many consumers might very well choose to pay AT&T
and Verizon slightly higher prices for what they believe are better networks and
improved service quality. The Court concludes that rather than New T-Mobile
assuming the risk entailed by changing a successful business strategy, the merged
company would instead more likely prefer to leverage the capacity benefits provided
by the Proposed Merger to continue its successful business strategy on a greater scale.

The Court’s conclusion in this regard is also bolstered by Sprint’s poor condition
and DISH’s likely entry. While unilateral effects analysis appears particularly
concerned with the potential loss of an aggressive maverick firm, there is very little
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evidence to support a reliable finding that Sprint can be an aggressive and disruptive
maverick in the future. On the contrary, the evidence suggests that Sprint will instead
be forced to raise its prices. Moreover, DISH is poised to enter the RMWTS Markets
as a new maverick and may compete more sustainably in the long term. Considering
also that DISH will acquire Boost, there will be no loss of competition between New
T-Mobile and the most successful segment of Sprint’s business. The Court thus
concludes that the loss of direct competition between T-Mobile and Sprint is
insufficient to make reasonable the probability that the Proposed Merger would
substantially lessen competition through unilateral effects.
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UNITED STATES V. ANTHEM, INC.
236 F. Supp. 3d 171, 178-79, 215-20 (D.D.C. 2017)
(excerpt on unilateral effects!)

AMY BERMAN JACKSON, J.

Anthem and Cigna, the nation’s second and third largest medical health insurance
carriers, have agreed to merge. They propose to create the single largest seller of
medical healthcare coverage to large commercial accounts, in a market in which there
are only four national carriers still standing. The United States Department of Justice,
eleven states, and the District of Columbia have sued to stop the merger, and they have
carried their burden to demonstrate that the proposed combination is likely to have a
substantial effect on competition in what is already a highly concentrated market.
Therefore, the Court will not permit the merger to go forward.

Judgment will be entered in favor of the plaintiffs on their first claim, and the
merger will be enjoined due to its likely impact on the market for the sale of health
insurance to “national accounts”—customers with more than 5000 employees, usually
spread over at least two states—within the fourteen states where Anthem operates as
the Blue Cross Blue Shield licensee. So the Court does not need to go on to decide the
question of whether the combination will also affect competition in the sale to national
accounts within the larger geographic market consisting of the entire United States.
The Court also does not need to rule on the allegations in plaintiffs’ second claim that
the merger will harm competition downstream in a different product market: the sale
of health insurance to “large group” employers of more than 100 employees in thirty-
five separate local regions within the Anthem states. But the evidence has shown that
the proposed acquisition will have an anticompetitive effect on the sale of health
insurance to large groups in at least one of those markets: Richmond, Virginia. Finally,
given the ruling against the merger, the Court need not reach the allegations in the
complaint that the merger will also harm competition upstream in the market for the
purchase of healthcare services from hospitals and physicians in the same 35 locations.

III. Plaintiffs have carried their burden to establish that the merger is likely to
harm competition.

The Supreme Court has adopted a “totality-of-the-circumstances approach to the
statutes, weighing a variety of factors to determine the effects of particular transactions
on competition.” Baker Hughes, 908 F.2d at 984. These factors may include: ease of
entry in the marketplace, the significance of market shares and concentration; the
likelihood of express collusion or tacit coordination; prevalent marketing and sales

1 Citations to briefs and the evidentiary record and to footnotes omitted.
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methods; the absence of a trend toward concentration; industry structure; any weakness
of the data underlying the prima facie case; elasticity of industry demand, product
differentiation; and the prospect of efficiencies from the merger. /d.

Courts examine two types of effects that may arise from mergers: coordinated
effects and unilateral effects. Coordinated effects refer to markets with few
competitors, in which firms may “coordinate their behavior, either by overt collusion
or implicit understanding in order to restrict output and achieve profits above
competitive levels.” ProMedica Health Sys., Inc. v. FTC, 749 F.3d 559, 568 (6th Cir.
2014), quoting H & R Block, 833 F.Supp.2d at 77. An example of this would be parallel
pricing by two gas stations located across the street from each other in a remote small
town. Id. at 568—69. Unilateral effects refers to a merger’s elimination of competition
between the two merging companies, which “may alone constitute a substantial
lessening of competition.” Id. quoting [2010] Guidelines § 6. “The most obvious
example of this phenomenon is a ‘merger to monopoly’—e.g., where a market has only
two firms, which then merge into one—but unilateral effects ‘are by no means limited
to that case.” ” Id. quoting Guidelines § 6.

Relevant evidence of a merger’s potential unilateral effects include the merging
companies’ ordinary course of business documents, testimony of industry participants,
and the history of head-to-head competition between the two merging parties. See, e.g.,
Staples Il [FTC v. Staples, Inc.], , 190 F. Supp. 3d [100] at 131-33 [(D.D.C. 2016)];
H & R Block, 833 F. Supp. 2d at 73-75, 81-82; Heinz [FTCv. H.J. Heinz Co.],246 F.3d
[708] at 717-18 [(D.C. Cir. 2001)]; Swedish Match [FTC v. Swedish Match],
131 F. Supp. 2d [151] at 169-70 [(D.D.C. 2000)].

The Court finds that the merger will have the anticompetitive effects of eliminating
direct competition between the two firms, reducing the number of national carriers
from four to three, and diminishing innovation, and that new entrants and other market
conditions identified by the defense are not sufficient to forestall price increases and
ameliorate these effects.

A. The merger will have the unilateral effect of eliminating the existing head-
to-head competition between Anthem and Cigna.

The Horizontal Merger Guidelines advise that “[u]nilateral price effects are greater,
the more the buyers of products sold by one merging firm consider products sold by
the other merging firm to be their next choice.” Guidelines § 6.1. But “mergers that
eliminate head-to-head competition between close competitors often result in a
lessening of competition.” Staples 11, 190 F. Supp. 3d at 131; Staples I [FTC v. Staples,
Inc.],970 F. Supp. [1066] at 1083 [(D.D.C. 1997)] (holding that “the elimination of a
particularly aggressive competitor in a highly concentrated market [is] a factor which
is certainly an important consideration when analyzing possible anti-competitive
effects”). And this is true even where the merging parties are not the only two, or even
the two largest, competitors in the market. Aetna [United States v. Aetna Inc.], 240 F.
Supp. 3d 1, at __ (D.D.C. 2017); see also Sysco, 113 F. Supp. 3d at 62; Heinz, 246
F.3d at 717-19; H & R Block, 833 F. Supp. 2d at 83-84.
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Given this standard, Anthem’s insistence that United, not Cigna, is its “closest”
competitor, is beside the point. The acquired firm need not be the other’s closest
competitor to have an anticompetitive effect; the merging parties only need to be close
competitors. Staples II, 190 F. Supp. 3d at 131; see also Guidelines § 6.1 (“The
elimination of competition between two firms that results from their merger may alone
constitute a substantial lessening of competition.”).

The evidence in this case, including Anthem records and testimony from Anthem
witnesses, firmly establishes that United, Cigna, Aetna, and the Blues compete against
each other for national accounts, and that together, they dominate the market.

But insurance products are not sold off-the-shelf to every customer for a single
price; health benefits coverage sold to national accounts is a “differentiated product,”
and the carriers compete by submitting bids to individual customers. Therefore, both
sides engaged in economic analyses to ascertain what the level of direct competition
between Anthem and Cigna has been within the tightly packed national accounts
environment. See Guidelines § 6.1 (in differentiated product industries, “the extent of
direct competition between the products sold by the merging parties is central to the
evaluation of unilateral price effects”).

Dr. [David] Dranove [the DOJ’s expert] conducted a diversion analysis, which is
used in markets with differentiated products, to examine the level of competition
between merging companies. He explained that customers buying group health
insurance are “trying to play the top bidders against each other,” economists consider
the procurement process for group health insurance to be what the Guidelines and
economists refer to as an “auction,” and this means that this merger will affect
competition most significantly when Anthem and Cigna are both among the top
bidders.

For that reason, Dr. Dranove analyzed the company’s internal data to first isolate
the occasions when the two companies had been the top two bidders for any national
account’s business and then determine how often each won or lost against the other in
that situation. He then compared the data to the market shares he had calculated for the
prima facie case.

Dr. Dranove looked first at situations when the merging companies lost business to
each other. He determined that the market shares for national accounts in the Anthem
territories indicate that Anthem should win 44% of the contracts where Cigna is the
incumbent and loses. But Cigna’s internal win/loss data showed that Anthem wins
those contracts more than the market shares predicted: Anthem won 60% of those
solicitations. Dranove Tr. 952-53 (using Cigna’s SalesForce.com win/loss data from
2011 to 2017).

Similarly, the market shares indicated that Cigna should win “about 10 percent” of
the contracts when Anthem is the incumbent and loses. Dranove Tr. 953-54; PDX 5.
But Anthem’s internal win/loss data showed that Cigna won “about 17 percent” of
those sales. Dranove Tr. 953—54 (using Anthem’s iAvenue win/loss data).

Looking at situations when the merging companies won business away from each
other, Dr. Dranove testified that market shares predict that Cigna should have won
business from Anthem 44% of the time. But Cigna’s data showed that when Cigna
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wins an account, it does so about 54% of the time from Anthem. Dranove Tr. 954-55
(using Cigna SalesForce.com win data from 2011 to 2017). And looking at Anthem’s
wins, its market share for national accounts would give rise to the prediction that 11%
of the wins would be in situations where Cigna was the incumbent and lost. But
Anthem’s data showed that when Anthem won a contract from an incumbent, Cigna
was the incumbent almost 35% of the time. Dranove Tr. 954-55 (using Anthem’s
SalesForce data from 2015 to 2017). In sum, the data showed that Anthem and Cigna
are winning business from and losing business to each other more than their market
shares would predict.

Given these results, Dr. Dranove concluded that his HHI calculations—which are
dramatic in and of themselves—actually understate the competitive significance of the
merger, because the underlying market shares understate the closeness of competition
between the merging firms.

Not surprisingly, Anthem’s expert conducted a diversion analysis that reached the
opposite conclusion: the level of competition between the merging parties for national
accounts is smaller their market shares imply. To calculate his diversion ratios,
Dr. [Mark] Israel matched Anthem’s and Cigna’s bid information from 2015 and 2016
to identify instances in which both companies bid. Using each company’s win/loss bid
data and customer lists, he calculated how often Anthem and Cigna lost a solicitation
that the other company won.

Dr. Israel testified that if Anthem and Cigna were particularly close competitors,
then when they both bid for an account, Anthem would be expected to lose more
frequently to Cigna than the rate implied by Cigna’s overall market share and,
similarly, Cigna should lose more frequently to Anthem than the rate implied by
Anthem’s overall market share. But his diversion ratio calculations found that they lost
to each other less frequently than the market shares would suggest.

Dr. Israel’s diversion analysis also examined each company’s pricing patterns to
discover whether one reacted to the presence of the other as a competitor by offering
more competitive ASO bids. He concluded that Anthem’s presence or absence as a
competitor on a given bid had no statistically detectable effect on Cigna’s bids, and
that the same was true for Anthem’s bids with respect to Cigna’s presence. So, he
found that the loss of direct competition between the two would have little or no effect
on the merged company’s bids.

In addition, Dr. Israel searched Anthem’s data to cull out the competitive situations
in which Anthem must have viewed Cigna as a particularly weak competitor because
Cigna’s discounts were six to eight percentage points lower than Anthem’s. He
explained that if Cigna were a close competitor, Anthem would be expected to raise
its price when Cigna’s discounts were not competitive to its own. But he found that
Cigna’s competitiveness on the discount factor had no statistically significant effect
on Anthem’s bid.1%

19 This analysis does not take into account the fact that even with its discount advantage,
Anthem has been forced to fend off Cigna not by lowering its ASO fees, but by offering trend
guarantees or making other concessions.
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Each witness went to great lengths to discredit the other’s economic evaluation of
the intensity of the direct competition between the two companies. As noted above,
Dr. Dranove compared the RFP [request for proposal] bidding situation to the
economic model of an auction, see, e.g., Dranove Tr. 943 (“[I]t’s the competition
between the two top bidders that ultimately drives the price.”), while Dr. Israel favored
the model of a negotiation. Dr. Dranove maintained that Dr. Israel’s negotiation model
unrealistically assumed that customers would be armed with perfect knowledge about
the carriers’ actual costs and profit margins when responding to a bid, and that they
would know “exactly how much the insurance company is willing to sell the product
for.”20 According to Dr. Dranove, incorporating this assumption into the merger
simulation meant that Dr. Israel’s calculation “dramatically reduce[d] the amount of
harm resulting from the price increases.” Dr. Dranove also criticized Dr. Israel for
failing to factor in incumbency, and the role that would play in the outcome of any
solicitation. Dranove Tr. 2281-82, 2284-85, 2415—-16 (“There’s a final two bidders in
every single RFP . . . . What’s relevant for the win-loss is finding out when they are
one and two. As I’ve testified, we don’t know who’s two, so I conditioned on
incumbency.”). In response, Dr. Israel insisted that it was important to consider all
instances where one of the carriers bid and lost instead of just those situations when an
incumbent was unseated. He characterized Dr. Dranove’s diversion analysis as a
switching study that used too small a sample and inappropriately assumed that the
incumbent was always the customer’s second best option. Meanwhile, Dr. Dranove
observed that Dr. Israel’s regression analysis, which was based on the ASO
[administrative services only] fees in Anthem bids, did not take into account occasions
when Anthem may have made other concessions to improve its offer without reducing
its fees.

Faced with these differences of opinion, the Court notes that these were both highly
qualified and articulate economists. As Dr. Israel was wont to emphasize, he has been
retained by the Department of Justice in other merger cases. Sysco, 113 F. Supp. 3d at
34. Putting aside the technical differences in the two approaches, one thing the
diversion analyses had in common was that they were predicated on economic
assumptions underlying the various methodologies, and not on the internal
communications that shaped and chronicled these events in real time. And, here again,
Anthem’s ordinary course documents tell a consistent story that contravenes the firm’s
litigation position.

The documentary record shows that Anthem unquestionably competes directly and
aggressively against Cigna for national accounts. In 2011, Anthem found itself losing
national accounts to Cigna. In 2012, Anthem specifically set out to win national

20 1n the Court’s view, neither economic model provides a perfect analogy. Dr. Dranove’s
criticism that customers would not have the level of information assumed in Dr. Israel’s model has
some force; notwithstanding the evidence that customers were aided by brokers who gather
considerable intelligence concerning discounts and other factors, the notion that customers would be
certain of a carrier’s bottom line was not established by the evidence. But there was testimony from
brokers in Phase II to support Dr. Israel’s supposition that at least in some instances, the customer
may initiate another round of negotiation after the final two bids have been submitted and ranked
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accounts from Cigna and Aetna by offering zero percent trend guarantees to customers
moving to Anthem from either company. And in 2014, Anthem encouraged this direct
competition by offering “strategic alignment bonuses” to national accounts team
members who were able to fully replace Cigna, Aetna, or United business with
Anthem. As late as February of 2016, Anthem’s head of sales for national accounts
proclaimed, “we are viewing Cigna as a competitor until we are not.”2! In light of this
evidence, and the considerable volume of material presented at trial that exposed the
ongoing, direct competition between Anthem and Cigna, the Court finds that
Dr. Dranove’s analysis is more persuasive, and the merger will in fact result in the loss
of head-to-head competition between Cigna and Anthem for national accounts in the
fourteen Anthem states.22

21 The Phase II evidence told similar story. The Vice President and General Manager of
California large group business exhorted her sales team to go after Cigna (“Wanted—Dead or
Alive!”) at both the 2015 and 2016 Annual sales and management workshops, as Cigna was identified
as a top competitor and Cigna’s level funded plan posed a “new competitive threat.”

22 Because the Court is enjoining the merger on the basis of the national accounts market in the
fourteen Anthem states, it does not need to consider and its decision does not turn on a finding related
to the national accounts market for the entire United States. The Court notes that while it does credit
the testimony of Anthem representatives that they look forward to competing under the Cigna brand
without needing to obtain a cede, there is no question that merger will also eliminate some head-to-
head competition in the thirty-six non-Anthem states as Anthem has historically sought cedes to sell
to prospective customers headquartered there. It was also established that there are important aspects
of Blue Cross Blue Shield Association membership—in particular, the mutuality and cooperation
involved in the cedes, the potential for Blue Card revenue, and the best efforts rules—that redound
to the benefit of the Association as a whole, and that these give rise to an inherent conflict of interest
that could affect Cigna’s competitive conduct in the 36 states.
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Final Jury Instructions, Deutscher Tennis Bund v.
August 4, 2008 ATP Tour Inc., No. 07-CV-00178 (D. Del. Aug. 4,
2008) (relevant market instructions)

Antitrust Jury Instruction 13
Rule of Reason — Proof of Relevant Market

As | mentioned, Plaintiffs must show that the harm to competition occurred in an
identified market, known as a “relevant market.” There are two aspects to a relevant market.
The first aspect is known as a relevant product market. The second aspect is known as the
relevant geographic market. It is Plaintiffs’ burden to prove the existence of a relevant market.

Relevant Product Market

The basic idea of a relevant product market is that it includes all products that are
reasonable substitutes for each other from a buyer’s point of view; that is, the products compete
with each other. In other words, the relevant product market includes the products that a
consumer believes are reasonably interchangeable or reasonable substitutes for each other. This
is a practical test with reference to actual behavior of buyers and marketing efforts of sellers.
Products need not be identical or precisely interchangeable as long as they are reasonable
substitutes. For example, if consumers seeking to cover leftover food for storage considered
certain types of flexible wrapping material — such as aluminum foil, cellophane, or even plastic
containers — to be reasonable alternatives, then all those products would be in the same relevant
product market.

To determine whether products are reasonable substitutes for each other, you should
consider whether a small but significant permanent increase in the price of one product would
result in a substantial number of consumers switching from that product to another. Generally
speaking, a small but permanent increase in price is approximately a five percent increase in
price not due to external cost factors. If you find that such switching would occur, then you
should conclude that the products are in the same product market.

In evaluating whether various products are reasonably interchangeable or are reasonable
substitutes for each other, you may also consider: (1) consumers’ views on whether the products
are interchangeable; (2) the relationship between the price of one product and sales of another;
(3) the presence or absence of specialized vendors; (4) the perceptions of either industry or the
public as to whether the products are in separate markets; (5) the views of Plaintiffs and
Defendants regarding who their respective competitors are; and (€¢) the existence or absence of
different customer groups or distribution channels.

In this case, Plaintiffs define the relevant product markets as the market for the
production of top-tier men's professional tennis, the market for player services for top-tier men's
professional tennis, the market for hosting top-tier men's professional tennis, and/or the market
for live top-tier men's professional tennis. By contrast, Defendants assert that Plaintiffs have
failed to prove a proper relevant product market because Defendants claim that Plaintiffs’
alleged product markets do not include all reasonably interchangeable products or substitutes. If
you find that Plaintiffs have proven a relevant product market or markets that includes all
reasonably interchangeable products or substitutes, then you should continue to evaluate the
remainder of Plaintiffs’ claim with respect to that market or those rnarkets. However, if you find
that Plaintiffs have failed to prove such a market, then you must find in Defendants’ favor on this
claim.
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Relevant Geographic Market

For each relevant product market you determine that Plaintiffs have proven, Plaintiffs
must also prove a relevant geographic market. The relevant geographic market for a given
relevant product market is the area in which the defendant faces competition from other firms
that compete in that relevant product market and to which customers can reasonably turn for
purchases. When analyzing the relevant geographic market, you should consider whether
changes in prices or product offerings in one area have substantial effects on prices or sales in
another area, which would tend to show that both areas are in the same relevant geographic
market. The geographic market may be as large as global or nationwide, or as small as a single
town or even smaller. The relevant geographic market for one relevant product market may be
larger or smaller than that for a different relevant product market.

Plaintiffs have the burden of proving the relevant geographic market by a preponderance
of the evidence. In this case, Plaintiffs claim that the relevant geographic market for each of
these markets is global. By contrast, Defendants assert that Plaintiffs have failed to prove a
proper geographic market. In determining whether Plaintiffs have met their burden and proven
that their proposed geographic market is proper, you may consider several factors, including:

e The geographic area in which the relevant products are sold and where customers for the
relevant products are located;

e The geographic area to which customers turn for supply of the relevant products or have
seriously considered turning; and

e The geographic areas that suppliers of the relevant products view as potential sources of
competition.
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Antitrust Jury Instruction 14
Relevant Market — Necessity of Proof

If, after considering all the evidence, you find that Plaintiffs have proven by a
preponderance of the evidence both a relevant product market and a relevant geographic market,
then you must find that Plaintiffs have met the relevant market requirement and you must
consider the remaining elements of this claim.

If you find that Plaintiffs have failed to prove by a preponderance of the evidence either a
relevant product market or a relevant geographic market, then you must find for Defendants and
against Plaintiffs on their antitrust claims.
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