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Introduction

I am delighted to speak at a symposium dedicated to my teacher, mentor, and colleague, Jim Liebeler. Every day | spend at the Federal Trade Commission is another step
on a career path Jim opened for me thirty years ago. Antitrust anchored Jim's professional life, and he would have been proud to be celebrated by this gathering. Thank
you for allowing me to honor him.

Today, | will address a subject that often occupied Jim Liebeler's formidable intellect: How can we improve the economic foundations of competition policy? Finding good
answers to this question is vital to the success of antitrust enforcement. More than any other body of U.S. law, economics plays a central role in guiding courts and
enforcement agencies about the proper design and application of legal rules.(1) If the economic foundations of antitrust analysis are infirm, competition law topples.

Policy discourse no longer focuses on whether economics should guide antitrust policy. That debate was settled long ago. The pressing question today is how. Which
theories from the vast, diverse body of industrial organization economics should courts and enforcement agencies use to address antitrust problems? What hypotheses
best explain business behavior in an increasingly complex and fast-changing business environment? How are economic ideas to be translated into operational rules?

In discussing how we can improve the economic foundations of antitrust, | will first identify several normative propositions about integrating economic ideas into antitrust
policy. | focus on the importance of regularly reassessing the economic assumptions of current policy, of distilling economic insights into workable rules and analytical
techniques, and of doing empirical research to test the economic effects of judicial decisions and public enforcement activities.

Part Il of the paper discusses the application to antitrust analysis of the New Institutional Economics (NIE). For antitrust, NIE teaches that the nature of industry
organization (e.g., the type and extent of vertical relationships and the level of horizontal concentration) and of competition in a specific industry are not a black box to be
analyzed only through the lens of industry structure and market power-based theories. A broader set of tools and presumptions is required to enforce the antitrust laws in
the public interest. One of my messages today is that antitrust analysis, if done correctly, uses the NIE approach - that is, a careful, fact-based economic analysis
grounded in a thorough understanding of the relevant institutions. Especially through its emphasis on transaction costs, NIE is a most promising strand of economic
research, both for its theoretical elegance and for its ability to explain real-world phenomena.

Part Il identifies issues for future research that could benefit antitrust policy, enforcement, and litigation. This section also highlights what the FTC, with one of the world's
largest teams of industrial organization economists, is doing to advance empirical knowledge.

To provide some context for my remarks, let me acknowledge an intellectual debt. The origins of this talk reach back to the early 1970s when | enrolled at UCLA. There, |
not only studied under Jim Liebeler but also began a lasting acquaintance with Armen Alchian, Harold Demsetz, and Ben Klein - all luminaries in UCLA's remarkable
constellation of industrial organization economists.(2) As you will see, the echoes of their ideas have carried from Westwood to Washington.

I. Integrating Economics into Antitrust Policy: Three Normative Propositions

At UCLA and during my professional life, | have learned three basic propositions about integrating economics into antitrust law that have deeply influenced my views about
formulating competition policy:

* Reassessment. Antitrust agencies should engage in continuing efforts to assess the validity of existing hypotheses about the economic impact of business
conduct in light of new developments in economic theory and the business environment.

* Administrability. The suitability of an economic hypothesis for shaping antitrust doctrine should be measured by whether the hypothesis lends itself to the
development of standards that courts and enforcement agencies can administer effectively.

* Empirical Testing. The soundness of doctrine and enforcement policy over time depends heavily on the strength of empirical research that evaluates the
economic effects of judicial rulings and enforcement decisions.

A. Continuing Reassessment and Adjustment

My professional career began in the mid-1970s at the FTC as an assistant to Jim Liebeler, who headed the Office of Policy Planning and Evaluation. The FTC was then
expanding an already ambitious effort to reshape the American economy. Before | arrived, the Commission had begun cases to restructure the breakfast cereal,
petroleum, and photocopier sectors.(3) To many observers, this was merely a good start.(4)

In August 1976, the Commission began a formal investigation of the automobile industry.(5) The decision to begin the highly publicized investigation followed an extensive
preliminary inquiry by the agency's staff. In a critique covering nearly 100 single-spaced pages, the staff argued that there was widespread evidence justifying a
fundamental restructuring of the U.S. industry. The staff endorsed the horizontal and vertical dismemberment of the industry leader (General Motors) and indicated that
the second and third members of the American "Big Three" (Chrysler and Ford) might be worthy candidates for divestiture as well.

A crucial analytical basis for the staff's critique was the simple market concentration doctrine - the belief that concentration and economic performance were closely and

inversely correlated. Had the year been 1966, a Commission decision to embrace this belief would have been more understandable. In 1966, the view that high levels of
concentration inevitably degraded economic performance commanded considerable academic support.(6) Many commentators saw the American automobile industry,
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dominated by General Motors for decades, as the paradigm example. Ten years later, however, there was serious reason for the FTC to doubt the validity of the simple
market concentration hypothesis or to presume the invincibility of U.S. producers.

By 1976 the academic consensus condemning market concentration was crumbling. As discussed in more detail below, changes in economic theory and, more
importantly, empirical research had undermined the simple concentration hypothesis. At least three specific developments concerning the auto industry also undermined
the FTC's staff approach. The first was John McGee's 1973 article, Economies of Size in Auto Body Manufacture,(7) which persuasively argued that much of GM's
success derived from its ability to spread the enormous costs of setting up dies to stamp out auto body parts across a much larger volume than its competitors.(8)

A second real world phenomenon that undermined the rationale for the auto industry inquiry was growing foreign competition. Astonishingly, the FTC proponents of
restructuring the U.S. producers dismissed foreign suppliers as likely to have little competitive impact. Having grown up in California, where foreign cars were increasingly
prominent, | found this conclusion bizarre. | then owned a Toyota Corolla; like many other baby boomers, | did not own an American-made car until | discovered the SUV in
the 1990s, when | also purchased a Saturn. A third phenomenon that undercut the case for conducting an investigation was uncertainty over gasoline prices. The crude
oil price shock of 1973-74 had increased gasoline prices dramatically and had given an enormous boost to sales of fuel efficient vehicles. This spurred imports,
particularly from Japan.

The auto industry investigation collapsed of its own weight and marketplace realities in May 1981.(9) Although one can take some satisfaction that the investigation
ended, it is sobering that the agency did not perceive fundamental flaws in the inquiry when it began in 1976. Contemporary economic learning had raised grave doubts
about the simple market concentration doctrine. The rapidly changing market environment also should have induced caution in dismissing the entry and expansion by
foreign suppliers.

This cautionary tale from my youth contains important lessons. Both economic theory and industry circumstances are ever changing. The prevailing consensus must be
tested in the face of new theory and evidence. Good antitrust policymaking requires getting the model right and doing the hard slogging necessary to apply economics to
what | have called the "stubborn" facts.(10)

B. Administrability: Distilling Economic Concepts into Workable Rules and Analytical Techniques

Our most influential law and economics scholars have realized a fundamental principle concerning the link between economic analysis and competition policy. The
insights of economics have their greatest impact on antitrust law and policy when they are embodied in workable rules and analytical techniques for evaluating business
conduct. For economics to have a more important role in antitrust, economists need to pay much more attention to how the sausage is made rather than to the theory of
the perfect sausage.

The importance of administrability is evident in those who have played a central role in shaping antitrust doctrine and policy in my professional lifetime. Many of the
strongest contributions have come from scholars who realized the importance of translating economic concepts into practical rules and analytical techniques that courts
and enforcement agencies could apply successfully. In this cohort | include my UCLA mentors(11) and such figures as Phillip Areeda, William Baxter, Betty Bock, Robert
Bork, Frank Easterbrook, Ernest Gellhorn, Richard Posner, and Donald Turner.(12)

The evolution of the U.S. merger guidelines provides an example. Donald Turner's 1968 Guidelines(13) took a formative first step toward rationalizing merger policy that
faced a danger of becoming completely detached from any sound conception of economics. Though modest in retrospect, Turner's self-limiting guidelines were
revolutionary when adopted, in part because they refused to push enforcement policy to the limits the courts had established.(14) The most significant breakthrough came
in 1982, when Bill Baxter issued new DOJ Merger Guidelines.(15) Baxter's guidelines presented an economically sound and administrable approach to market definition
and competitive effects analysis for merger control.(16) Although the hypothetical monopolist paradigm had antecedents in economics,(17) it took a lawyer like Bill Baxter,
with a solid understanding of economics, to craft a sound and administrable approach to market definition.

Since the 1970s and the structure-conduct-performance (SCP) debate, the number of industrial organization (1.0.) economists and their research have soared. During the
1980s and into the 1990s, industrial organization attracted many of the best young economists. Although I.0. was once a largely empirical discipline, in recent decades
empirical research has lost much of its market share. The lure of I.O. for most young economists was to apply modern mathematical economics (largely game theory) to
the relatively undeveloped turf of industrial organization.

Undoubtedly, there have been important advances in this mathematical literature that have been distilled into useful operational principles. For example, modern oligopoly
theory built on the work of George Stigler(18) to provide a more rigorous approach to the analysis of tacit coordination that provides useful guidance for policy and the
law.(19) The enhancement by DOJ and other competition authorities of leniency programs employs the basic intuition of the prisoner's dilemma to induce individual cartel
participants to reveal their unlawful collaboration.(20) Despite these accomplishments, there have been relatively few successful efforts to translate the mathematically
elaborate, game theoretic models into administrable antitrust rules or analytical techniques to support enforcement.(21)

C. Centrality of Empirical Research

Economics tells us that monopoly can be "bad," but that is the “easy" part. How do we know when we have a monopoly? How do we know which conduct by a monopolist
is "bad?" Even when we know it is "bad," what can we do about it? The efficient administration of statutes against monopolies, or trusts, requires presumptions, preferably
ones with sound empirical support. The contribution of economics in this regard is improving. Especially over the past few decades, economics had a critical role in
correctly characterizing the state of competition in the U.S. economy and therefore in guiding the presumptions used in antitrust policy and litigation.

1. Statistical Analysis

During the first few decades after World War Il, economists spent considerable effort seeking to determine whether the U.S. economy was rife with market power that
could be cured through antitrust enforcement, or whether remediable market power problems were relatively rare. The fundamental presumptions about the competitive
health of the U.S. economy were resolved in one of the finest hours of industrial organization economics - the debate between Joe Bain and his "disciples" and those who
came to be called "Chicago school" economists and lawyers.(22)

The cutting edge of this debate was empirical - theory alone could not resolve the issues. Many today probably do not know that George Stigler called for economy-wide
industrial deconcentration in the early 1950s.(23) Stigler's recommendation was based on existing empirical economic research on economies of scale at the plant level in
manufacturing that appeared to indicate that American industry was concentrated far beyond "efficiency requirements." Stigler changed his position when he learned of
various analytical flaws in the research and of empirical work inconsistent with deconcentration.(24)

Major support for deconcentration also came from statistical analyses of the relationship between market structure and measures of "performance." These studies
produced the structure-conduct-performance approach to industrial organization economics popularized in Mike Scherer's text, which first appeared in 1970.(25) This was
the first major debate in 1.O. economics in which statistical analysis was central. For many antitrust lawyers and industrial organization economists, the debate turned at
the 1973 Airlie House conference memorialized in Industrial Concentration: The New Learning,(26) among the most influential volumes ever written for antitrust policy.
That book showed that the structure-conduct-performance (SCP) paradigm had theoretical flaws and lacked empirical support. This new learning fundamentally changed
the antitrust community's view about the American economy's competitiveness.

The SCP paradigm was overturned because its empirical support evaporated. Re-estimation of structure-performance equations accounting for efficiency explanations
and data problems made the results "go away."(27) Further, various case studies, particularly involving antitrust cases and investigations, indicated that although some
industries appeared to have market structures favorable for the existence and exercise of substantial market power, the industries were, nonetheless, quite competitive.
This research made clear that sound theory plus the details of markets and institutional factors are necessary to understand competition.(28)
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2. Case Studies

As suggested above, one foundation for competition policy has been statistical analyses across industries that reduce market and institutional factors into a relative few
variables. Though useful for some purposes, broad statistical studies may provide only limited help in understanding competition in a specific industry. Broad statistical
analysis typically cannot provide the perspective a detailed examination of important institutional factors offers.

What the FTC routinely does in antitrust enforcement and litigation is to analyze specific industry details and institutional arrangements. The agency's methodology is
analogous to case studies and, in its finest form, pays proper attention to institutions that influence competition. Beyond the context of individual enforcement matters,
careful case studies have enriched our understanding of such issues as market power and efficiencies, contributing to improvements in antitrust policy.(29)

11. Exploring the Black Box: New Institutional Economics and Transaction Costs

Economics is neither monolithic nor static. In its modern manifestation, researchers have devised theories to condemn or praise virtually any business practice. The
challenge for courts and enforcement agencies is to identify methodologies for the most accurate diagnosis of the competitive consequences of business behavior.

One of the most promising developments for antitrust in modern economic analysis is the New Institutional Economics.(30) In general terms, this body of work seeks to
extend and enrich understanding of the microanalytic details of business behavior and the industry settings that shape firm conduct.(31) The most impressive recent
competition policy work | have seen reflects the NIE's teachings about the appropriate approach to antitrust analysis. Much of the FTC's best work follows the tenets of
New Institutional Economics and reflects careful, fact-based analyses that properly account for institutions and all the relevant theories, not just market structure and
market power theories.

In horizontal cases, the largest element of the FTC's enforcement program, the important institutions usually are not the government or property rights regimes.(32)
Rather, the key institutions are the determinants of the specifics of competition in each industry. For example, how do transactions occur, and what are their
determinants? Can the process be properly approximated as an auction, and, if so, what kind? Are transactions negotiated? Are suppliers "qualified," and what does this
qualification involve? What is the nature of supplier/buyer relationships? How important are long-term relationships? What information do the transacting parties possess
that is relevant to the transaction's outcome?

A. Coase and the Black Box

To understand the NIE's contributions, it is useful to consider some of the weaknesses in economics this body of work has addressed. In his 1991 Nobel Prize Lecture,
Ronald Coase discussed the explanatory power of modern neoclassical economic theory.(33) Coase described this theory as "a state of the world that lives in the minds
of economists, but not on earth."(34) Coase went on to consider how traditional price theory fails to account for "non-market" parameters that significantly influence market
outcomes and specific exchange relationships. Describing the mainstream theory as "blackboard economics," Coase explained that

The firm and the market appear by name but they lack any substance. The firm in mainstream economic theory has often been described as a 'black box.' And so it is.
This is very extraordinary given that most resources in a modern economic system are employed within firms, with how these resources are used dependent on
administrative decisions and not directly on the operation of a market. Consequently the efficiency of the economic system depends to a very considerable extent on how
these organizations conduct their affairs, particularly, of course, the modern corporation. Even more surprising, given economists' interest in the pricing system, is the
neglect of the market or more specifically the institutional arrangements which govern the process of exchange. As these institutional arrangements determine to a large
extent what is produced, what we have is a very incomplete theory.(35)

This is sharp criticism from one of the giants of 20th century economics. What we learned from the SCP debate and, of course, from the work of Coase himself and the
research that he inspired in others is that institutions and facts matter. Unfortunately, the typical 1.O. theory article contains little description or analysis of institutions and
factual details. Of course, | do not claim that theoretical, mathematically-oriented economics lacks any value. Improving theory strengthens any discipline, and important
theoretical developments in economics often come through mathematical modeling. Nonetheless, | am struck that, despite the enormous recent volume of theoretical,
highly mathematical 1.O literature, its effect on antitrust policy and law has been quite small.

The fundamental reason for this modest influence is that, although empirical work overturned the SCP pardigm, too much of modern 1.O. theory adopts the SCP approach
by making market structure the only important market feature in the model. Put differently, although the SCP debate reveals that there is no systematic relationship
between market structure and the competitiveness of the market, much of modern I.O. theory allows only market structure and assumed market power to be important
determinants of the competition.

The mathematical 1.O. literature illuminates how substantial market power might be exercised, assuming it exists. Undoubtedly, this question is important. But it identifies
and considers few bases for business decision-making other than market power, thereby greatly overemphasizing the importance of such power. As Coase said in 1972,
"One important result with this preoccupation with the monopoly problem is that if an economist finds something - a business practice or one sort or another - that he does
not understand, he looks for a monopoly explanation. And as in this field we are very ignorant, the number of ununderstandable practices tends to be rather large, and the
reliance on monopoly explanation, frequent."(36)

Thus, literature of antitrust economics abounds with theoretical models that go far beyond horizontal mergers and cartelizing conduct and "simple" theories of vertical
foreclosure. Because they start with the assumption of market power and then ask how that market power might be exercised, you can find theoretical support for, among
other things, predatory pricing at prices above costs, tying as a monopolizing device, and even the Robinson Patman Act.(37)

A visitor from Mars reading this literature would infer that the U.S. economy is rife with monopoly power. However, unlike 1972, there is consensus today - especially
among empiricists - that significant market power "problems" are special cases, not the norm. Compared to 1972, major contributions to empirical research have improved
our understanding of competition. Antitrust litigation (for example, the monopolization cases of the 1970s) and the wealth of data collected from hundreds of Hart-Scott-
Rodino premerger filings and investigations created or inspired much of the relevant empirical work.

Of course, market structure and market power are important. The federal merger guidelines and the FTC's enforcement decisions use these variables and sometimes
accord them great weight. Nonetheless, the trend of analysis for the past 20 years under the federal merger guidelines and in other areas of antitrust has been to use
market structure and market power as two elements of a broader, fact-based analysis of potential competitive effects. My point is that having a theoretical paradigm that
largely can explain business conduct only by market structure and assumed market power is flawed. Fortunately, there are important alternative theories and analyses
that are richer in their examination of business conduct and its effects.

B. An Example Outside the Black Box: Auctions

Auction theory and empirical research based on it probably have made the greatest contribution to merger enforcement. The work on auctions provides explicit empirical
analyses relevant to assessing a merger's potential effects if an auction structure adequately approximates the market setting.(38) Of course, the adequacy of the
approximation requires close study of the specifics of the nature of competition - that is, proper attention to market institutions. The key to the success of auction theory is
that, when appropriate, it actually fits how parties carry out transactions rather than an ad hoc, simplistic model based on market structure and assumed market power. As
with the NIE, institutional knowledge is critical.

C. An Example Inside the Black Box: One-Shot Bertrand/Unilateral Effects Analyses

The approach to unilateral effects analysis that many economists follow ignores the basic tenets of NIE. Econometric analyses of retail scanner data and highly simple
simulation models are used, based on what economists call a "one-shot Bertrand" model. This approach has at least two major problems that proper attention to NIE
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would have identified. First, the data are at the retail level, while the mergers are between manufacturers.(39) The applicability of even properly estimated retail level
demand systems to mergers of manufacturers is only now beginning to be addressed, even though the models in question have been used for a decade. Second, the
Bertrand model is imposed with virtually no analysis of its actual ability to explain competition in the market. Theory cannot perfectly replicate reality, but applying a highly
simplistic theory without any empirical basis that the theory adequately approximates reality is not sound economics.

I am not implying that careful empirical work that involves econometric modeling lacks value in merger investigations - quite the opposite. Certainly, the work of our Bureau
of Economics, along with that of outside economists, in connection with last year's Cruise Ship investigation reveals that empirical work can be crucial in Commission
decisions. For empirical work and modeling to be useful, however, they must be based firmly in the institutions and the less quantitative evidence about an industry.

D. Deciphering the Black Box: The Role of NIE and Transaction Costs

Much of the NIE literature has significant potential to improve antitrust analysis and policy. In particular, one branch of the NIE considers the implications of "transactions
costs" on economic behavior. This analysis specifically accounts for the institutional arrangements in which the actors participate.(40) As first developed by Coase, this
"transactions cost economics" (TCE) originally focused on demystifying the "black box" firm and on clarifying important determinants of vertical relationships. TCE builds
on the insights of Coase's classic 1937 article on the firm(41) and shifts the analysis toward exchange relationships.(42) Coase taught us that the transactions costs
arising from problems of contracting and coordination will determine a firm's organization, particularly its degree of vertical integration. The profit-maximizing firm will weigh
the costs, risks, and efficiencies associated with performing functions via market-based transactions against the like parameters associated with performing the functions
by internal integration, and it will choose the cost-minimizing alternative. Modern TCE builds on this foundation and attempts to explain and better understand the
consequences of market-based exchanges by placing them within their specific institutional context. In this sense, modern TCE enhances and complements traditional
neoclassical economics.(43)

Two early illustrations of the insights from TCE come to mind. First, antitrust rules based on initial market-power screens typically relied on the textbook definition of
market or monopoly power, i.e., evidence that prices exceed marginal cost. Such a test is not particularly useful. In the textbook perfect competition model, firms face flat
demand curves - they are price-takers. In the real world, when virtually any firm raises its price, it retains some sales. Consider hot dog vendors on the Mall in
Washington, D.C. and on street corners in other major cities. Any vendor that raises its price would be unlikely to lose all of its sales. In other words, the demand curve is
sloped downward, not flat. Few persons, however, would claim that the hot dog vendor has the degree of market power that courts or enforcement agencies should
regard as important for antitrust. The demand curve is sloped because of positive transactions costs. When purchasing a hot dog, most consumers will simply not find it
cost-effective to survey available prices first.(44)

Second, scholarly research on the value for advertising in reducing transactions costs has transformed the way antitrust policy makers think about the competitive
implications of advertising.(45) George Stigler was an early contributor to this research. In typically blunt fashion, he said advertising is "an immensely powerful instrument
for the elimination of ignorance."(46) In other words, advertising can reduce search costs significantly and thereby foster competition. Ads inform consumers about the
availability of new products, new features, or new information about existing products. Such information is vital to competition.(47)

TCE can also shed light on the validity of the anticompetitive stories that market power theories emphasize. TCE enriches existing theory by considering such factors as
the efficiencies of contracting given the institutional setting within which trading partners interact and the uncertainties trading partners have about each other. TCE also
stresses the importance of an ex ante perspective in evaluating the efficiency of conduct and judging whether legal intervention is useful.

Ben Klein's case studies in this area have been especially illuminating. Focusing on transactions costs, the elimination of opportunistic behavior, and the impossibility of
drafting fully-contingent legally-enforceable contracts, Klein argues that distributional restraints are best understood not as means to harm consumers(48) or as
mechanisms to avoid consumer free riding,(49)but instead to compensate dealers optimally for an increased supply of product promotion services and to prevent price
competition that would eliminate the desired marketing plan. In the typical case, manufacturers induce the desired services through sharing of profits, active monitoring,
and the threat of termination, which would cause the dealers to lose the compensation stream.(50)

By emphasizing the specific institutional settings in which contracting parties operate, the TCE framework provides an enriched means for antitrust enforcers to evaluate
specific behavior. Unless we are evaluating conduct for which adverse competitive effects are almost certain,(51) anticompetitive effects in antitrust cases must be proven
with hard facts.(52) The theory supporting enforcement must either be consistent with the hard facts or must explain them away convincingly. Inconvenient facts cannot be
ignored; we must deal with them. Traditional market power theories, based solely on generalized, non-case-specific modeling, are rarely helpful. TCE and other
applications of the new institutional economics, by contrast, can illuminate the meaning of facts - particularly in the context of complex contractual relations - that otherwise
cannot be explained or, worse, are explained incorrectly.

Complex contractual settings are pervasive in our economy.(53) This is particularly apparent to those of us who have taught and written about contract law as well as
antitrust. For other academics and myself who cover both fields, the process of reading hundreds of contract cases, old and new, has underscored the value of the NIE
and transactions costs perspectives in understanding the interaction of sellers and buyers. The contracts case law reveals the extraordinary degree of experimentation
and adaption by which firms test various approaches to solve traditional and novel problems of cooperation and exchange. One sees the extent that even seemingly
"simple" contracts, when examined in detail, frequently provide only a general framework in which the parties develop elaborate, unwritten "relational" understandings that
supply the operational rules for executing the commitments described in the formal text.(54) The cases also reveal how various contract provisions can at first glance
appear particularly harsh or excessively restrictive but actually constitute legitimate measures to discourage opportunism or other efforts to exploit imperfections in the
specification of contract terms or the implementation of legal remedies for reneging.(55)

Many of the most difficult competition issues confronting the FTC and other enforcement bodies involve intricate and fast-changing contractual arrangements. High
technology provides a noteworthy example. Bengt Holmstrom and John Roberts have documented that complex contractual relationships are common in high tech
industries, such as computers and biotechnology, as well as in more traditional ones, such as automobiles and steel.(56) In biotechnology, for example, Holmstrom and
Roberts explain that the activities of the different industry members are highly interrelated, with most firms engaged in many partnerships. They note that, in 1996, one firm
reported ten marketing partnerships, twenty licensing arrangements, and more than fifteen formal research collaborations.(57) In such a world, change is inevitable.
Parties may become disillusioned with each other, and lawsuits may result. Although anticompetitive consequences are possible when relationships change, they are by
no means likely, let alone inevitable.

To date, TCE's most important contribution to antitrust is its ability to provide much better explanations for most vertical relationships than market power theories. This
contribution has come not so much from theory (although many theoretical papers apply TCE to vertical relationships) as from careful empirical work. Some papers use
econometric analysis to estimate the importance of broad categories of transaction costs to the nature of vertical relationships across companies or industries. Following
the scholarship of Coase, however, the core of the empirical implementation of transaction cost economics is the intensive case study. For example, Coase's The Theory
of the Firm was based on in-depth case studies of several companies, comparing and contrasting organizational structure against firm and market parameters.(58)
Quantitative data and econometric analysis belong in the case study, but the core of the analysis is identifying the key features of the relevant institutions and competitive
processes and the nature and importance of the relevant transaction costs. The analysis then proceeds to analyze how institutions and transaction costs affect
relationships and competition.

E. Three NIE Applications
Let me turn to some specific examples of the application of TCE.
1. Kodak and Hold-ups

Applying the insights of TCE, a number of scholars have critically re-examined Eastman Kodak Co. v. Image Technical Services, Inc.(59) and similar cases with a view
toward a more thorough and rigorous understanding of the underlying conduct. Focusing on transactions costs, protection against opportunistic behavior, and risks
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embedded in contractual relations, this literature allows much better understanding of the disputes at issue than do court decisions and other analyses of these
issues.(60)

The Kodak facts are generally well-known. To review briefly, in the early 1980s, independent service organizations (ISOs) began servicing Kodak's photocopier and
micrographics equipment. The ISOs competed with Kodak, often at substantially lower prices. In the mid-1980s, Kodak limited the availability of its replacement parts for
Kodak equipment to ISOs, forcing many out of business and prompting the lawsuit.

There is potential for harm to the purchasers of high-volume equipment in this setting. Such purchasers generally make product and relationship-specific investments,
including training employees on use of the equipment. Once these investments are made, it is costly to switch brands. It may also be, as the Court claimed, that the
equipment's value decreases rapidly in the second-hand market. These low salvage values and high product-specific investments imply that purchasers are "locked in"
after their initial equipment purchase, perhaps allowing the seller to take advantage of them by increasing the price it charges for service above the level buyers
anticipated when they purchased the original equipment.

Whether Kodak could have engaged in such a hold-up depends upon several facts. Most importantly, for buyers to be harmed, the behavior most have been
unanticipated.(61) Moreover, buyers can attempt to negotiate specific contract terms to protect against opportunistic behavior, rely on contract law's prohibition against
such behavior, or take other steps to protect themselves. In Kodak, for example, the buyer could have purchased at a price far enough below what otherwise would be the
market value to reflect potential switching costs.(62)

Because buyers usually can protect themselves, we cannot assume that a change in practice, such as occurred in Kodak, is unfair, let alone anticompetitive. Although the
buyers are locked in, the change may have been anticipated. If so, how can it be said to be unfair? Of course, an unanticipated hold-up may still have occurred in Kodak.
We do not know. Ben Klein argues that the arrangement Kodak adopted by tying the sale of some of its equipment to the sale of replacement parts and services was a
device for price discrimination.(63) Regardless of the purpose, analyzing hold-up problems under TCE analysis reveals the nature of the problem better than other forms
of analysis.(64)

2. Carbonated Soft Drinks

Another example of the use of TCE is the study of the carbonated soft drink industry I did with David Scheffman and Pablo Spiller,(65) which was conducted to
understand the nature of vertical relationships in that industry and the reasons why those relationship were changing. This research was stimulated by PepsiCo's and
Coca-Cola's acquisitions of what had been for decades independent bottlers. Our work, both theoretical and empirical, demonstrated that changes in market conditions
made vertical integration superior to independent bottlers to reduce the transaction costs of making, distributing, and selling the product. We also explained that these
transactions cost had risen dramatically in recent years. In the early years of the industry, independent bottling was a sensible response to the difficulty of managing
hundreds of manufacturing and distribution operations for what was then a simple product with a relatively simple marketing strategy.

3. Antitrust Rules and Remedies

TCE also has valuable insights for framing antitrust rules and remedies. Antitrust policy normally seeks to deter misconduct rather than subject businesses to regulatory
controls. Antitrust rules thus embody both potential benefits (the promotion of competition) and potential costs (the reduction of competition and innovation, the
augmentation of private sector and judicial costs). Errors in designing and applying enforcement rules - especially errors that chill procompetitive conduct - can have
severe adverse consequences. Thus, antitrust rules must account for these benefits and costs.

Given the transactions costs, it is clear that antitrust rules are not well-suited to "fix" all market imperfections. Rules that are “flexible" enough to accommodate every
theory of "market power" place inordinate burdens on the courts to sort through huge amounts of economic facts, comprehend complex and often quite abstruse theory,
and ultimately distinguish lawful competition from unlawful acts. The risk of error is substantial.

By contrast, relatively clear and simple antitrust rules may allow some amount of anticompetitive conduct to escape prosecution. The efficient rule will minimize the sum of
failures to capture anticompetitive conduct and interventions that challenge or chill procompetitive conduct, along with the costs of understanding and following the rules
and of litigation. Paul Joskow puts it well when he says “the test of a good legal rule is not primarily whether it leads to the correct decision in a particular case, but rather
whether it does a good job deterring anticompetitive behavior throughout the economy given all of the relevant costs, benefits, and uncertainties associated with diagnosis
and remedies."(66) Thus, optimal rules will create appropriate incentives for efficient behavior ex ante.

TCE may also yield important insights in fashioning antitrust remedies. Joskow argues, for example, that antitrust enforcers should consider divestiture remedies with
caution, and only after careful analysis reflecting transaction cost issues. It is obvious that for merger divestitures to restore competition to pre-merger levels, the divested
assets must remain viable not only during the dispute, but also after the divestiture takes place. The problem is how to assess the long term viability of assets to-be-
divested ex ante. Joskow argues that the organizational design and governance arrangements for the assets require careful attention. He cites an FTC study of thirty-five
divestiture orders taking place from 1990-1994 that concluded that twenty-five percent of the divestitures failed to create a sustained, viable competitive force within the
target market.(67)

Joskow finds this result unsurprising. TCE, he suggests, tells us that:

Firms subject to 'voluntary' divestitures to mitigate market power should be expected to behave strategically; ongoing businesses that have been divested
are likely to fare better postdivestiture than are assets that require the creation of a complete new business organization to be used effectively; buyers
negotiating divestiture agreements in which they depend on the seller and have not protected themselves against ex post holdups are likely to face the
consequences of these holdups; contractual arrangements for input supplies between competing firms can soften competition between them,; it's not the size
of the acquirer but its ability to utilize the assets effectively that matters.(68)

Consequently, enforcement agencies must become more sophisticated in their analysis of alternative remedies. That is exactly what we are trying to do at the FTC.(69)
111. A Research Agenda to Improve Antitrust's Economic Foundations

The FTC's Research Agenda

As Chairman, | have emphasized the need for the antitrust agencies to devote adequate resources to competition policy "research and development."(70) Over the past
nineteen months, the FTC has embarked on several initiatives to improve and enhance its use of empirical economic analysis. The starting point for these initiatives was
an Empirical Industrial Organization Roundtable, one of the first major events | convened on my return to the FTC. This event, organized by the Bureau of Economics (BE)
and Dennis Carlton, brought together leading industrial organization scholars to discuss a wide array of topics that they felt needed more attention from researchers.
Among the ideas that received the greatest support was more research evaluating merger outcomes - both in terms of competitive effects and efficiencies.(71) We are
actively engaged in a number of these research projects.Our most significant effort is research on consummated hospital mergers.(72) We have formed a Merger
Litigation Task Force, whose mission includes investigating hospital mergers recently consummated. (Antitrust agencies unsuccessfully challenged some of these
mergers.) These studies are using proprietary data on payments to hospitals by third-party payers to assess whether these mergers raised prices, taking into account any
impact on quality.

Other merger retrospectives involve the petroleum industry. A major revision of the 1982 and 1989 FT C staff reports on oil mergers is underway.(73) The agency also is in
the early stages of empirical research to assess the effects of various oil mergers of the past decade. On a related topic, the FTC's staff also will report on what we
learned in conferences we held in August 2001 and May 2002 on the reasons for the volatility of refined petroleum products.
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Another substantial topic of discussion at the Empirical Roundtable was the use of scanner data estimation and simulation models to investigate branded products
mergers. Last year, BE economists produced a Working Paper on the use of scanner data estimation in antitrust.(74) Relying on econometric and economic analysis,
including analyses from the merging parties, the paper identifies a number of significant issues in the estimation of demand systems and the interpretation of retail demand
elasticities using scanner data. Some tentative conclusions were described by an FTC economist and an Antitrust Division economist in a luncheon program hosted by
the American Bar Association's Section of Antitrust Law. Finally, an FTC economist is working with an academic economist on a retrospective study of several branded
products mergers.

Yet a different BE paper explores the general role of econometrics and empirical analyses in antitrust, and it suggests best practices for developing econometric studies
that will be useful for FTC decisions.(75) The paper provides examples of many commonly used analyses in investigations, including the use of scanner data for demand
estimation, the use of merger simulation models, and the use of manufacturer level (especially transaction specific) data in consumer and industrial product mergers. In
addition, we have published best practices for parties and outside counsel for interacting with the FTC regarding data and empirical analyses.(76)

Another significant research project is to develop an analytical approach and empirical analyses to help assess the impact of mergers on the potential for coordinated
interaction. Several types of analyses were used in the Commission's investigation of the cruise company mergers.(77) At today's conference, BE Deputy Director Mary
Coleman is discussing her research with Bureau Director David Scheffman regarding an analytical approach to coordinated interaction.

We also conducted a two-day Roundtable focusing on various issues related to merger efficiencies.(78) Panelists discussed current knowledge about both the rate of
success of mergers, including key measures for success or failure. This Roundtable blended empirical research on merger outcomes with knowledge from academics,
consultants, and business leaders experienced in mergers and acquisitions. The transcript of this Roundtable, soon to be posted on the FTC's website, will be valuable
for economists and others interested in studying merger efficiencies.

The FTC has also been extremely active in studying competition in pharmaceutical markets. Prompted by its own experience in antitrust cases and a request from
Congress, the FTC began a lengthy industry-wide study of procedures to introduce generic drugs prior to the expiration of patents protecting the brand name drug. In July
2002, the Commission released Generic Drug Entry Prior to Patent Expiration: An FTC Study.(79) Based on responses from branded and generic pharmaceutical
companies, this report clarified several important issues regarding the interplay between patents on pioneer pharmaceuticals and the ability of generic drugs to compete.
The report greatly increased knowledge about the extent and potential effects of patent litigation and settlements, and its finding and recommendations were valuable to
government decision makers considering modifications to the Hatch-Waxman statute.(80)

B. Important Areas for More Empirical Research

The FTC is making a strong commitment to the fact-intensive research that improves the economic foundations of antitrust enforcement. We find that each new case and
each research project raises issues that require thoughtful analysis. Looking ahead, several areas are leading candidates for further study by both the FTC and the
academy.

1. Research on Competitive Effects

The most important area for further research is empirical study to improve our understanding of the nature of competition and of how and why horizontal mergers affect
competition. | earlier discussed the benefits of work on auction mechanisms and the deficiencies in the current state of Bertrand simulation models. The analysis of FTC
economists in the Cruise Ships investigation was one useful contribution. The FTC economists highlighted the importance of understanding the relevant institutions and of
detailed analysis of actual transactions, changes in capacity, and other facts. Mary Coleman's and David Scheffman's paper at this conference provides a further
contribution. Closely related to the development of sound empirical analyses to assess the competitive effects of mergers is the need to understand manufacturer pricing
for consumer products. We will be working with outside experts on this issue.

2. Retrospectives on Merger Enforcement Decisions

To assess the efficacy of merger enforcement, we need to analyze the effects of past enforcement actions, including non-enforcement decisions. Specifically, we need to
understand the industry and firm specific conditions relevant to the potential for anticompetitive effects. We also need to know much more about the nature and likelihood
of significant procompetitive effects of mergers. Understanding the efficiencies that can arise from mergers and how they are achieved would provide us with greater
ability to evaluate prospective mergers.

3. High Margin Industries

Mergers in high margin (high fixed costs) industries frequently present challenging issues. High margins can be simplistically equated with substantial existing market
power (unilateral or coordinated). Given the nature of costs in such industries, however, high margins are often necessary for firms to be profitable. Our understanding of
the nature of competition in such industries is limited - particularly regarding how mergers might affect the nature of this competition.

4. Price Discrimination

Some lawyers and economists use evidence of "price discrimination” to infer market power and market definition, raising several issues. Most real world markets, even
those for relatively "homogenous" products and a market structure inconsistent with significant market power, exhibit significant price variation. These price differences do
not prove that the firms have market power. Moreover, price discrimination can be pro-competitive. A significant deficiency of the economics literature is the fragmentary
explanation of why significant price variation is common and understanding the implications of this fact.

A related issue occurs when the agency learns of customers concerned about targeted price increases. These concerns are difficult to assess, especially without detailed
industry data. Greater focus on techniques to evaluate and analyze transaction data will yield insights into the likelihood of potential anticompetitive pricing. Thus, more
research is needed concerning how to identify price discrimination that raises competitive concerns and the role that price discrimination should have in merger analysis.
We are beginning studies in this area and encourage others to do so as well.

5. Other Issues

This list is only a beginning of the numerous topics on which antitrust would benefit from a better empirical foundation. For example, the many theories of possible
anticompetitive behavior in the theoretical literature - including raising rivals' costs, naked exclusion, and the impact of network effects - all lack significant empirical
analysis.(81)

Conclusion

In passing the federal antitrust laws, Congress adopted an evolutionary scheme in which courts would alter doctrine by "recognizing and adapting to changed
circumstances and the lessons of accumulated experience."(82) The rationality of our antitrust system requires continuing efforts to make this process of adaptation
well-informed by refinements in economic theory and empirical research. Too often in our antitrust history, sound understanding of business behavior has lagged behind,
not accompanied, the formulation and application of legal rules.(83)

As the dynamism and complexity of the economy grow, competition policy institutions face ever greater pressure to improve their ability to analyze business conduct

accurately and swiftly. Meeting this challenge requires greater use of analytical approaches that enrich our understanding of the institutions that govern behavior within
firms and industries. By combining microeconomic theory with close attention to industry-specific facts, New Institutional Economics provides a valuable framework for
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achieving the necessary understanding. In the words of one of the Federal Trade Commission's most illustrious economists, our concern must be "with how specific
companies and markets operate, with what specific received data on competition mean, and with the economic development of the law."(84)

With its unique combination of economic research and legal policy functions, the FTC occupies a special position to improve antitrust's economic foundations. With its
own resources, the agency is expanding efforts to examine the effects of its enforcement decisions and otherwise to strengthen the empirical basis for future policy
making. Our own initiatives alone are important but not sufficient. For decades, the Commission has drawn heavily on the contributions of academics and other
researchers. We seek to extend this intellectual partnership through greater interaction with scholars to identify priorities for industrial organization research.

I finish by expressing my hope that 1.O. returns to be a much more empirically-oriented discipline, guided, of course, by sound theory. We all have much to do to ensure
that antitrust repeats the successes and avoid the mistakes of its past. Jim Liebeler would have been happy with the progress to date, but impatient to continue with the
job ahead. So am I.
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