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The FTC asks this Court to give no weight to the _
_. The FTC takes this position on the grounds that Defendants cannot

establish all the elements of a “failing firm” defense and that some courts (not the Eighth Circuit)
have minimized the importance of the “weakened competitor” doctrine. This argument is not well
taken. The simple fact is that Defendants do not assert a failing firm defense. Nor do Defendants
assert the “weakened competitor” doctrine as the sole basis upon which the Court should deny the
FTC’s motion for preliminary injunction. To the contrary, there are many additional reasons that
alone warrant denial of the FTC’s motion, not the least of which is that the FTC fails to demonstrate
a relevant market confined to SPRB coal.

Instead, Defendants introduced evidence showing that, absent the JV, _
_ and asked the Court to consider this evidence as part of its
overall assessment of the transaction’s likely competitive effects. See FTC v. Nat’l Tea Co., 603
F.2d 694, 700 n.8 (8th Cir. 1979) (crediting such evidence as “another factor going into the
conclusion that the FTC was ultimately unlikely to succeed on the merits”). This evidence is
relevant to the Court’s analysis for at least two reasons. First, it is plainly relevant to the Court’s
task, as prescribed by the Eighth Circuit, of “compar[ing] what may happen if the merger occurs
with what may happen if it does not occur.” 1d. at 700.1 Indeed, the FTC’s own Merger Guidelines
stress that “[m]ost merger analysis is necessarily predictive, requiring an assessment of what will

likely happen if a merger proceeds as compared to what will likely happen if it does not.”? Second,

evidence of | orces why

! See also FTC v. Weyerhaeuser Co., 665 F.2d 1072, 1080 (D.C. Cir. 1981) (“Hearings on
preliminary injunctions [under the FTC Act] necessarily look to the future and decisions must rest
on comparative, tentative assessments of the course of events if the injunction is issued, and if it
is not.”).

2PX9192, at -004 (emphasis added).
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the FTC’s theory—that Peabody and Arch compete in a highly concentrated “oligopoly” within
an SPRB coal-only “market”—is contradicted by the real-world facts.

In short, the Court should consider as part of its analysis the uncontroverted facts regarding:

(ii) _ losses Arch has experienced on every ton of SPRB coal sold this
year, even prior to the COVID-19 pandemic;

(iii) _ restructuring, _ that Arch undertook as a result

of competition from natural gas and other forces plummeting SPRB coal demand;

(iv)

> and

(v) the likelihood that Arch would further scale back production at its SPRB mines,
thereby making the most realistic but-for world one where overall SPRB output is
lower than the world with the JV.

Contrary to the FTC’s contentions, none of these facts are even arguably subject to

“manipulation, " and |
I © That the FTC chose to ignore, and

not inquire further into, these facts is not a valid basis to disregard important evidence about the

transaction’s lack of anticompetitive effects.

* see DX6197, at -0002 (|

% Indeed, during an earnings call just days ago, Arch’s CEQ Mr. Lang offered comments on Arch’s
likely future absent the JV *: “I can’t see us going back to where
we’ve been and we’re surely not going to continue to lose cash. . .. [O]ne step [for Arch] is to
continue to shrink down the [SPRB] operations and drop production at some of the mines . . . .
[M]y guess is it’s going to be a much smaller footprint going forward.” See Arch Resources Inc.

Q2 2020 Earnings Call, July 28, 2020 (Attached as Ex. 1) (also marked DX6198, at -0023-24).

5
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1. Evidence of |G s ' portant to the
Court’s Assessment of the But-For World

The FTC invites the Court to take a static view of the world that assumes, contrary to all
evidence, that |, " 'o of
this circuit, however, requires a more dynamic and forward-looking assessment. Nat’l Tea, 603
F.2d at 700 (“[W]hen examining a merger, a court must necessarily compare what may happen if
the merger occurs with what may happen if the merger does not occur.”). The Supreme Court and
the FTC’s own Merger Guidelines also endorse this approach. See Brown Shoe Co. v. United
States, 370 U.S. 294, 322 n.38 (1962) (“[O]nly a further examination of the particular market—its
structure, history and probable future—can provide the appropriate setting for judging the
probable anticompetitive effect of the merger.”) (emphasis added); PX9192, at -004.

Here, as in Arch Coal, Defendants offer evidence of _
_ “as part of the overall record that must be examined in determining whether
substantial anticompetitive effects are likely from the transaction[].” FTC v. Arch Coal, Inc., 329
F.Supp. 2d 109, 154 (D.D.C. 2004).° Courts have long recognized that past sometimes is not
prologue when assessing the but-for world in the context of a merger challenge. See, e.g., United

States v. Gen. Dynamics Corp., 415 U.S. 486, 501 (1974).”

The evidence here shows that, absent the JV, _
I - price tha is competiive with

6 Accord Nat’l Tea, 603 F.2d at 700 n.8.

7 See also Arch Coal, 329 F. Supp. 2d at 153 (“A weak financial condition, or limited reserves,
may mean that a company will be a far less significant competitor than current market share, or
production statistics, appear to indicate.”); United States v. Int’| Harvester Co., 564 F.2d 769, 773
(7th Cir. 1977) (finding that “past market statistics” overstated the acquired firm’s competitive
significance because the evidence showed that the firm would not “be as strong a competitor [in
the future] as the bald statistical projections indicate”).
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other fuel sources. As Mr. Lang testified, Arch’s SPRB coal business is caught in a “vise,” with
competitive pressures from natural gas and renewables on one side and escalating mine costs on
the other.® In the first quarter of 2020, which saw little impact from COVID-19, Arch realized
negative margins on its SPRB coal, losing $0.13 for every ton produced. _
M
_, Arch scaled back production
at Black Thunder and reduced its SPRB workforce _ _
8
I
.=
Notably, the challenge Arch will face to remain competitive with other fuel sources is one of the
primary reasons that multiple customers have expressed support for the JV. See, e.g., DX1008
(NIPSCO’s John Wagner explaining that, “without the cost savings expected from the JV, PRB
coal will struggle to compete against [other] fuel sources” and that the JV is “necessary for these
mining assets to compete against natural gas and renewable energy sources”); 7/20/20 PM Tr.
94:18-95:23 (Stuchal) (NPPD’s Gary Stuchal testifying that he is “in favor of the joint venture”

because, “with the lower operating costs[,] they are going to be able to compete in the energy

market"); DX7015, at -000 1. ({1
-

87/20 AM Tr. 75:16-24 (Lang).
%1d. at 77:15-24, 81:24-82:3.

Id. at 82:14-83:18.

1014, at 86:1-21; 87:10-20; 102:14-19.
111d. at 100:8-25.
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As Your Honor recognized during the hearing, this evidence is “relevant to [an] assessment
[of] the but-for world.”*? Judge Bates reached the same conclusion in Arch Coal, where he not

only admitted but expressly relied on the same type of evidence _ See 329 F.

Supp. 2d at 157. Unless Defendants can achieve cost savings and other efficiencies through the
v, I - ctor
that cuts to the core of the FTC’s theory that the JV will decrease output, thereby increasing prices.

1. The Same Evidence Undermines the FTC’s Overall Theory

vidence of | is relevant for another,

independent reason: it illustrates one of the many ways in which the FTC’s putative SPRB coal-
only “market” does not square with competitive realities. The FTC claims that Peabody and Arch
are the “dominant” players in a highly concentrated oligopoly. According to the FTC’s expert, the
proposed JV, if formed, would approximately double concentration in the “market” for SPRB coal.
Under the FTC’s theory, Arch, as one of the purported “dominant” firms in a highly concentrated
oligopoly, should be enjoying healthy profits today.

The facts tell a very different story. In reality, _
_ due to competition from natural gas and renewables, slashing its workforce to cut
costs, and yet_ on each ton of coal produced at its SPRB mines. The demonstrated
absence of any relationship between market concentration and market realities directly negates the
FTC’s proposed relevant market and casts further doubt on the FTC’s theory of the case. See FTC
v. Tenet Health Care Corp., 186 F.3d 1045, 1052 (8th Cir. 1999) (“The proper market definition
can be determined only after a factual inquiry into the commercial realities faced by consumers.”)

(emphasis added).

12.7/20 AM Tr. 96:12-15.
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1. Overview

These Guidelines outline the principal analytical techniques, practices, and the enforcement policy of
the Department of Justice and the Federal Trade Commission (the “Agencies”) with respect to
mergers and acquisitions involving actual or potential competitors (“horizontal mergers”) under the
federal antitrust laws." The relevant statutory provisions include Section 7 of the Clayton Act, 15
U.S.C. § 18, Sections 1 and 2 of the Sherman Act, 15 U.S.C. 88 1, 2, and Section 5 of the Federal
Trade Commission Act, 15 U.S.C. § 45. Most particularly, Section 7 of the Clayton Act prohibits
mergers if “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.”

The Agencies seek to identify and challenge competitively harmful mergers while avoiding
unnecessary interference with mergers that are either competitively beneficial or neutral. Most
merger analysis is necessarily predictive, requiring an assessment of what will likely happen if a
merger proceeds as compared to what will likely happen if it does not. Given this inherent need for
prediction, these Guidelines reflect the congressional intent that merger enforcement should interdict
competitive problems in their incipiency and that certainty about anticompetitive effect is seldom
possible and not required for a merger to be illegal.

These Guidelines describe the principal analytical techniques and the main types of evidence on
which the Agencies usually rely to predict whether a horizontal merger may substantially lessen
competition. They are not intended to describe how the Agencies analyze cases other than horizontal
mergers. These Guidelines are intended to assist the business community and antitrust practitioners
by increasing the transparency of the analytical process underlying the Agencies’ enforcement
decisions. They may also assist the courts in developing an appropriate framework for interpreting
and applying the antitrust laws in the horizontal merger context.

These Guidelines should be read with the awareness that merger analysis does not consist of uniform
application of a single methodology. Rather, it is a fact-specific process through which the Agencies,
guided by their extensive experience, apply a range of analytical tools to the reasonably available and
reliable evidence to evaluate competitive concerns in a limited period of time. Where these
Guidelinezs provide examples, they are illustrative and do not exhaust the applications of the relevant
principle.

These Guidelines replace the Horizontal Merger Guidelines issued in 1992, revised in 1997. They reflect the ongoing
accumulation of experience at the Agencies. The Commentary on the Horizontal Merger Guidelines issued by the
Agencies in 2006 remains a valuable supplement to these Guidelines. These Guidelines may be revised from time to
time as necessary to reflect significant changes in enforcement policy, to clarify existing policy, or to reflect new
learning. These Guidelines do not cover vertical or other types of non-horizontal acquisitions.

These Guidelines are not intended to describe how the Agencies will conduct the litigation of cases they decide to
bring. Although relevant in that context, these Guidelines neither dictate nor exhaust the range of evidence the
Agencies may introduce in litigation.

PX9192-004
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The unifying theme of these Guidelines is that mergers should not be permitted to create, enhance, or
entrench market power or to facilitate its exercise. For simplicity of exposition, these Guidelines
generally refer to all of these effects as enhancing market power. A merger enhances market power if
it is likely to encourage one or more firms to raise price, reduce output, diminish innovation, or
otherwise harm customers as a result of diminished competitive constraints or incentives. In
evaluating how a merger will likely change a firm’s behavior, the Agencies focus primarily on how
the merger affects conduct that would be most profitable for the firm.

A merger can enhance market power simply by eliminating competition between the merging parties.
This effect can arise even if the merger causes no changes in the way other firms behave. Adverse
competitive effects arising in this manner are referred to as “unilateral effects.” A merger also can
enhance market power by increasing the risk of coordinated, accommodating, or interdependent
behavior among rivals. Adverse competitive effects arising in this manner are referred to as
“coordinated effects.” In any given case, either or both types of effects may be present, and the
distinction between them may be blurred.

These Guidelines principally describe how the Agencies analyze mergers between rival suppliers that
may enhance their market power as sellers. Enhancement of market power by sellers often elevates
the prices charged to customers. For simplicity of exposition, these Guidelines generally discuss the
analysis in terms of such price effects. Enhanced market power can also be manifested in non-price
terms and conditions that adversely affect customers, including reduced product quality, reduced
product variety, reduced service, or diminished innovation. Such non-price effects may coexist with
price effects, or can arise in their absence. When the Agencies investigate whether a merger may lead
to a substantial lessening of non-price competition, they employ an approach analogous to that used
to evaluate price competition. Enhanced market power may also make it more likely that the merged
entity can profitably and effectively engage in exclusionary conduct. Regardless of how enhanced
market power likely would be manifested, the Agencies normally evaluate mergers based on their
impact on customers. The Agencies examine effects on either or both of the direct customers and the
final consumers. The Agencies presume, absent convincing evidence to the contrary, that adverse
effects on direct customers also cause adverse effects on final consumers.

Enhancement of market power by buyers, sometimes called “monopsony power,” has adverse effects
comparable to enhancement of market power by sellers. The Agencies employ an analogous
framework to analyze mergers between rival purchasers that may enhance their market power as
buyers. See Section 12.

2.  Evidence of Adverse Competitive Effects

The Agencies consider any reasonably available and reliable evidence to address the central question
of whether a merger may substantially lessen competition. This section discusses several categories
and sources of evidence that the Agencies, in their experience, have found most informative in
predicting the likely competitive effects of mergers. The list provided here is not exhaustive. In any
given case, reliable evidence may be available in only some categories or from some sources. For
each category of evidence, the Agencies consider evidence indicating that the merger may enhance
competition as well as evidence indicating that it may lessen competition.

PX9192-005
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2.1 Types of Evidence
2.1.1 Actual Effects Observed in Consummated Mergers

When evaluating a consummated merger, the ultimate issue is not only whether adverse competitive
effects have already resulted from the merger, but also whether such effects are likely to arise in the
future. Evidence of observed post-merger price increases or other changes adverse to customers is
given substantial weight. The Agencies evaluate whether such changes are anticompetitive effects
resulting from the merger, in which case they can be dispositive. However, a consummated merger
may be anticompetitive even if such effects have not yet been observed, perhaps because the merged
firm may be aware of the possibility of post-merger antitrust review and moderating its conduct.
Consequently, the Agencies also consider the same types of evidence they consider when evaluating
unconsummated mergers.

2.1.2 Direct Comparisons Based on Experience

The Agencies look for historical events, or “natural experiments,” that are informative regarding the
competitive effects of the merger. For example, the Agencies may examine the impact of recent
mergers, entry, expansion, or exit in the relevant market. Effects of analogous events in similar
markets may also be informative.

The Agencies also look for reliable evidence based on variations among similar markets. For
example, if the merging firms compete in some locales but not others, comparisons of prices charged
in regions where they do and do not compete may be informative regarding post-merger prices. In
some cases, however, prices are set on such a broad geographic basis that such comparisons are not
informative. The Agencies also may examine how prices in similar markets vary with the number of
significant competitors in those markets.

2.1.3 Market Shares and Concentration in a Relevant Market

The Agencies give weight to the merging parties’ market shares in a relevant market, the level of
concentration, and the change in concentration caused by the merger. See Sections 4 and 5. Mergers
that cause a significant increase in concentration and result in highly concentrated markets are
presumed to be likely to enhance market power, but this presumption can be rebutted by persuasive
evidence showing that the merger is unlikely to enhance market power.

2.1.4 Substantial Head-to-Head Competition

The Agencies consider whether the merging firms have been, or likely will become absent the
merger, substantial head-to-head competitors. Such evidence can be especially relevant for evaluating
adverse unilateral effects, which result directly from the loss of that competition. See Section 6. This
evidence can also inform market definition. See Section 4.

2.1.5 Disruptive Role of a Merging Party

The Agencies consider whether a merger may lessen competition by eliminating a “maverick” firm,
i.e., a firm that plays a disruptive role in the market to the benefit of customers. For example, if one
of the merging firms has a strong incumbency position and the other merging firm threatens to
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disrupt market conditions with a new technology or business model, their merger can involve the loss
of actual or potential competition. Likewise, one of the merging firms may have the incentive to take
the lead in price cutting or other competitive conduct or to resist increases in industry prices. 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.

2.2 Sources of Evidence

The Agencies consider many sources of evidence in their merger analysis. The most common sources
of reasonably available and reliable evidence are the merging parties, customers, other industry
participants, and industry observers.

2.2.1 Merging Parties

The Agencies typically obtain substantial information from the merging parties. This information can
take the form of documents, testimony, or data, and can consist of descriptions of competitively
relevant conditions or reflect actual business conduct and decisions. Documents created in the normal
course are more probative than documents created as advocacy materials in merger review.
Documents describing industry conditions can be informative regarding the operation of the market
and how a firm identifies and assesses its rivals, particularly when business decisions are made in
reliance on the accuracy of those descriptions. The business decisions taken by the merging firms
also can be informative about industry conditions. For example, if a firm sets price well above
incremental cost, that normally indicates either that the firm believes its customers are not highly
sensitive to price (not in itself of antitrust concern, see Section 4.1.3°%) or that the firm and its rivals
are engaged in coordinated interaction (see Section 7). Incremental cost depends on the relevant
increment in output as well as on the time period involved, and in the case of large increments and
sustained changes in output it may include some costs that would be fixed for smaller increments of
output or shorter time periods.

Explicit or implicit evidence that the merging parties intend to raise prices, reduce output or capacity,
reduce product quality or variety, withdraw products or delay their introduction, or curtail research
and development efforts after the merger, or explicit or implicit evidence that the ability to engage in
such conduct motivated the merger, can be highly informative in evaluating the likely effects of a
merger. Likewise, the Agencies look for reliable evidence that the merger is likely to result in
efficiencies. The Agencies give careful consideration to the views of individuals whose
responsibilities, expertise, and experience relating to the issues in question provide particular indicia
of reliability. The financial terms of the transaction may also be informative regarding competitive
effects. For example, a purchase price in excess of the acquired firm’s stand-alone market value may
indicate that the acquiring firm is paying a premium because it expects to be able to reduce
competition or to achieve efficiencies.

High margins commonly arise for products that are significantly differentiated. Products involving substantial fixed
costs typically will be developed only if suppliers expect there to be enough differentiation to support margins
sufficient to cover those fixed costs. High margins can be consistent with incumbent firms earning competitive
returns.
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2.2.2 Customers

Customers can provide a variety of information to the Agencies, ranging from information about their
own purchasing behavior and choices to their views about the effects of the merger itself.

Information from customers about how they would likely respond to a price increase, and the relative
attractiveness of different products or suppliers, may be highly relevant, especially when
corroborated by other evidence such as historical purchasing patterns and practices. Customers also
can provide valuable information about the impact of historical events such as entry by a new
supplier.

The conclusions of well-informed and sophisticated customers on the likely impact of the merger
itself can also help the Agencies investigate competitive effects, because customers typically feel the
consequences of both competitively beneficial and competitively harmful mergers. In evaluating such
evidence, the Agencies are mindful that customers may oppose, or favor, a merger for reasons
unrelated to the antitrust issues raised by that merger.

When some customers express concerns about the competitive effects of a merger while others view
the merger as beneficial or neutral, the Agencies take account of this divergence in using the
information provided by customers and consider the likely reasons for such divergence of views. For
example, if for regulatory reasons some customers cannot buy imported products, while others can, a
merger between domestic suppliers may harm the former customers even if it leaves the more flexible
customers unharmed. See Section 3.

When direct customers of the merging firms compete against one another in a downstream market,
their interests may not be aligned with the interests of final consumers, especially if the direct
customers expect to pass on any anticompetitive price increase. A customer that is protected from
adverse competitive effects by a long-term contract, or otherwise relatively immune from the
merger’s harmful effects, may even welcome an anticompetitive merger that provides that customer
with a competitive advantage over its downstream rivals.

Example 1: As a result of the merger, Customer C will experience a price increase for an input used in producing
its final product, raising its costs. Customer C’s rivals use this input more intensively than Customer C, and the
same price increase applied to them will raise their costs more than it raises Customer C’s costs. On balance,
Customer C may benefit from the merger even though the merger involves a substantial lessening of
competition.

2.2.3 Other Industry Participants and Observers

Suppliers, indirect customers, distributors, other industry participants, and industry analysts can also
provide information helpful to a merger inquiry. The interests of firms selling products
complementary to those offered by the merging firms often are well aligned with those of customers,
making their informed views valuable.

Information from firms that are rivals to the merging parties can help illuminate how the market
operates. The interests of rival firms often diverge from the interests of customers, since customers
normally lose, but rival firms gain, if the merged entity raises its prices. For that reason, the Agencies
do not routinely rely on the overall views of rival firms regarding the competitive effects of the
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merger. However, rival firms may provide relevant facts, and even their overall views may be
instructive, especially in cases where the Agencies are concerned that the merged entity may engage
in exclusionary conduct.

Example 2: Merging Firms A and B operate in a market in which network effects are significant, implying that
any firm’s product is significantly more valuable if it commands a large market share or if it is interconnected
with others that in aggregate command such a share. Prior to the merger, they and their rivals voluntarily
interconnect with one another. The merger would create an entity with a large enough share that a strategy of
ending voluntary interconnection would have a dangerous probability of creating monopoly power in this
market. The interests of rivals and of consumers would be broadly aligned in preventing such a merger.

3.  Targeted Customers and Price Discrimination

When examining possible adverse competitive effects from a merger, the Agencies consider whether
those effects vary significantly for different customers purchasing the same or similar products. Such
differential impacts are possible when sellers can discriminate, e.g., by profitably raising price to
certain targeted customers but not to others. The possibility of price discrimination influences market
definition (see Section 4), the measurement of market shares (see Section 5), and the evaluation of
competitive effects (see Sections 6 and 7).

When price discrimination is feasible, adverse competitive effects on targeted customers can arise,
even if such effects will not arise for other customers. A price increase for targeted customers may be
profitable even if a price increase for all customers would not be profitable because too many other
customers would substitute away. When discrimination is reasonably likely, the Agencies may
evaluate competitive effects separately by type of customer. The Agencies may have access to
information unavailable to customers that is relevant to evaluating whether discrimination is
reasonably likely.

For price discrimination to be feasible, two conditions typically must be met: differential pricing and
limited arbitrage.

First, the suppliers engaging in price discrimination must be able to price differently to targeted
customers than to other customers. This may involve identification of individual customers to which
different prices are offered or offering different prices to different types of customers based on
observable characteristics.

Example 3: Suppliers can distinguish large buyers from small buyers. Large buyers are more likely than small
buyers to self-supply in response to a significant price increase. The merger may lead to price discrimination
against small buyers, harming them, even if large buyers are not harmed. Such discrimination can occur even if
there is no discrete gap in size between the classes of large and small buyers.

In other cases, suppliers may be unable to distinguish among different types of customers but can
offer multiple products that sort customers based on their purchase decisions.

Second, the targeted customers must not be able to defeat the price increase of concern by arbitrage,
e.g., by purchasing indirectly from or through other customers. Arbitrage may be difficult if it would
void warranties or make service more difficult or costly for customers. Arbitrage is inherently

impossible for many services. Arbitrage between customers at different geographic locations may be
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impractical due to transportation costs. Arbitrage on a modest scale may be possible but sufficiently
costly or limited that it would not deter or defeat a discriminatory pricing strategy.

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.
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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.

10
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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.

4.1.3 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:

e how customers have shifted purchases in the past in response to relative changes in price or
other terms and conditions;

e information from buyers, including surveys, concerning how they would respond to price
changes;

e 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;

0 industry participants’ behavior in tracking and responding to price changes by some or all
rivals;

e 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;

e 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;

e evidence from other industry participants, such as sellers of complementary products;

11
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e legal or regulatory requirements; and
¢ 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.

421 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.

13
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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:

¢ 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;

o 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;

o 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 Concentration

The Agencies normally consider measures of market shares and market concentration as part of their
evaluation of competitive effects. The Agencies evaluate market shares and concentration in
conjunction with other reasonably available and reliable evidence for the ultimate purpose of
determining whether a merger may substantially lessen competition.

Market shares can directly influence firms’ competitive incentives. For 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 reduction than one with a small share. Likewise, a
firm with a large market share may not feel pressure to reduce 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, an attractive product, or both.

51 Market Participants
All firms that currently earn revenues in the relevant market are considered market participants.
Vertically integrated firms 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
supply responses with direct competitive impact in the event of a SSNIP, without incurring
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significant sunk costs, are also considered market participants. These firms are termed “rapid
entrants.” Sunk costs are entry or exit costs that cannot be recovered outside the relevant market.
Entry that would take place more slowly in response to adverse competitive effects, or that requires
firms to incur significant sunk costs, is considered in Section 9.

Firms that produce the relevant product but do not sell it in the relevant geographic market may be
rapid entrants. Other things equal, such firms are most likely to be rapid entrants if they are close to
the geographic market.

Example 16: Farm A grows tomatoes halfway between Cities X and Y. Currently, it ships its tomatoes to City X
because prices there are two percent higher. Previously it has varied the destination of its shipments in response
to small price variations. Farm A would likely be a rapid entrant participant in a market for tomatoes in City Y.

Example 17: Firm B has bid multiple times to supply milk to School District S, and actually supplies milk to
schools in some adjacent areas. It has never won a bid in School District S, but is well qualified to serve that
district and has often nearly won. Firm B would be counted as a rapid entrant in a market for school milk in
School District S.

More generally, if the relevant market is defined around targeted customers, firms that produce
relevant products but do not sell them to those customers may be rapid entrants if they can easily and
rapidly begin selling to the targeted customers.

Firms that clearly possess the necessary assets to supply into the relevant market rapidly may also be
rapid entrants. In markets for relatively homogeneous goods where a supplier’s ability to compete
depends predominantly on its costs and its capacity, and not on other factors such as experience or
reputation in the relevant market, a supplier with efficient idle capacity, or readily available “swing”
capacity currently used in adjacent markets that can easily and profitably be shifted to serve the
relevant market, may be a rapid entrant.® However, idle capacity may be inefficient, and capacity
used in adjacent markets may not be available, so a firm’s possession of idle or swing capacity alone
does not make that firm a rapid entrant.

5.2 Market Shares

The Agencies normally calculate market shares for all firms that currently produce products in the
relevant market, subject to the availability of data. The Agencies also calculate market shares for
other market participants if this can be done to reliably reflect their competitive significance.

Market concentration and market share data are normally based on historical evidence. However,
recent or ongoing changes in market conditions may indicate that the current market share of a
particular firm either understates or overstates the firm’s future competitive significance. The
Agencies consider reasonably predictable effects of recent or ongoing changes in market conditions
when calculating and interpreting market share data. For example, if a new technology that is
important to long-term competitive viability is available to other firms in the market, but is not
available to a particular firm, the Agencies may conclude that that firm’s historical market share

& If this type of supply side substitution is nearly universal among the firms selling one or more of a group of products,

the Agencies may use an aggregate description of markets for those products as a matter of convenience.
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overstates its future competitive significance. The Agencies may project historical market shares into
the foreseeable future when this can be done reliably.

The Agencies measure market shares based on the best available indicator of firms’ future
competitive significance in the relevant market. This may depend upon the type of competitive effect
being considered, and on the availability of data. Typically, annual data are used, but where
individual transactions are large and infrequent so annual data may be unrepresentative, the Agencies
may measure market shares over a longer period of time.

In most contexts, the Agencies measure each firm’s market share based on its actual or projected
revenues in the relevant market. Revenues in the relevant market tend to be the best measure of
attractiveness to customers, since they reflect the real-world ability of firms to surmount all of the
obstacles necessary to offer products on terms and conditions that are attractive to customers. In cases
where one unit of a low-priced product can substitute for one unit of a higher-priced product, unit
sales may measure competitive significance better than revenues. For example, a new, much less
expensive product may have great competitive significance if it substantially erodes the revenues
earned by older, higher-priced products, even if it earns relatively few revenues. In cases where
customers sign long-term contracts, face switching costs, or tend to re-evaluate their suppliers only
occasionally, revenues earned from recently acquired customers may better reflect the competitive
significance of suppliers than do total revenues.

In markets for homogeneous products, a firm’s competitive significance may derive principally from
its ability and incentive to rapidly expand production in the relevant market in response to a price
increase or output reduction by others in that market. As a result, a firm’s competitive significance
may depend upon its level of readily available capacity to serve the relevant market if that capacity is
efficient enough to make such expansion profitable. In such markets, capacities or reserves may
better reflect the future competitive significance of suppliers than revenues, and the Agencies may
calculate market shares using those measures. Market participants that are not current producers may
then be assigned positive market shares, but only if a measure of their competitive significance
properly comparable to that of current producers is available. When market shares are measured
based on firms’ readily available capacities, the Agencies do not include capacity that is committed
or so profitably employed outside the relevant market, or so high-cost, that it would not likely be used
to respond to a SSNIP in the relevant market.

Example 18: The geographic market is defined around customers in the United States. Firm X produces the
relevant product outside the United States, and most of its sales are made to customers outside the United States.
In most contexts, Firm X’s market share will be based on its sales to U.S. customers, not its total sales or total
capacity. However, if the relevant product is homogeneous, and if Firm X would significantly expand sales to
U.S. customers rapidly and without incurring significant sunk costs in response to a SSNIP, the Agencies may
base Firm X’s market share on its readily available capacity to serve U.S. customers.

When the Agencies define markets serving targeted customers, these same principles are used to
measure market shares, as they apply to those customers. In most contexts, each firm’s market share
is based on its actual or projected revenues from the targeted customers. However, the Agencies may
instead measure market shares based on revenues from a broader group of customers if doing so
would more accurately reflect the competitive significance of different suppliers in the relevant
market. Revenues earned from a broader group of customers may also be used when better data are
thereby available.
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53 Market Concentration

Market concentration is often one useful indicator of likely competitive effects of a merger. In
evaluating market concentration, the Agencies consider both the post-merger level of market
concentration and the change in concentration resulting from a merger. Market shares may not fully
reflect the competitive significance of firms in the market or the impact of a merger. They are used in
conjunction with other evidence of competitive effects. See Sections 6 and 7.

In analyzing mergers between an incumbent and a recent or potential entrant, to the extent the
Agencies use the change in concentration to evaluate competitive effects, they will do so using
projected market shares. A merger between an incumbent and a potential entrant can raise significant
competitive concerns. The lessening of competition resulting from such a merger is more likely to be
substantial, the larger is the market share of the incumbent, the greater is the competitive significance
of the potential entrant, and the greater is the competitive threat posed by this potential entrant
relative to others.

The Agencies give more weight to market concentration when market shares have been stable over
time, especially in the face of historical changes in relative prices or costs. If a firm has retained its
market share even after its price has increased relative to those of its rivals, that firm already faces
limited competitive constraints, making it less likely that its remaining rivals will replace the
competition lost if one of that firm’s important rivals is eliminated due to a merger. By contrast, even
a highly concentrated market can be very competitive if market shares fluctuate substantially over
short periods of time in response to changes in competitive offerings. However, if competition by one
of the merging firms has significantly contributed to these fluctuations, perhaps because it has acted
as a maverick, the Agencies will consider whether the merger will enhance market power by
combining that firm with one of its significant rivals.

The Agencies may measure market concentration using the number of significant competitors in the
market. This measure is most useful when there is a gap in market share between significant
competitors and smaller rivals or when it is difficult to measure revenues in the relevant market. The
Agencies also may consider the combined market share of the merging firms as an indicator of the
extent to which others in the market may not be able readily to replace competition between the
merging firms that is lost through the merger.

The Agencies often calculate the Herfindahl-Hirschman Index (“HHI”) of market concentration. The
HHI is calculated by summing the squares of the individual firms’ market shares,’ and thus gives
proportionately greater weight to the larger market shares. When using the HHI, the Agencies

For example, a market consisting of four firms with market shares of thirty percent, thirty percent, twenty percent,
and twenty percent has an HHI of 2600 (30?+ 30 + 20% + 202 = 2600). The HHI ranges from 10,000 (in the case of a
pure monopoly) to a number approaching zero (in the case of an atomistic market). Although it is desirable to include
all firms in the calculation, lack of information about firms with small shares is not critical because such firms do not
affect the HHI significantly.
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consider both the post-merger level of the HHI and the increase in the HHI resulting from the merger.
The increase in the HHI is equal to twice the product of the market shares of the merging firms.*°

Based on their experience, the Agencies generally classify markets into three types:
e Unconcentrated Markets: HHI below 1500
e Moderately Concentrated Markets: HHI between 1500 and 2500
e Highly Concentrated Markets: HHI above 2500
The Agencies employ the following general standards for the relevant markets they have defined:

e Small Change in Concentration: Mergers involving an increase in the HHI of less than 100
points are unlikely to have adverse competitive effects and ordinarily require no further
analysis.

e Unconcentrated Markets: Mergers resulting in unconcentrated markets are unlikely to have
adverse competitive effects and ordinarily require no further analysis.

e Moderately Concentrated Markets: Mergers resulting in moderately concentrated markets that
involve an increase in the HHI of more than 100 points potentially raise significant
competitive concerns and often warrant scrutiny.

e Highly Concentrated Markets: Mergers resulting in highly concentrated markets that involve
an increase in the HHI of between 100 points and 200 points potentially raise significant
competitive concerns and often warrant scrutiny. 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. The presumption may be rebutted by persuasive evidence
showing that the merger is unlikely to enhance market power.

The purpose of these thresholds is not to provide a rigid screen to separate competitively benign
mergers from anticompetitive ones, although high levels of concentration do raise concerns. Rather,
they provide one way to identify some mergers unlikely to raise competitive concerns and some
others for which it is particularly important to examine whether other competitive factors confirm,
reinforce, or counteract the potentially harmful effects of increased concentration. The higher the
post-merger HHI and the increase in the HHI, the greater are the Agencies’ potential competitive
concerns and the greater is the likelihood that the Agencies will request additional information to
conduct their analysis.

% For example, the merger of firms with shares of five percent and ten percent of the market would increase the HHI by

100 (5 x 10 x 2 = 100).
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6. Unilateral Effects

The elimination of competition between two firms that results from their merger may alone constitute
a substantial lessening of competition. Such unilateral effects are most apparent in a merger to
monopoly in a relevant market, but are by no means limited to that case. Whether cognizable
efficiencies resulting from the merger are likely to reduce or reverse adverse unilateral effects is
addressed in Section 10.

Several common types of unilateral effects are discussed in this section. Section 6.1 discusses
unilateral price effects in markets with differentiated products. Section 6.2 discusses unilateral effects
in markets where sellers negotiate with buyers or prices are determined through auctions. Section 6.3
discusses unilateral effects relating to reductions in output or capacity in markets for relatively
homogeneous products. Section 6.4 discusses unilateral effects arising from diminished innovation or
reduced product variety. These effects do not exhaust the types of possible unilateral effects; for
example, exclusionary unilateral effects also can arise.

A merger may result in different unilateral effects along different dimensions of competition. For
example, a merger may increase prices in the short term but not raise longer-term concerns about
innovation, either because rivals will provide sufficient innovation competition or because the merger
will generate cognizable research and development efficiencies. See Section 10.

6.1 Pricing of Differentiated Products

In differentiated product industries, some products can be very close substitutes and compete strongly
with each other, while other products are more distant substitutes and compete less strongly. For
example, one high-end product may compete much more directly with another high-end product than
with any low-end product.

A merger between firms selling differentiated products may diminish competition by enabling the
merged firm to profit by unilaterally raising the price of one or both products above the pre-merger
level. Some of the sales lost due to the price rise will merely be diverted to the product of the merger
partner and, depending on relative margins, capturing such sales loss through merger may make the
price increase profitable even though it would not have been profitable prior to the merger.

The extent of direct competition between the products sold by the merging parties is central to the
evaluation of unilateral price effects. Unilateral 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. The Agencies consider any reasonably available and reliable information to evaluate the
extent of direct competition between the products sold by the merging firms. This includes
documentary and testimonial evidence, win/loss reports and evidence from discount approval
processes, customer switching patterns, and customer surveys. The types of evidence relied on often
overlap substantially with the types of evidence of customer substitution relevant to the hypothetical
monopolist test. See Section 4.1.1.

Substantial unilateral price elevation post-merger for a product formerly sold by one of the merging
firms normally requires that a significant fraction of the customers purchasing that product view
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products formerly sold by the other merging firm as their next-best choice. However, unless pre-
merger margins between price and incremental cost are low, that significant fraction need not
approach a majority. For this purpose, incremental cost is measured over the change in output that
would be caused by the price change considered. A merger may produce significant unilateral effects
for a given product even though many more sales are diverted to products sold by non-merging firms
than to products previously sold by the merger partner.

Example 19: In Example 5, the merged entity controlling Products A and B would raise prices ten percent, given
the product offerings and prices of other firms. In that example, one-third of the sales lost by Product A when its
price alone is raised are diverted to Product B. Further analysis is required to account for repositioning, entry,
and efficiencies.

In some cases, the Agencies may seek to quantify the extent of direct competition between a product
sold by one merging firm and a second product sold by the other merging firm by estimating the
diversion ratio from the first product to the second product. The diversion ratio is the fraction of unit
sales lost by the first product due to an increase in its price that would be diverted to the second
product. Diversion ratios between products sold by one merging firm and products sold by the other
merging firm can be very informative for assessing unilateral price effects, with higher diversion
ratios indicating a greater likelihood of such effects. Diversion ratios between products sold by
merging firms and those sold by non-merging firms have at most secondary predictive value.

Adverse unilateral price effects can arise when the merger gives the merged entity an incentive to
raise the price of a product previously sold by one merging firm and thereby divert sales to products
previously sold by the other merging firm, boosting the profits on the latter products. Taking as given
other prices and product offerings, that boost to profits is equal to the value to the merged firm of the
sales diverted to those products. The value of sales diverted to a product is equal to the number of
units diverted to that product multiplied by the margin between price and incremental cost on that
product. In some cases, where sufficient information is available, the Agencies assess the value of
diverted sales, which can serve as an indicator of the upward pricing pressure on the first product
resulting from the merger. Diagnosing unilateral price effects based on the value of diverted sales
need not rely on market definition or the calculation of market shares and concentration. The
Agencies rely much more on the value of diverted sales than on the level of the HHI for diagnosing
unilateral price effects in markets with differentiated products. If the value of diverted sales is
proportionately small, significant unilateral price effects are unlikely.™

Where sufficient data are available, the Agencies may construct economic models designed to
quantify the unilateral price effects resulting from the merger. These models often include
independent price responses by non-merging firms. They also can incorporate merger-specific
efficiencies. These merger simulation methods need not rely on market definition. The Agencies do
not treat merger simulation evidence as conclusive in itself, and they place more weight on whether
their merger simulations consistently predict substantial price increases than on the precise prediction
of any single simulation.

1 For this purpose, the value of diverted sales is measured in proportion to the lost revenues attributable to the

reduction in unit sales resulting from the price increase. Those lost revenues equal the reduction in the number of
units sold of that product multiplied by that product’s price.
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A merger is unlikely to generate substantial unilateral price increases if non-merging parties offer
very close substitutes for the products offered by the merging firms. In some cases, non-merging
firms may be able to reposition their products to offer close substitutes for the products offered by the
merging firms. Repositioning is a supply-side response that is evaluated much like entry, with
consideration given to timeliness, likelihood, and sufficiency. See Section 9. The Agencies consider
whether repositioning would be sufficient to deter or counteract what otherwise would be significant
anticompetitive unilateral effects from a differentiated products merger.

6.2 Bargaining and Auctions

In many industries, especially those involving intermediate goods and services, buyers and sellers
negotiate to determine prices and other terms of trade. In that process, buyers commonly negotiate
with more than one seller, and may play sellers off against one another. Some highly structured forms
of such competition are known as auctions. Negotiations often combine aspects of an auction with
aspects of one-on-one negotiation, although pure auctions are sometimes used in government
procurement and elsewnhere.

A merger between two competing sellers prevents buyers from playing those sellers off against each
other in negotiations. This alone can significantly enhance the ability and incentive of the merged
entity to obtain a result more favorable to it, and less favorable to the buyer, than the merging firms
would have offered separately absent the merger. The Agencies analyze unilateral effects of this type
using similar approaches to those described in Section 6.1.

Anticompetitive unilateral effects in these settings are likely in proportion to the frequency or
probability with which, prior to the merger, one of the merging sellers had been the runner-up when
the other won the business. These effects also are likely to be greater, the greater advantage the
runner-up merging firm has over other suppliers in meeting customers’ needs. These effects also tend
to be greater, the more profitable were the pre-merger winning bids. All of these factors are likely to
be small if there are many equally placed bidders.

The mechanisms of these anticompetitive unilateral effects, and the indicia of their likelihood, differ
somewhat according to the bargaining practices used, the auction format, and the sellers’ information
about one another’s costs and about buyers’ preferences. For example, when the merging sellers are
likely to know which buyers they are best and second best placed to serve, any anticompetitive
unilateral effects are apt to be targeted at those buyers; when sellers are less well informed, such
effects are more apt to be spread over a broader class of buyers.

6.3 Capacity and Output for Homogeneous Products

In markets involving relatively undifferentiated products, the Agencies may evaluate whether the
merged firm will find it profitable unilaterally to suppress output and elevate the market price. A firm
may leave capacity idle, refrain from building or obtaining capacity that would have been obtained
absent the merger, or eliminate pre-existing production capabilities. A firm may also divert the use of
capacity away from one relevant market and into another so as to raise the price in the former market.
The competitive analyses of these alternative modes of output suppression may differ.
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A unilateral output suppression strategy is more likely to be profitable when (1) the merged firm’s
market share is relatively high; (2) the share of the merged firm’s output already committed for sale
at prices unaffected by the output suppression is relatively low; (3) the margin on the suppressed
output is relatively low; (4) the supply responses of rivals are relatively small; and (5) the market
elasticity of demand is relatively low.

A merger may provide the merged firm a larger base of sales on which to benefit from the resulting
price rise, or it may eliminate a competitor that otherwise could have expanded its output in response
to the price rise.

Example 20: Firms A and B both produce an industrial commaodity and propose to merge. The demand for this
commodity is insensitive to price. Firm A is the market leader. Firm B produces substantial output, but its
operating margins are low because it operates high-cost plants. The other suppliers are operating very near
capacity. The merged firm has an incentive to reduce output at the high-cost plants, perhaps shutting down some
of that capacity, thus driving up the price it receives on the remainder of its output. The merger harms customers,
notwithstanding that the merged firm shifts some output from high-cost plants to low-cost plants.

In some cases, a merger between a firm with a substantial share of the sales in the market and a firm
with significant excess capacity to serve that market can make an output suppression strategy
profitable.'” This can occur even if the firm with the excess capacity has a relatively small share of
sales, if that firm’s ability to expand, and thus keep price from rising, has been making an output
suppression strategy unprofitable for the firm with the larger market share.

6.4 Innovation and Product Variety

Competition often spurs firms to innovate. The Agencies may consider whether a merger is likely to
diminish innovation competition by encouraging the merged firm to curtail its innovative efforts
below the level that would prevail in the absence of the merger. That curtailment of innovation could
take the form of reduced incentive to continue with an existing product-development effort or
reduced incentive to initiate development of new products.

The first of these effects is most likely to occur if at least one of the merging firms is engaging in
efforts to introduce new products that would capture substantial revenues from the other merging
firm. The second, longer-run effect is most likely to occur if at least one of the merging firms has
capabilities that are likely to lead it to develop new products in the future that would capture
substantial revenues from the other merging firm. The Agencies therefore also consider whether a
merger will diminish innovation competition by combining two of a very small number of firms with
the strongest capabilities to successfully innovate in a specific direction.

The Agencies evaluate the extent to which successful innovation by one merging firm is likely to take
sales from the other, and the extent to which post-merger incentives for future innovation will be
lower than those that would prevail in the absence of the merger. The Agencies also consider whether
the merger is likely to enable innovation that would not otherwise take place, by bringing together

12 such a merger also can cause adverse coordinated effects, especially if the acquired firm with excess capacity was

disrupting effective coordination.
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complementary capabilities that cannot be otherwise combined or for some other merger-specific
reason. See Section 10.

The Agencies also consider whether a merger is likely to give the merged firm an incentive to cease
offering one of the relevant products sold by the merging parties. Reductions in variety following a
merger may or may not be anticompetitive. Mergers can lead to the efficient consolidation of
products when variety offers little in value to customers. In other cases, a merger may increase
variety by encouraging the merged firm to reposition its products to be more differentiated from one
another.

If the merged firm would withdraw a product that a significant number of customers strongly prefer
to those products that would remain available, this can constitute a harm to customers over and above
any effects on the price or quality of any given product. If there is evidence of such an effect, the
Agencies may inquire whether the reduction in variety is largely due to a loss of competitive
incentives attributable to the merger. An anticompetitive incentive to eliminate a product as a result
of the merger is greater and more likely, the larger is the share of profits from that product coming at
the expense of profits from products sold by the merger partner. Where a merger substantially
reduces competition by bringing two close substitute products under common ownership, and one of
those products is eliminated, the merger will often also lead to a price increase on the remaining
product, but that is not a necessary condition for anticompetitive effect.

Example 21: Firm A sells a high-end product at a premium price. Firm B sells a mid-range product at a lower
price, serving customers who are more price sensitive. Several other firms have low-end products. Firms A and
B together have a large share of the relevant market. Firm A proposes to acquire Firm B and discontinue Firm
B’s product. Firm A expects to retain most of Firm B’s customers. Firm A may not find it profitable to raise the
price of its high-end product after the merger, because doing so would reduce its ability to retain Firm B’s more
price-sensitive customers. The Agencies may conclude that the withdrawal of Firm B’s product results from a
loss of competition and materially harms customers.

7. Coordinated Effects

A merger may diminish competition by enabling or encouraging post-merger coordinated interaction
among firms in the relevant market that harms customers. 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.

Coordinated interaction includes a range of conduct. Coordinated interaction can involve the explicit
negotiation of a common understanding of how firms will compete or refrain from competing. Such
conduct typically would itself violate the antitrust laws. Coordinated interaction also can involve a
similar common understanding that is not explicitly negotiated but would be enforced by the
detection and punishment of deviations that would undermine the coordinated interaction.
Coordinated interaction alternatively can involve parallel accommodating conduct not pursuant to a
prior understanding. Parallel accommodating conduct includes situations in which each rival’s
response to competitive moves made by others is individually rational, and not motivated by
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retaliation or deterrence nor intended to sustain an agreed-upon market outcome, but nevertheless
emboldens price increases and weakens competitive incentives to reduce prices or offer customers
better terms. Coordinated interaction includes conduct not otherwise condemned by the antitrust
laws.

The ability of rival firms to engage in coordinated conduct depends on the strength and predictability
of rivals’ responses to a price change or other competitive initiative. Under some circumstances, a
merger can result in market concentration sufficient to strengthen such responses or enable multiple
firms in the market to predict them more confidently, thereby affecting the competitive incentives of
multiple firms in the market, not just the merged firm.

7.1 Impact of Merger on Coordinated Interaction

The Agencies examine whether a merger is likely to change the manner in which market participants
interact, inducing substantially more coordinated interaction. The Agencies seek to identify how a
merger might significantly weaken competitive incentives through an increase in the strength, extent,
or likelihood of coordinated conduct. There are, however, numerous forms of coordination, and the
risk that a merger will induce adverse coordinated effects may not be susceptible to quantification or
detailed proof. Therefore, the Agencies evaluate the risk of coordinated effects using measures of
market concentration (see Section 5) in conjunction with an assessment of whether a market is
vulnerable to coordinated conduct. See Section 7.2. The analysis in Section 7.2 applies to moderately
and highly concentrated markets, as unconcentrated markets are unlikely to be vulnerable to
coordinated conduct.

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. The Agencies are likely to challenge
a merger if the following three conditions are all met: (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 (see Section 7.2); and (3) the Agencies have a credible basis on
which to conclude that the merger may enhance that vulnerability. An acquisition eliminating a
maverick firm (see Section 2.1.5) in a market vulnerable to coordinated conduct is likely to cause
adverse coordinated effects.

7.2 Evidence a Market is Vulnerable to Coordinated Conduct

The Agencies presume that market conditions are conducive to coordinated interaction if firms
representing a substantial share in the relevant market appear to have previously engaged in express
collusion affecting the relevant market, unless competitive conditions in the market have since
changed significantly. Previous express collusion in another geographic market will have the same
weight if the salient characteristics of that other market at the time of the collusion are comparable to
those in the relevant market. Failed previous attempts at collusion in the relevant market suggest that
successful collusion was difficult pre-merger but not so difficult as to deter attempts, and a merger
may tend to make success more likely. Previous collusion or attempted collusion in another product
market may also be given substantial weight if the salient characteristics of that other market at the
time of the collusion are closely comparable to those in the relevant market.
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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.
This is more likely to be the case if the terms offered to customers are relatively transparent. Price
transparency can be greater for relatively homogeneous products. Even if terms of dealing are not
transparent, transparency regarding the identities of the firms serving particular customers can give
rise to coordination, e.g., through customer or territorial allocation. Regular monitoring by suppliers
of one another’s prices or customers can indicate that the terms offered to customers are relatively
transparent.

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.

A firm is more likely to be deterred from making competitive initiatives by whatever responses occur
if sales are small and frequent rather than via occasional large and long-term contracts or if relatively
few customers will switch to it before rivals are able to respond. A firm is less likely to be deterred by
whatever responses occur if the firm has little stake in the status quo. For example, a firm with a
small market share that can quickly and dramatically expand, constrained neither by limits on
production nor by customer reluctance to switch providers or to entrust business to a historically
small provider, is unlikely to be deterred. Firms are also less likely to be deterred by whatever
responses occur if competition in the relevant market is marked by leapfrogging technological
innovation, so that responses by competitors leave the gains from successful innovation largely intact.

A market is more apt to be vulnerable to coordinated conduct if the firm initiating a price increase
will lose relatively few customers after rivals respond to the increase. Similarly, a market is more apt
to be vulnerable to coordinated conduct if a firm that first offers a lower price or improved product to
customers will retain relatively few customers thus attracted away from its rivals after those rivals
respond.

The Agencies regard coordinated interaction as more likely, the more the participants stand to gain
from successful coordination. Coordination generally is more profitable, the lower is the market
elasticity of demand.

Coordinated conduct can harm customers even if not all firms in the relevant market engage in the
coordination, but significant harm normally is likely only if a substantial part of the market is subject
to such conduct. The prospect of harm depends on the collective market power, in the relevant
market, of firms whose incentives to compete are substantially weakened by coordinated conduct.
This collective market power is greater, the lower is the market elasticity of demand. This collective
market power is diminished by the presence of other market participants with small market shares
and little stake in the outcome resulting from the coordinated conduct, if these firms can rapidly
expand their sales in the relevant market.
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Buyer characteristics and the nature of the procurement process can affect coordination. For example,
sellers may have the incentive to bid aggressively for a large contract even if they expect strong
responses by rivals. This is especially the case for sellers with small market shares, if they can
realistically win such large contracts. In some cases, a large buyer may be able to strategically
undermine coordinated conduct, at least as it pertains to that buyer’s needs, by choosing to put up for
bid a few large contracts rather than many smaller ones, and by making its procurement decisions
opaque to suppliers.

8.  Powerful Buyers

Powerful buyers are often able to negotiate favorable terms with their suppliers. Such terms may
reflect the lower costs of serving these buyers, but they also can reflect price discrimination in their
favor.

The Agencies consider the possibility that powerful buyers may constrain the ability of the merging
parties to raise prices. This can occur, for example, if powerful buyers have the ability and incentive
to vertically integrate upstream or sponsor entry, or if the conduct or presence of large buyers
undermines coordinated effects. However, the Agencies do not presume that the presence of powerful
buyers alone forestalls adverse competitive effects flowing from the merger. Even buyers that can
negotiate favorable terms may be harmed by an increase in market power. The Agencies examine the
choices available to powerful buyers and how those choices likely would change due to the merger.
Normally, a merger that eliminates a supplier whose presence contributed significantly to a buyer’s
negotiating leverage will harm that buyer.

Example 22: Customer C has been able to negotiate lower pre-merger prices than other customers by threatening
to shift its large volume of purchases from one merging firm to the other. No other suppliers are as well placed to
meet Customer C’s needs for volume and reliability. The merger is likely to harm Customer C. In this situation,
the Agencies could identify a price discrimination market consisting of Customer C and similarly placed
customers. The merger threatens to end previous price discrimination in their favor.

Furthermore, even if some powerful buyers could protect themselves, the Agencies also consider
whether market power can be exercised against other buyers.

Example 23: In Example 22, if Customer C instead obtained the lower pre-merger prices based on a credible
threat to supply its own needs, or to sponsor new entry, Customer C might not be harmed. However, even in this
case, other customers may still be harmed.

9. Entry

The analysis of competitive effects in Sections 6 and 7 focuses on current participants in the relevant
market. That analysis may also include some forms of entry. Firms that would rapidly and easily
enter the market in response to a SSNIP are market participants and may be assigned market shares.
See Sections 5.1 and 5.2. Firms that have, prior to the merger, committed to entering the market also
will normally be treated as market participants. See Section 5.1. This section concerns entry or
adjustments to pre-existing entry plans that are induced by the merger.
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As part of their full assessment of competitive effects, the Agencies consider entry into the relevant
market. The prospect of entry into the relevant market will alleviate concerns about adverse
competitive effects only if such entry will deter or counteract any competitive effects of concern so
the merger will not substantially harm customers.

The Agencies consider the actual history of entry into the relevant market and give substantial weight
to this evidence. Lack of successful and effective entry in the face of non-transitory increases in the
margins earned on products in the relevant market tends to suggest that successful entry is slow or
difficult. Market values of incumbent firms greatly exceeding the replacement costs of their tangible
assets may indicate that these firms have valuable intangible assets, which may be difficult or time
consuming for an entrant to replicate.

A merger is not likely to enhance market power if entry into the market is so easy that the merged
firm and its remaining rivals in the market, either unilaterally or collectively, could not profitably
raise price or otherwise reduce competition compared to the level that would prevail in the absence of
the merger. Entry is that easy if entry would be timely, likely, and sufficient in its magnitude,
character, and scope to deter or counteract the competitive effects of concern.

The Agencies examine the timeliness, likelihood, and sufficiency of the entry efforts an entrant might
practically employ. An entry effort is defined by the actions the firm must undertake to produce and
sell in the market. Various elements of the entry effort will be considered. These elements can
include: planning, design, and management; permitting, licensing, or other approvals; construction,
debugging, and operation of production facilities; and promotion (including necessary introductory
discounts), marketing, distribution, and satisfaction of customer testing and qualification
requirements. Recent examples of entry, whether successful or unsuccessful, generally provide the
starting point for identifying the elements of practical entry efforts. They also can be informative
regarding the scale necessary for an entrant to be successful, the presence or absence of entry
barriers, the factors that influence the timing of entry, the costs and risk associated with entry, and the
sales opportunities realistically available to entrants.

If the assets necessary for an effective and profitable entry effort are widely available, the Agencies
will not necessarily attempt to identify which firms might enter. Where an identifiable set of firms
appears to have necessary assets that others lack, or to have particularly strong incentives to enter, the
Agencies focus their entry analysis on those firms. Firms operating in adjacent or complementary
markets, or large customers themselves, may be best placed to enter. However, the Agencies will not
presume that a powerful firm in an adjacent market or a large customer will enter the relevant market
unless there is reliable evidence supporting that conclusion.

In assessing whether entry will be timely, likely, and sufficient, the Agencies recognize that precise
and detailed information may be difficult or impossible to obtain. The Agencies consider reasonably

available and reliable evidence bearing on whether entry will satisfy the conditions of timeliness,
likelihood, and sufficiency.
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9.1 Timeliness

In order to deter the competitive effects of concern, entry must be rapid enough to make unprofitable
overall the actions causing those effects and thus leading to entry, even though those actions would
be profitable until entry takes effect.

Even if the prospect of entry does not deter the competitive effects of concern, post-merger entry may
counteract them. This requires that the impact of entrants in the relevant market be rapid enough that
customers are not significantly harmed by the merger, despite any anticompetitive harm that occurs
prior to the entry.

The Agencies will not presume that an entrant can have a significant impact on prices before that
entrant is ready to provide the relevant product to customers unless there is reliable evidence that
anticipated future entry would have such an effect on prices.

9.2 Likelihood

Entry is likely if it would be profitable, accounting for the assets, capabilities, and capital needed and
the risks involved, including the need for the entrant to incur costs that would not be recovered if the
entrant later exits. Profitability depends upon (a) the output level the entrant is likely to obtain,
accounting for the obstacles facing new entrants; (b) the price the entrant would likely obtain in the
post-merger market, accounting for the impact of that entry itself on prices; and (c) the cost per unit
the entrant would likely incur, which may depend upon the scale at which the entrant would operate.

9.3 Sufficiency

Even where timely and likely, entry may not be sufficient to deter or counteract the competitive
effects of concern. For example, in a differentiated product industry, entry may be insufficient
because the products offered by entrants are not close enough substitutes to the products offered by
the merged firm to render a price increase by the merged firm unprofitable. Entry may also be
insufficient due to constraints that limit entrants’ competitive effectiveness, such as limitations on the
capabilities of the firms best placed to enter or reputational barriers to rapid expansion by new
entrants. Entry by a single firm that will replicate at least the scale and strength of one of the merging
firms is sufficient. Entry by one or more firms operating at a smaller scale may be sufficient if such
firms are not at a significant competitive disadvantage.

10. Efficiencies

Competition usually spurs firms to achieve efficiencies internally. Nevertheless, a primary benefit of
mergers to the economy is their potential to generate significant efficiencies and thus enhance the
merged firm’s ability and incentive to compete, which may result in lower prices, improved quality,
enhanced service, or new products. For example, merger-generated efficiencies may enhance
competition by permitting two ineffective competitors to form a more effective competitor, e.g., by
combining complementary assets. In a unilateral effects context, incremental cost reductions may
reduce or reverse any increases in the merged firm’s incentive to elevate price. Efficiencies also may
lead to new or improved products, even if they do not immediately and directly affect price. In a

29

PX9192-032



Case: 4:20-cv-00317-SEP Doc. #: 416 Filed: 08/05/20 Page: 46 of 83 PagelD #: 65585

coordinated effects context, incremental cost reductions may make coordination less likely or
effective by enhancing the incentive of a maverick to lower price or by creating a new maverick firm.
Even when efficiencies generated through a merger enhance a firm’s ability to compete, however, a
merger may have other effects that may lessen competition and make the merger anticompetitive.

The Agencies credit only those efficiencies likely to be accomplished with the proposed merger and
unlikely to be accomplished in the absence of either the proposed merger or another means having
comparable anticompetitive effects. These are termed merger-specific efficiencies.’® Only
alternatives that are practical in the business situation faced by the merging firms are considered in
making this determination. The Agencies do not insist upon a less restrictive alternative that is merely
theoretical.

Efficiencies are difficult to verify and quantify, in part because much of the information relating to
efficiencies is uniquely in the possession of the merging firms. Moreover, efficiencies projected
reasonably and in good faith by the merging firms may not be realized. Therefore, it is incumbent
upon the merging firms to substantiate efficiency claims so that the Agencies can 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.

Efficiency claims will not be considered if they are vague, speculative, or otherwise cannot be
verified by reasonable means. Projections of efficiencies may be viewed with skepticism, particularly
when generated outside of the usual business planning process. By contrast, efficiency claims
substantiated by analogous past experience are those most likely to be credited.

Cognizable efficiencies are merger-specific efficiencies that have been verified and do not arise from
anticompetitive reductions in output or service. Cognizable efficiencies are assessed net of costs
produced by the merger or incurred in achieving those efficiencies.

The Agencies will not challenge a merger if cognizable efficiencies are of a character and magnitude
such that the merger is not likely to be anticompetitive in any relevant market.* To make the requisite
determination, the Agencies consider whether cognizable efficiencies likely would be sufficient to
reverse the merger’s potential to harm customers in the relevant market, e.g., by preventing price

3 The Agencies will not deem efficiencies to be merger-specific if they could be attained by practical alternatives that

mitigate competitive concerns, such as divestiture or licensing. If a merger affects not whether but only when an
efficiency would be achieved, only the timing advantage is a merger-specific efficiency.

" The Agencies normally assess competition in each relevant market affected by a merger independently and normally

will challenge the merger if it is likely to be anticompetitive in any relevant market. In some cases, however, the
Agencies in their prosecutorial discretion will consider efficiencies not strictly in the relevant market, but so
inextricably linked with it that a partial divestiture or other remedy could not feasibly eliminate the anticompetitive
effect in the relevant market without sacrificing the efficiencies in the other market(s). Inextricably linked
efficiencies are most likely to make a difference when they are great and the likely anticompetitive effect in the
relevant market(s) is small so the merger is likely to benefit customers overall.
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increases in that market.'® In conducting this analysis, the Agencies will not simply compare the
magnitude of the cognizable efficiencies with the magnitude of the likely harm to competition absent
the efficiencies. The greater the potential adverse competitive effect of a merger, the greater must be
the cognizable efficiencies, and the more they must be passed through to customers, for the Agencies
to conclude that the merger will not have an anticompetitive effect in the relevant market. When the
potential adverse competitive effect of a merger is likely to be particularly substantial, extraordinarily
great cognizable efficiencies would be necessary to prevent the merger from being anticompetitive.
In adhering to this approach, the Agencies are mindful that the antitrust laws give competition, not
internal operational efficiency, primacy in protecting customers.

In the Agencies’ experience, efficiencies are most likely to make a difference in merger analysis
when the likely adverse competitive effects, absent the efficiencies, are not great. Efficiencies almost
never justify a merger to monopoly or near-monopoly. Just as adverse competitive effects can arise
along multiple dimensions of conduct, such as pricing and new product development, so too can
efficiencies operate along multiple dimensions. Similarly, purported efficiency claims based on lower
prices can be undermined if they rest on reductions in product quality or variety that customers value.

The Agencies have found that certain types of efficiencies are more likely to be cognizable and
substantial than others. For example, efficiencies resulting from shifting production among facilities
formerly owned separately, which enable the merging firms to reduce the incremental cost of
production, are more likely to be susceptible to verification and are less likely to result from
anticompetitive reductions in output. Other efficiencies, such as those relating to research and
development, are potentially substantial but are generally less susceptible to verification and may be
the result of anticompetitive output reductions. Yet others, such as those relating to procurement,
management, or capital cost, are less likely to be merger-specific or substantial, or may not be
cognizable for other reasons.

When evaluating the effects of a merger on innovation, the Agencies consider the ability of the
merged firm to conduct research or development more effectively. Such efficiencies may spur
innovation but not affect short-term pricing. The Agencies also consider the ability of the merged
firm to appropriate a greater fraction of the benefits resulting from its innovations. Licensing and
intellectual property conditions may be important to this enquiry, as they affect the ability of a firm to
appropriate the benefits of its innovation. Research and development cost savings may be substantial
and yet not be cognizable efficiencies because they are difficult to verify or result from
anticompetitive reductions in innovative activities.

> The Agencies normally give the most weight to the results of this analysis over the short term. The Agencies also

may consider the effects of cognizable efficiencies with no short-term, direct effect on prices in the relevant market.
Delayed benefits from efficiencies (due to delay in the achievement of, or the realization of customer benefits from,
the efficiencies) will be given less weight because they are less proximate and more difficult to predict. Efficiencies
relating to costs that are fixed in the short term are unlikely to benefit customers in the short term, but can benefit
customers in the longer run, e.g., if they make new product introduction less expensive.
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11. Failure and Exiting Assets

Notwithstanding the analysis above, a merger is not likely to enhance market power if imminent
failure, as defined below, of one of the merging firms would cause the assets of that firm to exit the
relevant market. This is an extreme instance of the more general circumstance in which the
competitive significance of one of the merging firms is declining: the projected market share and
significance of the exiting firm is zero. If the relevant assets would otherwise exit the market,
customers are not worse off after the merger than they would have been had the merger been
enjoined.

The Agencies do not normally credit claims that the assets of the failing firm would exit the relevant
market unless all of the following circumstances are met: (1) the allegedly failing firm would be
unable to meet its financial obligations in the near future; (2) it would not be able to reorganize
successfully under Chapter 11 of the Bankruptcy Act; and (3) it has made unsuccessful good-faith
efforts to elicit reasonable alternative offers that would keep its tangible and intangible assets in the
relevant market and pose a less severe danger to competition than does the proposed merger.*®

Similarly, a merger is unlikely to cause competitive harm if the risks to competition arise from the
acquisition of a failing division. The Agencies do not normally credit claims that the assets of a
division would exit the relevant market in the near future unless both of the following conditions are
met: (1) applying cost allocation rules that reflect true economic costs, the division has a persistently
negative cash flow on an operating basis, and such negative cash flow is not economically justified
for the firm by benefits such as added sales in complementary markets or enhanced customer
goodwill;'” and (2) the owner of the failing division has made unsuccessful good-faith efforts to elicit
reasonable alternative offers that would keep its tangible and intangible assets in the relevant market
and pose a less severe danger to competition than does the proposed acquisition.

12. Mergers of Competing Buyers

Mergers of competing buyers can enhance market power on the buying side of the market, just as
mergers of competing sellers can enhance market power on the selling side of the market. Buyer
market power is sometimes called “monopsony power.”

To evaluate whether a merger is likely to enhance market power on the buying side of the market, the
Agencies employ essentially the framework described above for evaluating whether a merger is likely
to enhance market power on the selling side of the market. In defining relevant markets, the Agencies

16 Any offer to purchase the assets of the failing firm for a price above the liquidation value of those assets will be

regarded as a reasonable alternative offer. Liquidation value is the highest value the assets could command for use
outside the relevant market.

17 Because the parent firm can allocate costs, revenues, and intra-company transactions among itself and its subsidiaries

and divisions, the Agencies require evidence on these two points that is not solely based on management plans that
could have been prepared for the purpose of demonstrating negative cash flow or the prospect of exit from the
relevant market.
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focus on the alternatives available to sellers in the face of a decrease in the price paid by a
hypothetical monopsonist.

Market power on the buying side of the market is not a significant concern if suppliers have
numerous attractive outlets for their goods or services. However, when that is not the case, the
Agencies may conclude that the merger of competing buyers is likely to lessen competition in a
manner harmful to sellers.

The Agencies distinguish between effects on sellers arising from a lessening of competition and
effects arising in other ways. A merger that does not enhance market power on the buying side of the
market can nevertheless lead to a reduction in prices paid by the merged firm, for example, by
reducing transactions costs or allowing the merged firm to take advantage of volume-based discounts.
Reduction in prices paid by the merging firms not arising from the enhancement of market power can
be significant in the evaluation of efficiencies from a merger, as discussed in Section 10.

The Agencies do not view a short-run reduction in the quantity purchased as the only, or best,
indicator of whether a merger enhances buyer market power. Nor do the Agencies evaluate the
competitive effects of mergers between competing buyers strictly, or even primarily, on the basis of
effects in the downstream markets in which the merging firms sell.

Example 24: Merging Firms A and B are the only two buyers in the relevant geographic market for an
agricultural product. Their merger will enhance buyer power and depress the price paid to farmers for this
product, causing a transfer of wealth from farmers to the merged firm and inefficiently reducing supply. These
effects can arise even if the merger will not lead to any increase in the price charged by the merged firm for its
output.

13. Partial Acquisitions

In most horizontal mergers, two competitors come under common ownership and control, completely
and permanently eliminating competition between them. This elimination of competition is a basic
element of merger analysis. However, the statutory provisions referenced in Section 1 also apply to
one firm’s partial acquisition of a competitor. The Agencies therefore also review acquisitions of
minority positions involving competing firms, even if such minority positions do not necessarily or
completely eliminate competition between the parties to the transaction.

When the Agencies determine that a partial acquisition results in effective control of the target firm,
or involves substantially all of the relevant assets of the target firm, they analyze the transaction much
as they do a merger. Partial acquisitions that do not result in effective control may nevertheless
present significant competitive concerns and may require a somewhat distinct analysis from that
applied to full mergers or to acquisitions involving effective control. The details of the post-
acquisition relationship between the parties, and how those details are likely to affect competition,
can be important. While the Agencies will consider any way in which a partial acquisition may affect
competition, they generally focus on three principal effects.

First, a partial acquisition can lessen competition by giving the acquiring firm the ability to influence
the competitive conduct of the target firm. A voting interest in the target firm or specific governance
rights, such as the right to appoint members to the board of directors, can permit such influence. Such
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influence can lessen competition because the acquiring firm can use its influence to induce the target
firm to compete less aggressively or to coordinate its conduct with that of the acquiring firm.

Second, a partial acquisition can lessen competition by reducing the incentive of the acquiring firm to
compete. Acquiring a minority position in a rival might significantly blunt the incentive of the
acquiring firm to compete aggressively because it shares in the losses thereby inflicted on that rival.
This reduction in the incentive of the acquiring firm to compete arises even if cannot influence the
conduct of the target firm. As compared with the unilateral competitive effect of a full merger, this
effect is likely attenuated by the fact that the ownership is only partial.

Third, a partial acquisition can lessen competition by giving the acquiring firm access to non-public,
competitively sensitive information from the target firm. Even absent any ability to influence the
conduct of the target firm, access to competitively sensitive information can lead to adverse unilateral
or coordinated effects. For example, it can enhance the ability of the two firms to coordinate their
behavior, and make other accommodating responses faster and more targeted. The risk of coordinated
effects is greater if the transaction also facilitates the flow of competitively sensitive information
from the acquiring firm to the target firm.

Partial acquisitions, like mergers, vary greatly in their potential for anticompetitive effects.
Accordingly, the specific facts of each case must be examined to assess the likelihood of harm to
competition. While partial acquisitions usually do not enable many of the types of efficiencies
associated with mergers, the Agencies consider whether a partial acquisition is likely to create
cognizable efficiencies.
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Operator

Good day. And welcome to the Arch Resources Incorporated Second Quarter 2020
Earnings Conference Call. Today’s conference is being recorded.

| would now like to turn the call over to Deck Slone, Senior Vice President of Strategy.
Please go ahead.

Deck Slone

Good morning from St. Louis and thanks for joining us today. As an April the team is
conducting this call from Arch’s boardroom, but we want to assure you that we are widely
spaced here and following CDC guidelines.

Before we begin, let me remind you that certain statements made during this call,
including statements relating to our expected future business and financial performance,
may be considered forward-looking statements according to the Private Securities
Litigation Reform Act.

Forward-looking statements by their nature address matters that are to different degrees,
uncertain. These uncertainties, which are described in more detail in the annual and
quarterly reports that we file with the SEC, may cause our actual future results to be
materially different than those expressed in our forward-looking statements. We do not
undertake to update our forward-looking statements whether as a result of new
information, future events or otherwise, except as may be required by law.

I'd also like to remind you that you can find a reconciliation of the non-GAAP financial
measures that we plan to discuss this morning at the end of our press release, a copy of
which we have posted in the Investors section of our website at archrsc.com.

With me on today’s call, we have Paul Lang, our CEO and President; John Drexler, our

COO; and Matt Giljum, our CFO. We will begin with some prepared remarks and following

those remarks, we’ll be happy to take your questions.
With that, I'll turn the call over to Paul.

Paul Lang

Thanks, Deck, and good morning, everyone. | hope you and your families are staying safe

and | appreciate you taking time to join us on the call this morning. Let me begin by
extending my gratitude to the entire Arch team for their tremendous contributions during
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this unique time, a time when many of us are finding it challenging to balance the
dynamic, personal and professional obligations.

On the professional front, the Arch workforce has adjusted quickly to the new reality in an
impressive fashion. Throughout the organization, employees have embraced rigorous new
protocols that they and we believe can help safeguard the health of our communities, our
colleagues and ourselves.

More notable still, our people are adopting these new routines, while advancing key
strategic objectives and executing their daily tasks in the same exemplary fashion as
always. On behalf of the entire senior management team, | want to thank the arch
employees for their efforts on this front, as well as for their resilience, their professionalism
and their dedication.

I’'m pleased to report that these qualities are on display over the last three months. During
the second quarter, our coking coal franchise continued its strong operational momentum,
delivering another first quartile cost performance, despite lower than anticipated volume
levels, stemming from customer deferrals. We racked up another quarter of excellent
progress at Leer South, where we’re laying the foundation for future value creation and
growth.

We significantly enhanced our financial position through a $53 billion tax exempt bond
offering that we completed on July 2nd, thus enhancing our liquidity and helping with our
continuing progress at Leer South.

We moved quickly and aggressively to address the highly challenging market environment
for thermal coal by adjusting our cost structure to match lower expected volume levels.
Included in this, we conducted voluntary separation and furlough programs at each of our
thermal operations that were in addition to the program we offered in the corporate office
in the first quarter. We took steps to further preserve liquidity by trimming another $10
million from our capital budget, bringing the total reduction to $30 billion as compared to
where we started the year with.

And finally, we completed the name change of the company to Arch Resources. This is yet
another example on how we have deliberately and systematically built out our
metallurgical franchise over the last 10 years and have crystallized our path forward.
Along with this, we launched a new website that provides a robust accounting of our
significant achievements and ongoing efforts in the areas of safety, environmental, social

and governance.
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In short, we stayed focused and advanced many of our strategic objectives, despite the

highly challenging macro environments. With this, we believe we positioned the company

for an improved performance in the second half of the year. We're expecting higher

volumes and continued strong costs performance from our core coking coal franchise and

a cost structure at the thermal mines that is better aligned with volume expectations.

Turning now to the coking coal markets, we’ve been encouraged to see some early steps
towards recovery in recent weeks. Although, we're almost certainly several quarters
removed from anything resembling normalcy.

At the macro level, we’re pleased to note that manufacturing activity appears to be on the
upswing around the globe, with the U.S., China and Brazil, all reporting June
manufacturing PMI indicating some level of expansion.

As for the steel complex, while steel prices remain severely depressed, steel producers
are moving forward with the restart of some of their idle capacity. In North America alone,
there have been three blast furnace restarts announced in recent weeks.

Moreover, the average capacity factor at North American mills has inched up steadily
since early June and now stands at 59%, 8 percentage points above the recent bottom.
The resumption of manufacturing activity by the automotive sector is a critical
developments as well, particularly for blast furnaces, which provide a majority of the high
quality steel required by the automotive sector.

China, which is the source of more than 50% of global steel supply is arguably furthest
along in the recovery process. In fact, the world steel association is projecting that China
will experience a modest year-over-year increase in steel output in 2020, which is
encouraging.

While the coking coal markets remain very much in a trough, there are some positive
signs. Chinese seaborne imports are up strongly year-to-date. North American buyers
have just issued RFPs on their usual timeline and sales inquiries are on the rise.

On a less positive note, coking coal prices remain at levels we view is unsustainable, even
after a modest bounce in recent days. Premium High-Vol A coal our primary product is
currently being assessed at $109 per metric ton, which is a $65 metric ton lower than the
average in 2019.

On the supply side, production is coming offline fairly quickly. Although, we believe more
cuts will be required to balance the market. Many of these cuts will likely come from the
higher cost producers in North America, which represents the high end of the global cost
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curve.

We believe that more than half of the U.S. output is cash negative at the current coking
coal prices and at least one analyst has suggested that half of all global coking coal
production may fit that same description.

In addition, we're seeing supply cuts in every other producing country, including the
largest supply source, Australia, where weak prices, high profile operational outages and
limited capital spending in recent years is constraining outputs.

Moving to the legacy thermal business, the market environment remains intensely
challenging. Arch expects U.S. thermal demand declined by 130 million tons in 2020,
following the nearly 100 million ton decline in 2019. Making the situation still more
challenging, stockpiles at U.S. power plants are at an all time high based on days of

supply.

Along with this, anemic international pricing is preventing most of U.S. thermal producers
from participating in the seaborne market in a meaningful way. As | noted, Arch has taken
aggressive actions across the organization to drive down costs and compete in this new
market reality.

Looking ahead, we believe we have the right mix of attributes to weather attractive period
of market weakness, including low cost coking coal assets, a skilled workforce, high
quality products, a solid book of metallurgical business and a proven track record of
operational execution. Moreover, we believe these same attributes will put us in a strong
position to capitalize as the global economy recovers and as the world returns to an
expansion mode.

Last Friday, testimony concluded in the preliminary injunction hearing with the Federal
Trade Commission in St. Louis related to the FTC’s attempt to block our proposed joint
venture with Peabody Energy.

| want to thank the customers, the employees and the team of people that have supported
us through the process. Closing arguments are scheduled to take place on August 10th
and we hope to have a decision from the court by the end of the quarter.

| remain confident in the ability of the joint venture to deliver significant cost savings and to
position the JV to better compete with natural gas and subsidized renewables. This would
benefit all of the stakeholders, including our customers and employees. Given the ongoing
litigation, we’ll be unable to answer any questions regarding the matter.
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Moving forward, we have plan to maintain our sharp focus on driving operational
excellence across our portfolio, protecting our solid financial footing and forging ahead
with the Leer South development, which we believe will greatly enhance our already
strong cash generating capabilities down the road.

With that, I'll turn the call over to John Drexler for further thoughts on our operational
performance and outlook. John?

John Drexler

Thanks, Paul, and good morning, everyone. Let me begin by echoing Paul’'s comments
about the Arch team’s exceptional performance during the current global health crisis.
Arch employees have embraced the challenge of the pandemic head on and are doing an
outstanding job of taking extensive health related precautions while still executing their
usual duties at the highest level.

We appreciate their ongoing efforts to ensure a healthy workplace for their colleagues and
themselves, and we applaud their continued sharp focus on every other critical area of

performance, including mine safety, environmental stewardship and operational execution.

Moving forward, we plan to continue to respond quickly and aggressively to new
developments on the virus front and to implement enhancements to our already rigorous
distancing and hygiene related protocols at every turn.

While we have worked hard to minimize the impact of our COVID-19 protocols on our
results, we have incurred additional operating costs related to the virus. We estimate that
the new protocols have reduced productivity and increased spending on health and safety
related products by a total of $5 million in our metallurgical segment and by $1 million in
our thermal operations. We expect these costs to moderate moving forward, as we
become more efficient at managing these change protocols.

Turning now to the operations. | am pleased to report that we are maintaining our strong
operational momentum at our core coking coal franchise. Of particular note, we achieved
per ton cost of $61.95 during the quarter, despite lower than expected sales volumes
resulting from more than 300,000 tons of customer deferrals during the quarter. If not for
the impact of direct COVID-19 costs impacting our quarter, our per ton costs would have
been approx -- would have approximated $58.50 per ton.

Our flagship Leer mine again set the pace with costs in the low 40s per ton, further
underscoring why we are so focused on getting its companion operation Leer South up
and running as soon as possible.
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On the Leer South front, we continue to make excellent progress and remain on time and

on budget. During the second quarter, we expended $46 million in capital at Leer South,

bringing the total investment on the project to-date to $211 million.

Looked at another way, we have now expended 56% of the total projected capital needed
to complete the project at the midpoint of the guidance. That’s an exciting milestone to
reach, one that keeps us well on course to commence longwall production in the third
quarter of 2021.

Let me add here that we view our ability to drive forward with this transformational project
even in the current market environment and as a key differentiator for Arch. We also
believe that pushing forward now, when the market is in the trough, could well mean that
we are ramping up our initial longwall output into a strengthening market environment,
thus positioning us to capitalize to an even greater degree on the market turn when it
comes.

Before turning to thermal markets, let me comment briefly on our Beckley Low-Vol and
Mountain Laurel High-Vol B operations. Beckley remains cash positive in this market
environment and is providing a small but meaningful contribution to cash generation.
Mountain Laurel continues to move in the right direction and we will progress into reserves
we own in fee [ph] during the fourth quarter, which should lead to further improvements in
its cost structure.

We view both of these mines as important components of our portfolio, components that
are cost competitive and normalize markets, and that round out our coking coal products
light. At the same time, we have flexibility to adjust volumes at these operations as
necessary and appropriate in ways that aligns with changing market conditions.

Let’s turn now to our expectations for the metallurgical segment in the years back half.
Well, forecasting is quite obviously a tricky business in this environment, we nevertheless
anticipate a solid shipping schedule for Q3 and Q4.

As indicated, our customers requested deferrals on more than 500,000 tons of expected
2020 shipments. However, I'm pleased to say that we were successful in layering in
approximately 500,000 tons of incremental 2020 commitments during the quarter, which |
consider to be a significant accomplishment. As well as a testament to our sought-after
product qualities, carefully cultivated customer relationships and excellent reputation for
logistical support and customer service.
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We also continue to be encouraged by increasing inbound inquiries regarding volumes in

the back half of the year, as well as ongoing requests to accelerate volumes from the

fourth quarter to the third quarter.

As we currently see the book, we are expecting increased metallurgical shipments in the
back half of the year. From our committed position alone, a position we continue to gain
more confidence in, we would ship 3.1 million tons of met coal in the back half of the year
versus the 2.8 million tons that were shipped in the first half. We would be hopeful to see
improvement on that level from the inquiries we continue to feel.

While we remain extremely cautious and at the ready to respond to all market
developments, we believe we are seeing some signs of improvement in the metallurgical

markets and are positioned to capitalize on such strengthening moving forward.

| would also note that the North American RFP processes is shifting into full gear at
present. As always, we are engaging in that process in a careful and strategic manner as
we seek to determine how best to direct our 2021 volumes in order to optimize value for
our shareholders.

Turning now to our legacy thermal segments. The second quarter was tough clearly as
volumes declined significantly in the face of historically weak natural gas prices and
substantially reduced power demand. The upshot was negative cash margins in both the
Powder River Basin and other thermal segments.

As discussed, however, we mobilize quickly to adjust to the new reality, overhauling our
cost structure to align with the lower volume levels. As Paul indicated, we conducted
voluntary separation plans at all of our thermal operations that eliminated approximately
200 positions.

All told, Arch has now reduced its combined corporate and thermal workforce by
approximately 516 positions or roughly 25% over the course of the past 12 months and we
are prepared to continue to make whatever adjustments are needed going forward to
compete. The significantly reduced headcount has allowed us to reorient our thermal
operations, including idling certain equipment fleets to better align our production with
sales.

As a result of our recent moves, we expect an improved performance in the year second
half across a range of volume scenarios. And while those volume levels are hard to
predict, | will say that we are currently -- | will say that we currently have second half
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commitments of 33 million tons in our PRB segment, that even with the risk of modest

pushback, should translate into actual shipments significantly in excess of the 25 million

tons we shipped in the first half of the year.

Before closing, let me reiterate that our extensive efforts to manage health risks stemming
from the virus have not dimmed our focus on mine safety and environmental stewardship
in any way. In particular, | want to highlight the exceptional environmental performance
across our entire portfolio during the year’s first half.

At the midway point, in the year, our subsidiary operations had not recorded a single
smack or violation and they had in aggregate precisely one water quality exceedance over
more than approximately 100,000 parameters tested.

We are immensely proud of our leadership in these critical areas of performance and are
committed to driving further progress through a highly disciplined approach to continuous
improvement.

With that, | will now turn the call over to Matt Giljum for some additional comments on our
financial performance. Matt?

Matt Giljum

Thanks, John. Good morning, everyone. I'll begin my remarks with a brief discussion of
the second quarter results, which as John discussed, were significantly impacted by the
reduced shipment volumes across the business. The shortfall in volumes was the primary
driver of lower margins in our metallurgical segment and cash losses in the thermal
segments.

Additionally, although not impacting EBITDA, the quarter included charges of more than
$7 million related to the voluntary separation plans with the thermal operations and $8
million of costs related to the proposed joint venture.

From a cash flow perspective, we were able to offset the operating losses, realizing over
$66 million of benefits from tax refunds, insurance recoveries, deferred payroll taxes and
receipts from the previously disclosed federal land settlement. As a result, we were able to
continue with the Leer South development, while maintaining cash and liquidity largely in
line with the levels at March 31st.

At quarter end, we had cash of $217 million and liquidity of $303 million. Shortly after
quarter end, we put in place another source of funding for Leer South, with a $53 million
tax exempt bond offering.

https://seekingalpha.com/article/4361482-arch-resources-inc-s-arch-ceo-paul-lang-on-q2-2020-results-earnings-call-transcript?part=single 9/26

DX6198-0009



8/3/2020 Case: 4:20-cv-Aa3Hedotdes?Incls (RGH) C&b Gaulft Hayhn @3 020 Result amyaingeXal 18:dsEripig o¢EXing: Aipb&H 0 1
Working with the West Virginia Economic Development Authority, we were able to qualify

certain of the mine development expenditures to be financed in this manner and executed

on a very successful offering.

We receive proceeds of approximately $30 million at closing and we’ll receive the
remaining funds over time as the qualifying expenditures are made, with approximately
$15 million expected over the remainder of 2020. We want to thank the EDA and
Governor Justice for facilitating the transaction and supporting the Leer South project.

Combined with our first quarter equipment financing, we have now raised over $100
million of capital to-date in 2020, at an average rate below 6%. We believe that our ability
to access capital at very competitive rates has been a significant advantage for Arch and a
testament to the quality of our operations and our solid balance sheet.

As we look at the remainder of 2020, we currently expect improvement from first half
levels in both earnings and cash flows. Our operating results should benefit from higher
volumes in the metallurgical segment, improve financial performance in the thermal
segments and lower SG&A costs.

With respect to cash flows, in addition to the proceeds from the tax exempt bonds, we
expect an additional benefit of $30 million to $35 million from payroll tax deferrals and
receipts from the federal land settlement, as well as an improvement in working capital as
we sell inventory that built up over the first half of the year. These improvements are
expected to be sufficient to allow us to continue the Leer South development while
maintaining adequate cash and liquids -- liquidity. With that said, given the ongoing
uncertainties in the macro environment, we think it is prudent to continue to evaluate
alternatives for additional financing.

Before taking questions, I'd like to briefly recap the first half of 2020. It is no secret that
industry conditions were challenging and Arch’s cash and short-term investments before
the impact of any financing declined by more than $120 million over the course of the
period.

However, to put that amount in perspective, that is less than the total of the investments
made in Leer South, the costs related to the proposed joint venture and the various
severance programs that we undertook.

In other words, absent these strategic investments in non-recurring items, we would have
increased cash through the period, due in large part to the positive cash margins earned
in our metallurgical segment margins that will only be further enhanced when Leer South
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starts up.

With that, we are ready to take questions. Operator, | will turn the call back over to you.
Question-and-Answer Session
Operator

Thank you. [Operator Instructions] Our first question will come from Scott Schier with
Clarksons.

Scott Schier

Good morning, everyone.
Paul Lang

Good morning, Scott.
Scott Schier

Good morning, everyone. If | could start on the lower CapEx guidance, could you walk us
through where those savings are mainly coming from, is it more timing on Leer South
expenditures or seeing cuts on sustaining CapEx?

John Drexler

Hey, Scott. This is John Drexler. As we discussed in the guidance, we reduced our CapEx
by $10 million from the previous quarter that was in addition to the $20 million that we
achieved in the first quarter.

So, we've taken our CapEx guidance on the maintenance side really from $90 million
down to $60 million. And we look at these lower volume expectations, we look at how
we’re utilizing our equipment fleet across the Board and while there may be some element
of deferral of some of that CapEx we think a lot of what we’ve been able to remove, is
essentially pushed out for a very long period of time once again, just given our revised
volume expectations.

I’ll provide some further color on that maintenance CapEx, where we sit here right now
with the $60 million of maintenance CapEx, 80% of that really is directed at the met
portfolio, 20% is directed at the thermal portfolio.
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So, as we’ve moved forward, the focus has continued to be on the met operations. As

we’ve indicated in our prepared remarks and in the release, we've taken significant steps

across the thermal portfolio and that’s where | think we’ve seen a lot of the benéefit in the

reduction in the CapEXx.

From the Leer South perspective, clearly, we're moving ahead. We think it's an excellent
opportunity. And so we continue to move forward the CapEx with that operation, which
since the beginning of the year, we've identified about $220 million to be spent over the
course of 2020 at Leer South.

Scott Schier

Okay. That’s very helpful. | appreciate that color. Switching gears a little bit to the 300,000
tons of deferrals that you mentioned that you experienced in the second quarter. Could
you provide a little bit more color around this, specifically, | guess, where the deferrals
came from, more so domestic or seaborne markets? And are you beginning to see some
of the demands come back and what are your expectations around any potential deferrals
in the third quarter, is that kind of all behind us?

John Drexler

Yeah. So, Scott, | think, clearly, we're coming through a period of tremendous volatility and
the markets responding to what’s happening around the world with the global pandemic.
And as we indicated on the first quarter call and then playing itself out over the course of

the quarter, we knew we would see some pressure and we have.

We engaged where we needed to with our customers in any requests for deferrals. | think
we’ve indicated in total over the course of 2020, we've seen deferrals to the tune of about
500,000 tons. While | won’t get into the details, it does include both domestic and

international deferrals.

One thing, | think, we indicated on the first quarter call, | want to reiterate here as well,
these are for contracted volumes. And so we fully expect that we’re going to realize over
time the full value of these requests for deferrals. We're going to work with our customers
in a way. Hopefully that creates a win-win situation for both us and the customer, and we
think we’ve been able to accomplish that with these deferrals.

In relation to the markets themselves, one of the things I’'m most proud of is, over the
course of the quarter despite the deferrals that came, and I'll say, that most of those came
earlier in the quarter, what we saw play out especially later in the quarter has a lot of
inquiries.
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As we indicated, we saw requests for acceleration of shipments from the fourth quarter

into the third quarter. But probably more importantly, we actually saw inquiries for new

volumes. And so we were able to place 500,000 tons of new commitments that essentially

offset the referrals that we saw during the quarter and we continue to be encouraged by

what we see in the marketplace.

We don'’t like the pricing that’s out there, but we are getting a lot of inquiries and we think
that’s going to give us confidence as we move forward. We also think it's a testament to
customer’s view of Arch’s is our ability to produce in very challenged markets and our
ability to deliver a quality product on time and when requested. So, we’re encouraged with
what we see.

Paul Lang

Scott, | think, John did a great job of summarizing, | just kind of stand back and look at a
little broader. Look, | think, the deferrals in Q2 were not entirely surprising, maybe a little
bit more than what we thought.

But at the same time, | think, we're taking a lot of comfort in the inquiries that we're
hearing now, as well as these new commitments. | think our customers are really trying to
rebalance what they’re taking and try and get a grip of their own market. And look, | think,
it's way too soon to call this the bottom, but it clearly has been some good sides.

Scott Schier

Okay. Thank you. That’s all great commentary. | think that’ll do it for me. Thanks for taking
my questions and best of luck going forward.

Paul Lang

Thank you, Scott.

John Drexler

Thanks, Scott.

Operator

Thank you. Our next question will come from David Gagliano with BMO Capital Markets.

David Gagliano

Hi.
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Paul Lang

Good morning, David.
David Gagliano

Hi. Thanks for taking my questions. | just have a couple of quick ones. First of all, on the

unit cost of the met side closer to $62 ton this quarter. Obviously, the volumes impacting,
I’'m guessing, the cost, but any reason to expect those cost not to be below $60 as we go
into the second half?

Matt Giljum

So, David, that’s a good question. | think we’ve been encouraged despite the challenges
on the volume side of how our operations have been able to respond to manage and
control costs. We’re proud of the results that we delivered during the quarter.

We also noted in the prepared remarks that we did have about $5 million of COVID-
related cost impacts from productivity and just pure dollar outlays for things such as
cleaning supplies, having to maintain guard checks with temperature controls and all the
other things that we're doing across our operations.

As we indicated, from a committed volume perspective in the back half of the year, we do
expect improved shipment levels in the back half. And | think that with moderating COVID
costs as we move forward and kind of getting more into a rhythm of managing with the
kind of COVID environment around us, we would think we would be able to maintain costs
going forward.

Can | predict that will be below $60 a ton, there’s a lot of play there. But | think, we
indicated on the last call that kind of wherever the volume is going to come in at, we
should be able to keep within kind of the range that we put out there at the beginning of
the year and that was anticipating higher volume. So there’ll be a lot -- that continues to
play out in the back half of the year. But rest assured, we think we're going to continue to
have a very good cost structure that we're going to report quarter-to-quarter.

David Gagliano

Okay. That’s helpful. Thanks. And then just slightly longer term, obviously, Leer South is
the key project, and | think, it's $211 million of the total $360 million to $390 million since
spent. Can you just walk us through some of the next big expenditures, the timing and
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also from an execution perspective, what are the main, | guess, risks associated with Leer
South at this stage in terms of getting to where you want to be by 3Q ‘21?7 Thanks.

John Drexler

Yeah. So, Dave, | think, we remain incredibly encouraged with what we see with the Leer
South development. It's on time, it's on budget. | was there a few weeks ago and
continued to be impressed with the ongoing development there.

Many of the major milestones related to the project have already been achieved. We’re on
coal. We are actually developing the longwall -- first longwall panel with continuous miners
on both the headgate and the tailgate.

| think, as we look forward, we’re in the process now of obtaining a lot of the equipment
between now and through the first quarter, and the most significant piece of that is,
obviously, the longwall, all of the shields, the pan line. Those seem to be on time. The
shipment process is beginning there as well.

So those are major things that we’ll continue to move forward with. There’s some healthy
upgrades that have to occur to some of the other infrastructure such as the belting and
conclusion of some things at the plant.

But all of those are ongoing and we remain very encouraged with what we see and the
milestones that we’re hitting. We’ll continue to push forward hard. In any major project,
you’re always concerned about falling behind anywhere, but the team is very focused.

One thing we've said before in the past and I'm very proud of our team at Leer South. The
Leer operations, a very successful complex, 11 miles away that we’re working to replicate.
A lot of the experience that we've gained in building out that complex and operating it here
for some period of time is that same experience that we’re leveraging and developing the
Leer South project now and why we continue to be confidence that we're going to deliver it
on budget and on schedule and that we're going to deliver the type of performance that
we’re indicating that we’re going to deliver from it. So we feel good about it.

Paul Lang

Yeah. David, | guess, just kind of the simple view is, the two big things that are out there
are the tie another plant and the slope and the delivery of the longwall equipment. Those
are all on schedule and we expect to have them in Q1. Then it’s just the development of
the headgate, tailgate for the first panel and the good news is the bad news, those are
long panels. This is over a mile, and yeah, but we’re on it and moving well.
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David Gagliano

Okay. That’s helpful. And then just my last question, obviously, big shifts coming in cash
as the spending line is down and the lines ramp up. And then you just mentioned,
obviously, sustaining CapEx all the way down to $60 million. As we peer into 2022, is
there any meaningful expenditures that we should be thinking about over and above that
$60 million sustaining CapEx number?

Paul Lang

No. David, as we wind down the spending on Leer South in the back half of next year,
we’re down to basic maintenance CapEx, which has been running that roughly $90-ish
million a year. From there forward -- there is really nothing big on the horizon.

David Gagliano

Okay. That’s helpful. Thanks very much.
Paul Lang

Thank you, David.

Operator

Thank you. Our next question will come from Mark Levin with The Benchmark Company.
Mark Levin

Yeah. Great.

Paul Lang

Good morning, Mark.

Mark Levin

Great. Thank you. Yeah. Good morning. Great. Thanks very much for taking my call. A
couple questions. One on met pricing. When you kind of look out to Q3 versus Q2, and
just assuming all else equal, if we just kind of set a flat met price Q2 to Q3. Any reason
why the realizations would be either materially higher or lower than what they were in Q27
What you can tell?

John Drexler
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So, Mark, yeah, | mean, | think, what we achieved in Q2, if -- and that’s going to work off

an average hard coking coal price that was what $118 at High-Vol A price average Q2,

which was $116, | believe. If you hold those flat once again, it'll come back to mix of what

we’re shipping versus domestic and international. But | don’t think you should expect a

significant meaningful difference if you're holding pricing flat. Although, the pricing won't

be flat. We expect volatility here and we’ll continue to manage as we need to manage

moving forward.

Mark Levin

Okay. Great. And then the second question, John, | think, this one is for you. So, in the
PRB, obviously, you guys have been generating negative margins in the first half. Clearly,
there is a lot of headwinds out there. You mentioned, the shipment schedule in the second
half being materially better or at least, hopefully, will be materially better than the first half.
What is your confidence level that you guys are going to generate positive cash out of the
PRB in the second half of the year?

John Drexler

So, Mark, | -- as Paul and | indicated in our discussion, we’re very proud of what our
thermal operations have done to respond to the market environment and there were a lot
of tough things that we had to do. We had to realign headcount in a very significant way,
which we did. We've had to go and look at the equipment fleet and how we best optimize

it in a lower run rate environment.

As we stepped into 2020, if you remember, our original guidance would have had us at 70
plus million tons coming out of the PRB. And as a result of challenges in the marketplace,
and then combine that with the global pandemic and what we’ve seen, we’ve had to
significantly realign that to a much different footprint, currently showing commitments at 58
million tons.

So if you just do the math, we shipped 25 million tons in the first half of the year of those
58 million tons of commitment that leaves us with 33 million tons to ship in the back half of
the year. Now that we've realigned the operation from a production standpoint to be ready
for that, | think, it does give us comfort that we should see significant improvement in our
results.

And then the question becomes, what are we seeing from -- and our confidence level and
our ability to ship the 58 million tons. | think it's no secret, whether it's on the met side or
the thermal side there have been discussions around pushback and deferrals.
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And even on the thermal side, | would say, we probably have 2 million tons to 3 million

tons of current discussions on pushback that we see. And as | indicated in the met

discussion, those are contracted volumes. We do expect our customers to honor those
commitments, albeit if there are opportunities to realize benefit for both us and the

customer in a win-win situation, we’ll pursue that.

So even if we did see some deferral or pushback of some volumes from ‘20 into 21, it
should still indicate that we’re shipping levels that are meaningfully higher than the 25
million tons we saw in the first half of the year.

Paul Lang

Mark, the only thing I'd add is that, the bottomline is, we're going to react and we’re going
to do we have to do, because what’s happened in the first half of the year we can't
sustain. So, we're going to make the hard calls and try and bring this back to something
more positive.

Mark Levin

Got it. Got it. Got it. And | guess, the same question sort of applicable for other thermal,
like, is that a business in the second half of the year that can at least breakeven from a
cash perspective?

John Drexler

Yeah. Same principles apply there as they do and what we discussed it in the PRB. We’re
working hard at those operations to make sure that the production is aligning with
expected demand and so we’ve made big steps in that direction over the course of the
quarter.

We were further challenged at our Viper operation as we indicated in the last quarter call
with its primary customer having some issues with its generating fleet. Those have been
resolved. And in the Midwest, we've had hot summer at least in the Midwest, so we've
seen some demand pick up there. But we’ll work very hard to make sure we’re getting all
of our thermal operations to a point where we’re seeing them generate some cash over
the course of the year.

Mark Levin
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Okay. That makes sense. Then my final question just on the domestic met market, | know

you guys are in negotiations and | don’t want to either put you in a difficult spot? You did a

great job contracting in 2020. | think, you guys were at or near the top of the market.

Obviously, going into this round of negotiations, the met market is a bit of a different state,

and obviously, steel companies aren’t doing quite as well? So | guess the question is this,

you gave -- if you did let’s say, | think, it ended up being about 75% export, 25% domestic

this year. How wedded are you to that percentage, if you don’t get the pricing that you

want? | mean, how much at this point, would you expect that that makes the change and

maybe what’s your early thought process on how the domestic met market will shake out?

Paul Lang

Mark, I'll start and see if Drexler wants to add anything. But | think as we head in the 2021.
My assumption is that, at most we’re going to do about a similar percentage domestic as
we did this year and last year, which is about 20% or 25%.

And | think the reason is pretty simple, if we’re bouncing along the bottom of the market
and that’'s where we ended up fixed price North American business is, we’ll probably limit
our exposure to it, because | think, there’s more upside on the index on the seaborne
market. So, look, | think ideally, we’re somewhere around 20% or 25%, but | could see it
going down a little bit. John?

John Drexler

Yeah. No. | think, Paul, that’s a great commentary and | agree with that. Mark, the other
thing is, you have to look at where producers are in this market. And that’s one of the
benefits for Arch right now is where we can compete in the cost structure and give comfort
to any of the customers, whether it's domestic or international that we’re going to be able

to deliver on volumes that we’re committing to.

And | think, with the expectation that potentially half of domestic U.S. productions
underwater at these prices, it's a whole another dynamic to insert into the discussions and
considerations for consumers of metallurgical coal.

So, it's an interesting setup right now. As Paul indicated, we're going to make sure that
we’re doing everything we can to maximize the value that we see out there. Given our low
cost structure, it does give us the ability to evaluate a lot of different things here as we
move forward.

Mark Levin

https://seekingalpha.com/article/4361482-arch-resources-inc-s-arch-ceo-paul-lang-on-q2-2020-results-earnings-call-transcript?part=single 19/26

DX6198-0019



8/3/2020 Case: 4:20-cv-Aa3Hedotdes?Incls (XRGH) C&b Gaulft Hayhn @3 4020 Result amyainds X al 18:dsEripig o¢EXing: ApbH 1 1

Great. Thanks very much. Appreciate the time.

Paul Lang

Thank you, Mark.

Operator

Thank you. Our next question will come from Michael Dudas with Vertical Research.
Michael Dudas

Good morning, everyone. | want to -- good morning, everybody.

Paul Lang

Hey, Michael.

Michael Dudas

Yeah. Maybe the follow-up on your last comments, John or Paul, the fact that domestic
producers, your competitors are underwater half of them and some of the new business
that you picked up some of the loss of deferrals. Yeah, how much in the next six, 12,
maybe as you go to starting to place the Leer South coal will the ability for Arch’s
capitalization and their ability to deliver relative to the competitors? Because | got to think
that in this pricing environment and the lack of capital, you've been able to attract capital
to build your plants as competitors in such difficult shape. Is that something that you want
to hold towards as you're trying to negotiate your positioning for 21, looking ahead
towards when this market hopefully picks up in 2022 that you’ll have that much more -- of
a more structured long-term significant supplier, internationally and domestically?

John Drexler

Yeah. So, Michael, clearly, we’re very cognizant of what the opportunity is with Leer South
and what it's going to do to our overall met cost structure, and the quality and suite of
products in the High-Vol A market especially. That’s a back of ‘21 type of analysis for us.

But as we indicated, we feel that as we move forward through the remainder of ‘20 and
into ‘21, we’re going to see steel markets improve, the global economy improved. It's
going to set up a pretty dynamic environment for us. And right now from a Leer South
perspective, we’ll be very careful in the types of commitments we’re making with what we
see kind of for the markets in the back half of ‘21 especially.
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Matt Giljum

Michael, we certainly see a significant stack and we certainly see a significant shakeout
playing out right now I'm sure for you do. Clearly, as you say liquidity is becoming more
and more an issue. John mentioned that maybe 50% of all U.S. supply is underwater at
these prices. But the fact is that there are those who were saying 50% of all global
production is underwater and cash negative at the current prices.

So it does feel unsustainable tasks. We do think there’s going to be continued pressure.
We do think that shakeout. In the long run it is going to create meaningful space for Leer
South. Not that Leer South can’t come into the market and compete and take share if it
needs to be, but quite frankly, at the pace at which we’re seeing rationalization, we could
easily see 30 million tons of supply come out of the market over the course of the next 12
months or less.

So, we absolutely believe that that’s going to create opportunities for us. And as John
pointed out, given our cost structure and maybe that sort of $60 cost structure of finance
or something less as Leer South comes online. We get half a year of Leer South next year
and then a full year of Leer South in 2022, certainly positions us to place our volumes
effectively and profitably going forward.

Paul Lang

Yeah. | -- Michael, clearly, the U.S. position on the cost curve as well understood. But |
think what’s more interesting is, you look at Mozambique, which was supposed to be one
of the saviors of the future market -- that’s really turned out to be a disappointment all
around, both in terms of quality and cost and volume, that’s failed.

And what -- | think we’re all trying to understand is what’s going on in Australia. There has
been a number of mine issues that are rather high profile and whether -- you try not to
read too much into it, but clearly, are those mines getting a little longer in the tooth and
even we thought they were look. And | think at the end of the day they’ve been great
assets and they’ve been run very effectively, but there’s been some interesting
developments out of Queensland.

Michael Dudas

Yeah. And certainly currencies is not helping at all, it should be helping Arch’s as a
domestic user little bit more the dollar has been doing. And just finally, my follow-up would
be relative to your prepared comments regarding alternatives looking for second half
liquidity, et cetera. Given the numbers you’ve put forth and your liquidity and where you
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are with Leer and maybe Leer South development? It appears you have some very good
coverage, just want to get a little more understanding of that process? And then can |
assume that alternatives would be if the market really fell out of better things got really
worse from here that certain there’s other things on the table to complete the build outs? |
just want to get a better sense of that from your viewpoint relative to your thought process
on where cash flow and where the generation could be? Thank you.

Matt Giljum

Michael, this is Matt. And we would agree as we kind of look at the rest of this year and
into next year, as we talked about with the expectations of improvements in profitability
and cash flows, feel like we’re in a very good place liquidity wise.

But as we sit here thinking about getting to the finish line of Leer South and having a year
to go here still, obviously, planning for all sorts of scenarios and alternatives. And frankly,

as we sit here today, if we happen to see first half of next year that looks anything like the
first half of this year, we really would probably wish we had taken some more opportunity

to get capital on the books today.

So that’s kind of the planning that we’re looking at is really trying to make sure we
understand what the various scenarios are and that we’re prepared for even the worst of
those scenarios so that we're able to get to the finish line with Leer South as we’ve talked
about when we get there.

The profile of the company changes dramatically in terms of both the earnings potential
and the cash needs for spending. So trying to do everything we can to make sure we get
there regardless of what the scenarios are that we might face.

Michael Dudas

That’s proven. Thanks, gentlemen.
John Drexler

Thanks, Michael.

Paul Lang

Thanks, Michael.

Operator

Thank you. Our last question will come from Lucas Pipes with B. Riley FBR.
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Lucas Pipes

Hi. Good morning, everyone.
Paul Lang

Good morning, Lucas.

John Drexler

Hi, Lucas.

Lucas Pipes

Hey. Good morning, everyone. So | appreciated the earlier comments in regards to kind of
PRB and other thermal looking better for the second half of this year with the committed
times. Kind of looking further out into next year and beyond, and obviously, we’ll see what
will come out of the joint venture. But what'’s the tolerance for shouldering losses in that
segment? And | think we all agree that the more should substitute kind of continued met
build out and not vice versa. So kind of how do you think about thermal in the event that
did you may not go through and there continued losses in that segment? Thank you.

Paul Lang

Lucas, this is Paul. | think, clearly, we’ve been executing on a strategy where we're
pivoting towards metallurgical markets. And that’s been going on for 10 years. Frankly, |
think, it's been the right course and one we adopted early.

As you look at it, we've assembled some great assets on the metallurgical side or we’ve
built them. We have high quality, low cost assets. And | think regardless of what happens
with the JV, we're going to continue down this course.

The way | would frame it is, the JV is the best path forward, and | think, simply as we’ve
said it will lower the cost of the combined operations and compete better with natural gas
and subsidies renewables.

But absent that, | can’t see us going back to where we’ve been and we’re surely not going
to continue to lose cash. If we can’t come up with a more value way of creating -- creating
value out of these assets, we're going to have to consider whatever steps are necessary.

And frankly, | think one step is to continue to shrink down the operations and drop
production at some of the mines and look around phase closures of the operations. | think
that’s just the reality of what we’re facing.
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And if you think about it, it's no different than what we did in 2018. If you recall, at Black

Thunder, we had done a revised mine plan and revised sequence, and we cut about $100

million out of the ARO cost of the operation. Those are the type of things we’re looking at,

but my guess is, it's going to be a much smaller footprint going forward.

Lucas Pipes

That’s very helpful. | appreciate that, Paul. And then just a number of questions here on
the met coal market. | want to follow up this one. And in terms of reduction to U.S. output,
you have a sense, A, kind of what amount of context actually has been taken offline from
the U.S., and then, B, what percentage of those cuts have been permanent versus
temporary? Thank you.

Deck Slone

Yeah. Lucas, this is Deck. I'll start with that. So the high watermark here recently 2018
U.S. produced around 80 million tons of coking coal, as we counted. Last year 2019 that
had fallen into the mid-70s, 74 million tons, 75 million tons. We certainly could see a
scenario where we fall all the way to 60 million tons this year.

So, production is coming offline and we see that continuing. Quite frankly, before the virus
even sort of struck, we’d already seen 6 million tons to 8 million tons of supply in the U.S.
come offline, simply because the market turned down about July 1, 2019. So July 1, 2019
High-Vol A prices were still around $190. So really the decline started in earnest thereafter
and in a period of just eight months, as much as 8 million tons of supply came out of the
market.

That’s continuing, obviously, and we think could accelerate, we are looking at real liquidity
concerns for a lot of producers. It’'s possible that we’ll see an additional shakeout post the

North American settlements. There might be producers who are sort of holding on to see if
they can lock in some business that will keep them profitable.

But, certainly, we think that the moments coming here where there are going to producers,
the producers that simply have to shutdown. So right now, | mean, if you look at first
quarter of 2020, production was down about 15% relative to the second quarter of 2019.
So relative to the last sort of strong quarter on pricing.

We certainly could see that 50% decline -- 50% reduction a whole for the full year and
quite frankly expect that to be higher. So the cuts will continue. There simply is no one
who has liquidity to simply, say, we’re just going to lose cashier indefinitely and hope for
the market to turn. So that’s our expectation.
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Lucas Pipes

Any sense on what is permanent versus temporary?
Deck Slone

Yeah. So really we would expect a lot of it to be permanent. Once these operations
shutdown, equipment gets pull, power gets shut off. It’s hard to bring those minds back.
And again, there aren’t going to be producers who are thinking, what we’ll just spend
some cash to keep an asset on hot idle that really wasn’t very competitive in the first
place. So once they shutdown -- you might hold on for as long as you can at a certain
price, but once you shut down, you need a much higher price to bring that production back
online.

And so if you'll recall Lucas, | mean, if you go back to sort of the last cycle that the high
watermark for the U.S. was about $92 million tons, it took three years of strong pricing to
get us back to 80 million and even there that 80 million tons, we were clearly defying
gravity because production came off almost instantaneously as soon as the market turned

down.

So, we would characterize the vast majority of this production as that’s shutting in as
being permanent. It’s not to say that some of those reserves couldn’t go back into
production, but it's going to take capital. It's going to take time. It's going to take a
meaningful change in the market and one that’s persistent.

Paul Lang

Yeah. Anecdotally, Lucas, I'd indicate that we do see the equipment in the Eastern coal
fields that’s being sold and | think that’s a testament to some of these closed and idled
operations having to look to move things. So, | think, it just further points to Deck is
highlighting as the challenges that we’re seeing in production across the portfolio.

Lucas Pipes

| appreciate the color. Thank you and best of luck.
John Drexler

Thanks, Lucas.

Operator
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Thank you. And at this time, that’s all my questions we have time for today. So now |
would like to turn the call back over to Paul Lang for closing remarks.

Paul Lang

I'd like to thank everyone again for their interest in Arch and taking the time today to
participate in our quarterly call. Well, | think, it's too early to make any prediction on the
slope of the industry’s recovery. My general feeling is things are at least incrementally
better than when we talked three months ago. Clearly, though we have a long way to go
before we’re back to something that resembles the old normal.

| expect things will remain challenging in the short-term. But, | think, Arch is well-
positioned. We have world class metallurgical assets and it’s at this very point in the cycle
that costs matter most. On the thermal side, we’ve taken strong steps to adjust the
operations and we’ll continue make the hard calls if required.

With that, operator, we’ll conclude the call. | look forward to reporting to the group in
October. Stay safe everyone.

Operator

Thank you. This concludes the call for today. Thank you for your participation. You may
now disconnect.
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JKurt W. Sangster

Vice President Electric Generation
801 Hast 86" Avenue

Mermilville, IN 46410

To whom it may concern:

I am Vice President of Electric Generation [wira1] of NIPSCO, a wholly owned subsidiary of NiSource
Inc. based in Northwest Indiana. In this role, T am responsible for procuring coal supply for
NIPSCO’s coal-fired generating facilities. NIPSCO currently purchases coal from the Powder
River Basin ("PRB”} from Peabody Energy, and Arch £oal  NIPSCO also purchases coal from
other supply regions including Northern Appalachia and the lllinois Basin,

In recent years, our coal-fired generating uruts have faced increasing compentive pressures from
drastically lower natural gas prices, increasing cosis to comply with environmental regulations for
our coal units, and increasing supply from subsidized renewable energy sources. These dynamics
have combined to drastically lower elegiric wholesale prices,

NIPSC(O's generating units compete in the Mid-continent Independent Operator’s (“MISO™)
wholesale electricity market. Historically, coal generating units in MISO were considered "base
load" units since they typically were the lowest cost generating units after hydro and nuclear and
relied upon to supply amaiorty of the energy in MISO Specitivally, coal-fired generating units
were typically some of the most cost competitive and rehiable sources of electric generation. Over
the last few vears, the low cost natural sas-fired generation and renewable sources of electricity
have pushed coal-fired generation to the high cost end of the supply curve resulting m lower coal
unit uttlizanon. Binge 2013, NIBSCO s coal unit capacity factors have dropped 10% to 20%.

NIPSCO s recently announced changes n our electric energy supply portfolio will eliminate
coal use by 2028 through the addition of renewable sources, and market purchases. However,
NIPSCO wall siill rely on coal from the PRB until 2028. The proposed joint venture between
Peabody Energy and Arch Coal to combine the companies' PRB and Colorado operations is
necessary for these miming assets to compete against natural gas and renewable energy sources. We
expect that without the cost savines expected from the proposed JV, PRB coal wall struggle to
compete against our energy sources and this could impact coal supply reliability and could impact
electric supply reliability in the next S to 10 yvears.

Lastly, wholesale electric markets will likely cap prices for PRB coal; therefore, the proposed JV
should allow Arch and Peabody to compete on cost and maintain coal supply reliability. ThisJV
may provide benefits to our electric customers from both a cost and reliability perspective. For these
reasons, we do not oppose the proposed jomnt venture.

CONFIDENTIAL-FTC v. Peabody NIPSCO_0025187
Energy Corp., et al., Case No. 4:20-cv-
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