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Operator:  
Good day ladies and gentlemen and welcome to the American Antitrust Institute Briefing on the U.S.  Federal Trade Commission investigation of Intel Conference Call.  At this time, all participants are in a listen only mode.  Later, we will conduct a question and answer session and instructions will follow at that time.  If anyone should require assistance during the conference, please press * then 0 on your touchtone telephone.

As a reminder, this conference call is being recorded.  I would now like to introduce your host for today's conference, AAI President Albert Foer and AAI Secretary, Robert Lande.  You may begin.
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Albert Foer:
Thank you, Devon . Good morning, everyone.  This is Bert Foer and Bob Lande from the American Antitrust Institute, which I think everybody out there knows is an independent nonprofit education, research, and advocacy organization.  I want to say at the outset that as we talk about these various cases involving Intel and leading up to the FTC activity that on factual matters we're really working only with allegations and reports of allegations.  Facts will come out in various trials and hearings.  It's really the legal questions that are of most interest.  

If the facts turn out to be if they've been alleged, then the question is, has competition been harmed and what can the world do about it?  And I say “the world” because there are so many players in this game now, and it looks like the FTC's recently announced investigation will be going down the same tract as those in the rest of the world.  Let me start off by asking Bob Lande, who's a professor at the University of Baltimore Law School and one of our Directors:

Bob, how can you summarize the allegations that the various cases seem to have in common?

Bob Lande:
By way of background, you have to keep in mind there's a duopoly. There are only two companies in the worldwide $30 billion a year X86 chip market.  It's one of the most important and largest markets in the world.  No new entry into this market likely due to the patents involved.  Right now, the split is Intel with at least 80% of the market, between 80% and 90% of the market every year, and AMD with at most 20% of the market, in some years even less than that.  

AMD introduced a new microchip and with it started to gain market share. The market seemed to like this new chip, but then Intel allegedly responded with an exclusionary discounting strategy and a wide variety of tactics that were aimed solely at excluding AMD from the market, from participating in the market on the merits of its product.  It wasn't exclusion based on a better product that was due to innovation, but rather through a variety of exclusionary tactics.
Albert Foer:
Well, a lot of people ask the question, isn't Intel only engaging in a discount strategy that helps consumers?  So what's so wrong here?

Bob Lande:
That is indeed the hardest possible question.  How can discounts ever be bad for consumers?  Well, the nub of the problem is that Intel's discounts were allegedly

sham discounts.  They weren't real discounts.  Intel apparently lowered prices only after they raised them, and they did this through after the fact payments quite often.  The only purpose of these alleged discounts was to hinder an equally efficient competitor.

Here's how these sham discounts could work, and remember we're starting with the situation of approximately an 80/20 market share split.  Assume that Acme Computer Company buys ten X86 chips a month from Intel at $8.00 a piece.  That's a total of $80.00.  Suppose AMD would like to sell its chips to Acme Computers. Suppose AMD’s chips are just as good as Intel’s chips and that AMD would like to sell its two chips to Acme Computer for $5.00 each.


If AMD actually does sell its chips for less money, that would certainly be beneficial for competition and, eventually, for consumers.  Suppose, however, Intel decided to try to block these sales.  Suppose that when Acme Computer Company turned to Intel for the eight chips it wants from Intel, Intel replied that its prices had now increased to $10.00 a chip.  But if the customer bought all ten of its chips from Intel, that price would be lowered down to $8.00 per chip.


I realize the numbers are hard to follow over the phone even though they're simple numbers, but here's what the situation would be.  Acme Computer Company would quickly calculate that it could buy ten chips for $8.00 each, or eight chips for $10.00 each. In either case the total would be $80.00. In other words, under Intel's new pricing plan, the sham discount plan, it is in fact giving away the last two chips for free.  

Under this situation it would make no sense for Acme to purchase any chips at all from AMD.  Not for $5.00 each, for $2.00 each or even for one penny each.  


From Intel's perspective it gets the same $80.00 regardless whether it sells ten chips for $8.00 or eight chips for $10.00.  But the “discount” strategy effectively freezes out AMD. 


So what we have here is a carefully designed discount whose only purpose is to freeze out a competitor.  Now, this is a highly stylized rendition of what Intel allegedly has been doing, but it shows how fake sham discounts can block entry and even put an equally efficient rival out of business.

Albert Foer:
Now, I understand that this stylized version is one of the allegations that is floating around, that there are various other allegations involving out and out bribery and different schemes that sometimes involve placement products in retail stores and so forth.  But this idea of the conditional rebate, the rebate that goes back to the first dollar is the one that we found most interesting and most important.  And we'll talk about that a little bit more.


Let me ask you this, bottom line, if Intel's doing all these things and it succeeds in driving AMD out of business, or keeping AMD at a minimal market share, what's the impact?

Bob Lande:
Right now, you've got a wonderfully functioning market.  Its true that there are only two firms, which normally makes us nervous, but here the two firms are competing vigorously in terms of price and, most importantly, in terms of innovation.  It seems to be, at least more recently, that AMD did the innovation and then Intel was spurred to innovate more.  Regardless of the order of the innovation, however, you have two firms bashing each other's brains in, and that's wonderful for competition.


What happens if AMD gets frozen out of this market?  Given the patents involved, it's really not likely anybody else is ever going to be able to enter this market, not for the foreseeable future, not for many, many years.  So Intel will become a full monopolist.


What do monopolists do?  They raise prices.  They get fat, they get lazy and, above all, they don't innovate as much.  It's this potential for a lack of innovation in this essential market, if AMD becomes weakened, that scares me the most.

Albert Foer:
Somebody asked me the other day, a journalist, "So, doesn't AMD want to be a monopolist?"  I said, "Sure, everybody wants to be a monopolist if they can.  We're stuck here with a duopoly which is not a very favorable market structure.  But if two is the most we can have, it seems to me important that we not go from two down to one on the basis of the dominant firm's strategies."

Bob Lande:
Absolutely.  I wish we had three or four, but two is so much better than one.

Albert Foer:
All right, we're going to go to questions in a couple minutes, but let's review the action in the various arenas that are taking place more or less simultaneously in this three-dimensional global chess match.  The earliest to move I think was Japan.  You want to summarize that?

Bob Lande:
That's right. There was a settlement in Japan, but unfortunately they released very few facts.  We would really like to know exactly what discounts were involved in Japan, but we don't know because of the settlement.

Albert Foer:
So after the Japanese settlement, the South Korean Fair Trade Commission initiated some action and what they did came to a fruition about a week ago when they fined Intel roughly $26 million, which in Korean terms I am told is a pretty substantial remedy.  Their investigation turned out to be very similar to the JFTC’s and also to the European investigation, and some of their findings, which have been summarized to us in English from the KFTC, indicate, for example, Samsung was buying 100% of its CPUs from Intel and then that number began to fall around 2002 around the same time all these other problems were starting to occur.  


Intel saw that AMD was eating into its market share with the new product and began to take these alleged retaliatory actions.  One of the actions was in South Korea. They began to pay as much as $260 million per quarter in rebates to Samsung, which then used Intel's CPU exclusively.  Once the EU investigation got started and the Korean investigation as well, apparently around 2005 Intel stopped this first dollar conditional rebate.


But that's what it was: a rebate where on a quarterly basis if you bought exclusively from Intel you would get a big hunk of change at the end of the quarter.  Bob, what is going on in Europe?

Bob Lande:
As you know, Bert, last year Brussels issues a statement of objections against Intel, which was a major, major event.  It's a little stronger than a complaint in U.S. terms.  Intel has the opportunity to rebut these allegations, of course.  We're now awaiting a final decision in Europe.  Up until the FTC investigation, the European action was by far the most important of the many actions against Intel.  


Let me just add on the Korean front that I understand it's possible we may get a few more of the facts in the Korean case in a month or so.  Apparently, they have a procedure where the KFTC General Counsel goes over material and takes out propriety information and then sometimes more facts could come out about exactly what was going on in Korea.  
Albert Foer:
And in Europe, we haven't seen even the redacted version isn't public yet of the statement of objections.
Bob Lande:
That's right, and of course there's also a private action.  AMD has a private action against Intel that's also proceeding.
Albert Foer:
In the U.S.
Bob Lande:
In the U.S., yes, in the U.S.
Albert Foer:
And that's one that is in very early discovery.  It's an interesting situation in terms of the discovery, which is that the information each side is producing is presumptively confidential.  So they can produce huge amounts of material, but it is confidential unless at some point it becomes unconfidential.  A number of us, including a lot of journalists, are trying to figure out how we can make public the presumptively confidential information that has been used in two filings that were just made.

Each party made a very extensive filing stating its entire case, as I understand it, but it has been redacted so completely that you can't make any sense out of it.  So we're trying to figure out now how to get the court to make the parties go through this and unredact some of the information so that the public has a better idea of what's really at stake in this.  


In addition to this private case, AMD vs. Intel, there are dozens of class actions.  These are all indirect purchaser cases where the consumers in the class action are seeking compensation for overcharges.  The federal cases have been consolidated in Delaware.  There are also dozens that have been consolidated in California State Court under California Law.
Bob Lande:
That's right.  Unfortunately, to our knowledge those cases are all in the early stages of proceedings, and we don't really know the facts involved in those cases either.  At this stage, they're all allegations.  I should add that New York State also is investigating, but we don't have any hard facts from the New York case either.
Albert Foer:
This brings us up to the FTC and what we know here.  We know that the AAI wrote a letter to Chairman Majoras urging that in light of all this other international activity, the U.S. government really ought to be playing a role in this very important global industry where other antitrust organizations were all taking the lead.  We got no response.  But more recently, with a new chairman in place, Bill Kovacic, the Commission has issued subpoenas, and it's been confirmed by Intel and by the FTC, I think, that this investigation is now underway.
Bob Lande:
The importance of the FTC investigation just can't be overstated.  A lot of people referred to the Microsoft series of cases as World War 3.0.  Well, if Microsoft was World War 3.0, then this is World War 4.0.  Remember, there is a Wintel monopoly.  The chips alone are a $30 billion a year annual market.  I've heard that computers with the X86 chips inside them are a $240 billion a year annual market.  The amount of money, the complexity, is just astonishing.


For the FTC to mount a major investigation in addition to the European, the Korean, the Japanese, and all the private cases, really does make this World War 4.0.

Albert Foer:
And what do you think the significance is, Bob, of the FTC opening an investigation?  How does that change things?

Bob Lande:
Remember, this is a Commission, all of whose Commissioners were appointed by President Bush.  That's a significant statement in itself that even though it's an independent regulatory agency.  According to the news report, a unanimous Commission said there are enough questions to at least investigate.  


Because of the crucial importance of chips to the modern economy, we are delighted that the FTC has undertaken this investigation.

Albert Foer:
I think that it's really important to look at the big picture in terms of where the world is going with respect to abuse of dominant positions.  As you know, the European standard, which is similar to the Section 2 of the Sherman Act standard in the United States, is in Article 82 of the Treaty of Rome.  It says that for a dominant firm to abuse its power is illegal.  


It's slightly different but more or less the same as Section 2, but there's some question as to whether the American interpretation and the European interpretation will go hand in hand.  In the last eight years or so, there's been some differences of opinion, and the U.S. position, particularly the Justice Department position, has been much more favorable to a monopoly.  


They have talked a lot about the value of monopoly, has talked about the importance of intellectual property as a motivation for doing well, and has said that we want to encourage companies to compete without any chilling effects on their competitiveness, and if we go too hard against monopolists, why they will be chilled.  That's been the Justice Department viewpoint.  


The FTC, on the other hand, has been increasingly concerned with abuses of dominance.  We've seen that in a number of instances.  And, we're still waiting for the results of the joint FTC-Justice Department Hearings, the Hearings they had on single firm conduct.  Information I'm getting says they'll never come out of these Hearings together with an agreement.  But a key question for our purposes would be: are first dollar rebates of the type we're talking about with Intel, legal or illegal?

Bob Lande:
Remember, we're only talking about first dollar discounts when they are done by a monopolist, by a firm with monopoly power like Intel.  No one's worried about a company with a 5% market share engaging in these practices.  But there are some practices that may be fine if you have a 5% market share,  and exclusionary if you have an 85% market share.

Albert Foer:
Before we got into questions, let me ask you one more question.  What's the proper remedy in a case like this?

Bob Lande:
It wouldn't be simple, that's for sure.  We first would have to find out exactly what the alleged facts out to be, and the remedy would have to be carefully tailored from those. The remedy would be arrived at long down the road.

Albert Foer:
I think, though, that if the first dollar rebate is the big problem, that can be resolved by enjoining it.  

Bob Lande:
Yes.  One possibility is to have transparency so that everyone would be entitled to the same prices.  Right now, allegedly Intel tailors its prices from customer to customer to exclude AMD.  It might be desirable to force Intel to publish prices and to have transparent pricing and transparent discounts.  That might do a great deal towards eliminating the anticompetitive first dollar discounts.

Albert Foer:
Okay, Devon, if you would like to open the lines, we're standing by to talk to anybody out there that wants to talk about it.

Operator:
Thank you.  If you have a question at this time, please press the 1 key on your touchtone telephone.  If your question has been answered or you wish to remove yourself from the queue, please press the # key.  Please stand by for our first question.  Again, if anyone has a question at this time, please press the 1 key.


Our first question comes from Don Clark from Wall Street Journal.  

Don Clark:
Hello.  I was wondering if you could get to the point of kind of the legal test when this thing is reviewed.  Intel would have us believe that essentially if you work through all the discounts and how they work, the ultimate issue will be whether it's selling its chips at above cost.  And that that will be the test, and if that's what they contend the courts have made as the test.  And would you discuss that issue?

Bob Lande:
Part of it depends on how you define your terms.  If you apply all the discount to the marginal chips, I would be surprised if that turns out to be the case.  That is, Intel allegedly is trying to sell those incremental chips by the use of first unit discounts, by applying a discount to all of its chips.  So what we really should do is to apply all of the discount on all the chips to only the increment that Intel is trying to sell.  If you do that, then Intel would probably, at least according to the allegations, be found to be pricing below cost.  That would be a very crucial item.  

Albert Foer:
Do you think that the Brook Group test, the predation pricing below an appropriate measure of cost, is the right way to approach this type of a question?

Bob Lande:
Most pricing cases have become nightmares, accounting nightmares.  It would be a defendant's wish to sweep discounting into the world of predatory pricing, because that’s a world in which, and I exaggerate a bit, almost no one can prove anything because the accounting gets so messy.  So if discounting gets swept into the world of predatory pricing, that's wonderful news for Intel.  


In instead you just focus on the discount, on the fact of the discounting, on why Intel did first party discounts, on what purpose does first dollar discounting have other than to exclude, how are these discounts competition on the merits?  If you do this then plaintiffs have a much better chance of winning.

Don Clark:
Are there any cases where that's been the way it's been looked at?

Bob Lande:
I'd have to get back to you on that.  

Don Clark:
Thank you.

Operator:
Our next questions comes from Chris Rugaber from Associated Press.  

Chris Rugaber:
Hi, just a quick one on timing in the FTC investigation.  What's your guys understanding of how long that might take, and next steps, and that kind of thing?  I mean I don't know if we would know any of that, but just wanted to see based on your experience what your expectation is.

Albert Foer:
My expectation is that this is going to take a long time and probably won't be resolved under the current administration.  Suppose you try to put yourself in the position of Intel's attorneys.  You've got this mess on your plate all over the world.  If you attempt to settle with anybody, it's going to have implications for everything else and everybody else.  


And yet, if you don't try to settle and get out of it, this thing is going to drag on all around the world, for years.  What's the best strategy, and in fact is there any way that one can create a kind of a universal settlement under these conditions?  This is a fairly new situation.  The product market is huge.  The geographic market is a global market.    Everything occurs across international lines.


So how does this kind of thing ever get resolved?  It's going to be quite a challenge for the legal system.  

Bob Lande:
The FTC had a different Intel case almost a decade ago.  I think it was in 1999, and Intel settled that one.  Intel could have a settlement in the current case with the United States and with the European Union tomorrow if they want.  Or they could use the same strategy that Microsoft used, of litigating to the eyeballs and extending and appealing the litigation.  If that happens then we truly are at World War 4.0.


So, it could be anything from a quick settlement, although as Bert said that would be very complicated given all the pieces, all the way out to World War 4.0, which will last for quite a long time. 

Chris Rugaber:
Thank you.

Operator:
Our next question comes from Patrick Thibodeau from Computer World.

Patrick Thibodeau:
Hi.  You said that even in a healthy market, the patents alone would keep only two companies in this X86 space.  Can you compare and contrast the importance of the patents in this case against, say, the Microsoft case?  I don't remember patents being the big barrier there.  There were other issues.  So if patents were very, very important in this case, secondarily would they also potentially have some role in a remedy?

Bob Lande:
First of all, you're exactly right.  In the Microsoft case, it was more that network effects were a barriers to entry, and in Microsoft you did have other niche players in the operating system's business.  Microsoft’s market share was remarkably similar to the Intel market share.  Microsoft had 80% to 90% of the operating system market, Intel 80% to 90% of the X86 chip market, and it was mostly network effects that excluded others in the Microsoft case, as to both browsers and, especially, operating systems.

Here, it's not so much network effects because the AMD chips seem to be able to do anything that an Intel chip can do, or they can be easily adapted.  It's more patents, patents often going back quite a long time.  So if anything, the barriers to entry in this case are higher, are stronger than they were in the case involving Microsoft.  People who know the industry much better than I do say the odds of another company jumping into this market next year, or in two years or five years from now, are virtually zero.  


The amount of money involved to make a world class facility, to make chips on an efficient scale, is staggering.  The technology, the amount of capital, the risk involved, all are astonishing.  Most people believe that if AMD gets starved and gets out of the market, for the long term there's only going to be one company in this market.  That's what gets really scary.

Albert Foer:
So do you think, Bob, that in answer to Patrick's question about remedy, is there any likelihood that there could be a licensing requirement that basically abrogates the patent barrier and requires creation of one or more additional microchip companies?  That would hardly server AMD's purpose in this litigation.
Bob Lande:
I don’t know.  You can't prohibit all discounting.  If there would be some way to, in effect, eliminate the first unit discounting through transparency or some other system, that might work.  Regardless, I would hope that every possible remedy would be on the table at this point.  If that means mandatory licensing, that might work.  However, I don't know if there'd be another company that would want to invest the literally billions of dollars required and take the huge amount of risk.  

And you might have to transfer not just patents but engineers as well.  I don't know whether that's a feasible solution, but I would hope it would at least be on the table.  

Albert Foer:
That would certainly be the most radical outcome of this.  Next question.
Operator:
Our next question comes from the line of Ben Pinentel from Market Watch.

Ben Pinentel:
Hi.  Can you comment on the observation that the appointment of a new commissioner or chairman was a critical part of this FTC move?

Albert Foer:
We only have hearsay information this.  The hearsay information is that it was important, that the old FTC Chair Debbie Majoras was opposed to opening up an investigation and that the new FTC Chair Bill Kovacic was not opposed.  And that the other Commissioners tended to be favorably inclined earlier, but did not want to go to the mat with their Chair to push it.  
Ben Pinentel:
Thank you.

Operator:
Our next question comes from the line of Mark Hachman from PC Magazine.

Mark Hachman:
Hi, I was wondering with all the actions and all the discovery taking place, and all the various cases around the world, to what extend do you believe that evidence will be shared, and to what extent do you believe that a smoking gun or a critical piece of evidence in one case might have an effect on the others?

Albert Foer:
My guess is this evidence could come out when the European decision is finalized, but now we're at the stage in Brussels where the Statement of Objections is being evaluated.  Intel is being given the opportunity to defend itself.  A final decision should be coming out sometime in the near future.  Presumably that will be largely public with only the most proprietary information redacted.  I would think that's going to be influential.  


Now, whether it can be utilized in other courts is another question.  Presumably the players in the domestic contests will try to utilize that information, and presumably it also will give confidence or lack of confidence to the various plaintiffs, and will give a more realistic picture to the parties as to whether they should pursue this in a variety of courts, or should attempt to settle.  


And also I think even as the Korean information begins to come out, there's only a little bit of it available in English right now, but it looks like they could release a fair amount of information from what they've determined.  Meanwhile, the various cases, class actions and investigations in the U.S. are in too preliminary a stage, and the Japanese settlement was something where the Intel said they disagree with the Japanese Fair Trade Commission, but they're not going to contest it.  And that didn't lead to anything coming out.


Bob, you want to comment?

Bob Lande:
Remember, this is a worldwide market.  It would be truly astonishing if Intel was found to have engaged in predatory discounts in Europe but didn't engage in the same practices in the U.S.  I'm not saying it would necessarily follow.  I'm just saying that I would be astonished if they engaged in these practices, let's say in Europe, but not in the United States.  


So it would certainly affect the way that we'll all think about the case and the way I would imagine most of you would write your stories if the exact facts of what happened do come out, let's say, from Europe or Korea.  

Whether these facts could be utilized in a United States court proceeding, that's a tricky question.  That's going to depend on a lot of things.  For example, in the United States we have certain rights to object to material, to cross examine witnesses and so on.  Did Intel have these same rights in Europe?  Intel might be able to argue that results or even facts shouldn't be admitted in United States courts because they didn't have the same discovery  rights or the same rights of objection they would have had here.  I don't know which way these arguments would come out in U.S. courts.  

But, from the point of view of someone, overall, trying to figure out what's going on in this market, did Intel block entry using fair tactics or using unfair tactics, whatever happens in Europe or Korea would certainly be of the utmost importance.  
Mark Hachman:
Thanks very much.

Operator:
Again, if anyone has a question please press the 1 key.  Our next question comes from Bolaji Ojo from EE Times.

Bolaji Ojo:
Hello.  Hi, I'm just looking at some of the cases that you've outlined.  The fact is that the Japanese case has been somewhat resolved (inaudible) against Intel, and in South Korea it has also been resolved somewhat.  I don't know if my conclusion is correct.  Intel has been fined.  I'm not sure if anything else is going to come out of that, and in the EU area you also have a resolution that seems to be coming.  I'm not sure whether this is going to be against Intel or not.


So my question is what makes it global after this?  I mean all of this major areas have had some sort of resolution, or they are going to have some sort of resolution.  The only major area that is still open is the United States.  So couldn't Intel possibly just (inaudible) and say, okay, we're just going to see this through in the U.S. and leave it at that?

Bob Lande:
In Korea there was a finding of liability and a fine of about $25 million, but Intel could appeal that decision.  So it's not necessarily over in Korea.  In Europe it's certainly not over.  Brussels issued a Statement of Objection, but that's not the same thing as a finding of liability.  And even if there is a finding of liability in Europe, Intel would have the option of appealing that finding.  So things are a long ways away from being resolved.  
Bolaji Ojo:
Thank you.

Operator:
And sir, I'm showing no further questions.

Albert Foer:
We thank everyone for joining us this morning.  I hope it was useful to you, the click and clack of the antitrust world.  Sorry we haven't made you laugh more, but this is serious stuff, I guess, and who laughs at antitrust.  So thanks for joining us.  Bob has one final word.
Bob Lande:
If any more questions from any of the reporters come to mind, feel free to give us a call.  You can go to the AAI website and find our phone numbers quite easily.  We'd love to talk to you.
Albert Foer:
Okay, thanks everyone.
Operator:
Ladies and gentlemen, thank you for your participation on today's conference.  This concludes the program.  You may all disconnect.  Everyone have a great day.

