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         1                    P R O C E E D I N G S

         2           THE COURT:  MR. LACOVARA.

         3           MR. LACOVARA:  GOOD AFTERNOON.

         4                 CONTINUED DIRECT EXAMINATION

         5  BY MR. LACOVARA:

         6  Q.   GOOD AFTERNOON, DEAN SCHMALENSEE.

         7  A.   GOOD AFTERNOON, MR. LACOVARA.

         8  Q.   YESTERDAY, DEAN SCHMALENSEE, I WAS EXAMINING YOU ON

         9  THE QUESTION OF THE MANNER IN WHICH ECONOMISTS AND THE

        10  COURTS ATTEMPT TO SEPARATE PREDATORY CONDUCT FROM

        11  COMPETITION IN ANTITRUST CASES.  DO YOU REMEMBER THOSE

        12  QUESTIONS?

        13  A.   YES.

        14  Q.   AND I WOULD LIKE TO FOLLOW UP ON THAT TOPIC BRIEFLY

        15  THIS AFTERNOON.  AND I THINK IT MIGHT BE USEFUL FOR THE

        16  COURT IF YOU WILL RETURN TO THE EASEL, WITH THE COURT'S

        17  PERMISSION, TO THE EXAMPLE WE TALKED ABOUT YESTERDAY.

        18  A.   THANK YOU, YOUR HONOR.

        19           (WITNESS STEPS DOWN.)

        20  Q.   AND JUST TO BRING US BACK TO WHERE WE WERE YESTERDAY,

        21  DEAN SCHMALENSEE, I GUESS THE FIRST QUESTION SHOULD BE,

        22  WHEN ECONOMISTS OR COURTS IN ANTITRUST CASES EXAMINE

        23  WHETHER CONDUCT IS PREDATORY, IS THERE A FUNDAMENTAL

        24  QUESTION THAT THEY ARE ASKED?

        25  A.   THE FUNDAMENTAL QUESTION IN THIS ANALYSIS IS WHETHER
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         1  THE CONDUCT COULD HAVE OCCURRED IN A COMPETITIVE

         2  MARKETPLACE.

         3  Q.   AND TO TIE THAT GENERAL PRINCIPLE TO THE EXAMPLES,

         4  CAN YOU TELL ME WHETHER THE SITUATION OUTLINED IN CASE ONE

         5  ON THAT DOCUMENT IS THE KIND OF CONDUCT THAT ONE, AS AN

         6  ECONOMIST, WOULD SAY COULD HAVE HAPPENED UNDER

         7  COMPETITION?

         8  A.   NO, IT COULDN'T HAVE.  JUST LOOKING AT THE FACTS

         9  HERE, ASSUMING--AGAIN, AS I TRIED TO MAKE CLEAR YESTERDAY,

        10  THERE IS NO ISSUE OF SHORT-RUN AND LONG-RUN COSTS--THESE

        11  ARE THE UNIT COSTS, $5 PER UNIT PRODUCED--THERE IS NO WAY,

        12  UNDER THOSE ASSUMPTIONS UNDER A COMPETITIVE MARKET, YOU

        13  WOULD OBSERVE A PRICE OF FOUR BEING CHARGED.  IT WOULD

        14  MAKE NO SENSE FOR A COMPETITIVE FIRM TO DO THAT.

        15  Q.   AND IS THAT THE REASON WHY YOU SAID THAT ORDINARILY

        16  COURTS AND ECONOMISTS WOULD AGREE THAT THAT SITUATION

        17  REPRESENTED OR ILLUSTRATED PREDATORY CONDUCT?

        18  A.   IT COULD.  COURTS AND ECONOMISTS, BECAUSE THERE IS

        19  INEVITABLY IN REAL LIFE SOME UNCERTAINTY ABOUT THE

        20  MEASUREMENT OF COST, LOOK IN ADDITION TO THE POSSIBILITY

        21  OF THE STRATEGY BEING SUCCESSFUL, THE POSSIBILITY OF

        22  RECOUPMENT AND SO ON.  BUT CERTAINLY IF ONE OBSERVES A

        23  PRICING OUTCOME THAT'S INCONSISTENT WITH THE COMPETITIVE

        24  MARKET IN THIS RESPECT, THAT PASSES THE THRESHOLD TEST, IF

        25  YOU WILL, FOR PREDATORY CONDUCT.
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         1  Q.   WELL, THEN, LET ME POSE TO YOU THE QUESTION OR THE

         2  ISSUE RAISED BY ONE OF THE COURT'S QUESTIONS FROM

         3  YESTERDAY.  AND ASSUME THAT WE ARE IN THE CASE ONE

         4  SITUATION IN WHICH THE COST OR THE PRICE OF THE PRODUCT IS

         5  BELOW THE COMPANY A'S COST.  CAN YOU ASSUME THAT?

         6  A.   YES.

         7  Q.   AND ALSO ASSUME THAT COMPANY A HAS THE PROSPECT OF

         8  DERIVING SOME ANCILLARY REVENUE FROM THE DISTRIBUTION AT

         9  THAT PRICE OF THE PRODUCT.

        10           WOULD THAT BE CONDUCT THAT YOU WOULD CALL

        11  PREDATORY, OR WOULD THAT BE CONSISTENT WITH COMPETITION?

        12  A.   WELL, TO EVALUATE CONDUCT UNDER THOSE CONDITIONS, YOU

        13  WOULD HAVE TO INCLUDE THE ANCILLARY REVENUE TO BE EXPECTED

        14  IN THE PRICE.  THAT'S THE EXPECTED REVENUE FROM A UNIT OF

        15  SALES OF THE PRODUCT IN QUESTION, INCLUDING ANCILLARY

        16  REVENUES.  AND IF THERE ARE COSTS ASSOCIATED WITH THOSE

        17  ANCILLARY REVENUES, YOU WOULD ALSO HAVE TO INCLUDE THEM IN

        18  THE COSTS.  SO, YOU WOULD WANT TO DO THE COMPARISON, AS IT

        19  WERE, ALL IN, WITH ALL ANCILLARY REVENUES AND COSTS TAKEN

        20  ACCOUNT OF.

        21  Q.   NOW, TRYING TO USE TERMS WITH PRECISION IN THE WAY

        22  THEY ARE USED IN DOING PREDATION ANALYSIS, IS THE

        23  DISCUSSION YOU JUST MENTIONED OF TAKING AN ANCILLARY COST

        24  AND REVENUES, IS THAT THE SAME AS AN ANALYSIS OF

        25  RECOUPMENT?
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         1  A.   NO, NOT AT ALL.  RECOUPMENT HAS TO DO WITH THE

         2  CIRCUMSTANCE UNDER WHICH LOSSES--LET ME STEP BACK.

         3           RECOUPMENT DEALS WITH THE ABILITY TO OFFSET

         4  PREDATORY LOSSES WITH FUTURE PROFITS.  RECOUPMENT IS THE

         5  PERIOD IN THE FUTURE WHEN HIGHER PROFITS MAKE UP FOR

         6  LOSSES IN THE PRESENT.

         7  Q.   HAVE YOU EVER SEEN ANY THEORY OR ANY CASE OR ANY

         8  TESTIMONY THAT SUGGESTED, OUTSIDE THE CONTOURS OF THIS

         9  CASE, THAT A FIRM COULD ENGAGE IN A PREDATORY STRATEGY

        10  WHERE IT WAS RECOUPING AT THE SAME TIME THAT IT WAS

        11  ENGAGED IN THE PREDATION?

        12  A.   NONE THAT I CAN THINK OF, MR. LACOVARA.

        13  Q.   NOW, TAKING THIS EXAMPLE TO THE FACTS AS YOU

        14  UNDERSTAND THEM IN THIS CASE, DEAN SCHMALENSEE, DO YOU

        15  BELIEVE THAT THE CONDUCT OF MICROSOFT IN THE MANNER IN

        16  WHICH IT DEVELOPED THE INTERNET EXPLORER TECHNOLOGIES AND

        17  THEN DISTRIBUTED THOSE, IS AN EXAMPLE OF WHAT WE ARE

        18  CALLING CASE-ONE CONDUCT?

        19  A.   NO, I DO NOT.

        20  Q.   AND CAN YOU EXPLAIN TO ME WHY YOU DO NOT HAVE THAT

        21  OPINION, SIR.

        22  A.   THE ANALYSIS, AS WE'VE DISCUSSED, NEEDS TO TAKE INTO

        23  ACCOUNT ALL COSTS AND REVENUES ASSOCIATED WITH THE ACTIONS

        24  AT ISSUE.

        25           IN THIS CASE, IT'S MOST IMPORTANT TO RECOGNIZE
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         1  THAT INTERNET EXPLORER GENERATED REVENUES AS A PART OF

         2  WINDOWS.  SO, THE FIRST THING THAT ONE NEEDS TO ASK IS, IS

         3  THE--IS IT PLAUSIBLE TO ASSERT, BASED ON THE INFORMATION

         4  THAT WE HAVE, THAT MICROSOFT, TAKING INTO ACCOUNT THE

         5  IMPROVEMENT IN ITS PLATFORM, LOST MONEY ON THE DEVELOPMENT

         6  OF INTERNET EXPLORER?

         7           NOW, ON ITS FACE, THE NOTION THAT AN INVESTMENT

         8  OF, I THINK, TWO AND A HALF PERCENT OF WINDOWS SALES TO

         9  DEVELOP FUNCTIONALITY IN WHAT WAS PLAINLY THE HOTTEST AREA

        10  IN PERSONAL COMPUTING WOULD BE AN AUTOMATIC MONEY-LOSER,

        11  IS IMPLAUSIBLE.  SO, AS I UNDERSTAND THE EVIDENCE, IT'S

        12  QUITE CLEAR--AND WE DISCUSSED THIS YESTERDAY--THAT

        13  MICROSOFT THOUGHT IT WOULD, AND DID, MAKE THAT INVESTMENT

        14  PROFITABLY IN IMPROVING THE QUALITY OF ITS WINDOWS

        15  PLATFORM.

        16  Q.   NOW, LET ME MOVE YOU TO CASE TWO, WHERE THE FIRM A

        17  HAS LOWERED ITS PRICE TO $7.

        18           COULD YOU EXPLAIN WHETHER THAT IS THE KIND OF

        19  BEHAVIOR THAT ECONOMISTS AND COURTS TYPICALLY DEEM

        20  PREDATORY, OR, RATHER, IT'S WHAT ONE WOULD EXPECT TO SEE

        21  UNDER COMPETITION.

        22  A.   IT'S WHAT ONE WOULD EXPECT TO SEE UNDER COMPETITION

        23  IN QUALITATIVE TERMS.  SUPPOSE, FOR INSTANCE, THAT WE HAD

        24  FOUR OR FIVE A'S, AND AN ENTRANT APPEARS.  THEN WHAT ONE

        25  EXPECTS TO HAPPEN--WHAT MAY WELL HAPPEN--IS THE PRICE
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         1  FALLS AS A RESULT OF SIGNIFICANT ENTRY, AND PERHAPS THE

         2  ENTRANT FAILS.

         3           IN THIS EXAMPLE, IF THE ENTRANT IS LESS

         4  EFFICIENT, IT ENTERS, THE PRICE FALLS, THE ENTRANT FAILS,

         5  THAT'S THE COMPETITIVE PROCESS.  COMPETITIVE PROCESS

         6  RESULTS IN THE SOMETIMES PAINFUL ELIMINATION OF

         7  INEFFICIENT FIRMS.  THAT'S WHAT--THAT'S HOW IT WORKS IN

         8  LIFE.  THAT'S CERTAINLY HOW IT WORKS IN TEXTBOOKS.

         9  Q.   NOW, LET ME FOLLOW UP ON THE QUESTION YOU JUST

        10  RAISED.

        11           WHY ISN'T IT BAD FOR CONSUMERS AND BAD FOR

        12  COMPETITION THAT THE PRICING STRATEGY ADOPTED BY FIRM A IN

        13  CASE TWO, THIS HYPOTHESIS WE ARE TALKING ABOUT, HAS DRIVEN

        14  OUT A COMPETITOR OR AN ENTRANT FROM THE MARKET?

        15  A.   WELL, AGAIN, THE TOUCHSTONE IS, IS THIS AN OUTCOME

        16  THAT COULD HAVE HAPPENED, COULD HAVE BEEN EXPECTED TO

        17  HAPPEN IN A COMPETITIVE INDUSTRY.  THE KEY HERE IS THAT B

        18  IS A HIGH-COST ENTRANT.  SO, IT IS A GOOD THING FOR

        19  CONSUMERS THAT PRICE WAS REDUCED.  IT IS A GOOD THING FOR

        20  CONSUMERS THAT THE EFFICIENT FIRM, A, IS THE ONE THAT

        21  REMAINS.  THERE IS NOTHING ANTI-CONSUMER,

        22  ANTI-COMPETITION.

        23           THERE IS A LITTLE DIFFICULTY ANSWERING WHETHER OR

        24  NOT IT'S ANTI-COMPETITIVE.  IT IS COMPETITIVE.  IT'S THE

        25  COMPETITIVE PROCESS OPERATING.
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         1  Q.   NOW, WE TALKED ABOUT THIS ISSUE, THIS CONCEPT IN

         2  TERMS OF PRICE.

         3           IS IT POSSIBLE TO DO THE SAME ANALYSIS OR

         4  COMPARABLE ANALYSIS WHEN TALKING ABOUT INNOVATION OR

         5  DESIGN DECISIONS FOR A PRODUCT?

         6  A.   IT'S POSSIBLE.  IT'S A LITTLE HARDER TO DO IT WITH

         7  NUMBERS, BUT IT'S POSSIBLE.

         8  Q.   WELL, CAN YOU ILLUSTRATE IT, EVEN IF YOU HAVE TO DO

         9  IT WITHOUT NUMBERS?

        10  A.   LET ME TRY, IF I MAY.

        11           I THINK IT'S EASIER TO START WITH A COMPETITIVE

        12  SITUATION, SO LET ME SUPPOSE THAT I HAVE A BUNCH OF A'S

        13  THROUGH A10, LET'S SAY, AND THEY'RE ALL SELLING--LET'S

        14  CALL THEM OPERATING SYSTEMS.

        15  Q.   SO THE RECORD IS CLEAR, YOU HAVE DRAWN A SERIES OF

        16  SQUARES UNDERNEATH YOUR A'S, AND THE SQUARES REPRESENT?

        17  A.   GEOMETRIC FIGURES CLOSELY RESEMBLING, I HOPE SQUARES

        18  OR RECTANGLES.

        19  Q.   A QUADRILINEAR FIGURE THAT REPRESENTS WHAT, SIR?

        20  A.   THAT REPRESENTS JUST SCHEMATICALLY AN OPERATING

        21  SYSTEM PRODUCT.  LET'S SUPPOSE WE HAVE A MARKET WITH TEN

        22  OPERATING SYSTEMS OF COMPARABLE SIZE, LET US SAY, JUST TO

        23  PUSH THE EXAMPLE, COMPETING.  AND THEY HAVE A CERTAIN SET

        24  OF FEATURES.  WE DON'T NEED TO WORRY ABOUT THAT AT THE

        25  MOMENT.
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         1           NOW LET'S SUPPOSE THAT B APPEARS.  B IS NOT

         2  SELLING AN OPERATING SYSTEM.  B IS SELLING ANOTHER

         3  PRODUCT.  AND FOR PURPOSES OF THE EXAMPLE, LET US SUPPOSE

         4  THAT IT OCCURS TO, AT LEAST, SOME PEOPLE, THAT THE

         5  FUNCTIONALITY PROVIDED BY B'S PRODUCT MIGHT BE USEFUL IN

         6  AN OPERATING SYSTEM.

         7           THEN THERE ARE A NUMBER OF THINGS THAT ONE CAN

         8  IMAGINE HAPPENING UNDER COMPETITION.  ONE COULD IMAGINE B

         9  PRODUCES A PLATFORM, PRODUCES AN OPERATING SYSTEM, BASED

        10  ON THAT FUNCTIONALITY.

        11           ONE COULD ALSO IMAGINE A1 OR ANY OF THE OTHER A'S

        12  SAYING, "THAT REALLY WOULD BE A GOOD ADDITION TO MY

        13  PRODUCT.  IF I DON'T DO IT, ONE OF MY COMPETITORS MAY.

        14  PERHAPS B WON'T.  PERHAPS IT'S IMPLAUSIBLE, BUT PERHAPS

        15  ONE OF MY COMPETITORS MAY," SO I ADD THE PRODUCT, I ADD

        16  THE FUNCTIONALITY.

        17           IF IT IS A GOOD IDEA--THESE THINGS MAY NOT ALWAYS

        18  BE INEVITABLE EX ANTE, BUT IF IT IS A GOOD IDEA AND SEEMS

        19  A GOOD IDEA TO OTHERS, A2 THROUGH A10 SAY, "A HAS IMPROVED

        20  ITS PRODUCT, A HAS ADDED FUNCTIONALITY.  IN ORDER TO

        21  COMPETE WITH A AND POSSIBLY WITH B, IF B CHOOSES TO DO

        22  THIS, WE BETTER FOLLOW SUIT."

        23           SO, IN A COMPETITIVE MARKET WHEN AN ATTRACTIVE

        24  SET OF FUNCTIONALITY APPEARS, ONE CAN EXPECT THAT IT WOULD

        25  BE ADDED TO THE PLATFORM.
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         1  Q.   NOW, DEAN SCHMALENSEE, YOU USED OPERATING SYSTEMS AND

         2  SOFTWARE AS AN EXAMPLE.

         3           IS THIS SORT OF BEHAVIOR LIMITED TO THE SOFTWARE

         4  INDUSTRY?

         5  A.   NO.  PEOPLE ADD FEATURES TO PRODUCTS ALL THE TIME TO

         6  COMPETE WITH EACH OTHER.  THIS IS--AGAIN, THIS IS

         7  COMPETITION IN DESIGN, COMPETITION IN INNOVATION.  IT IS

         8  OBVIOUSLY AN IMPORTANT PART OF THE COMPETITIVE PROCESS.

         9  Q.   AND WOULD YOUR ANALYSIS OF WHETHER THIS WAS

        10  COMPETITION AS OPPOSED TO PREDATION DIFFER IF THERE WERE

        11  ONLY ONE A AND ONE B IN THE MARKETPLACE?

        12  A.   AT THIS LEVEL, NO.

        13  Q.   AND WOULD YOUR ANALYSIS DIFFER IF IT WERE THE CASE

        14  THAT THERE WERE ONE A AND ONE B, AND THAT THE REASON THAT

        15  A TOOK THE FUNCTIONALITY FROM B AND MADE IT PART OF ITS

        16  PRODUCT, WAS BECAUSE IT PERCEIVED B TO BE A THREAT TO ITS

        17  BUSINESS?

        18  A.   NO.

        19  Q.   WHY NOT?

        20  A.   IT'S STILL COMPETITION.  IT IS REACTING TO AN

        21  OPPORTUNITY, AND IN THAT CASE, A CHALLENGE.  THE RESULT OF

        22  THAT KIND OF COMPETITION BENEFITS CONSUMERS.

        23           MR. LACOVARA:  I WOULD LIKE TO FOLLOW UP ON THIS

        24  TOPIC A LITTLE BIT MORE, BUT AT THIS TIME, YOUR HONOR, IF

        25  I COULD, I THINK I WOULD LIKE TO OFFER THOSE TWO
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         1  ILLUSTRATIONS MERELY AS AN ILLUSTRATION OF THE DEAN'S

         2  TESTIMONY.

         3           THE COURT:  THAT'S FINE.

         4           MR. LACOVARA:  WE HAVE MARKED THEM AS DEFENDANT'S

         5  EXHIBITS 2850 AND 51 AT THE NEXT BREAK, IF THAT'S

         6  ACCEPTABLE.

         7           THE COURT:  SURE.

         8           MR. BOIES:  NO OBJECTION, YOUR HONOR.

         9           THE COURT:  DEFENDANT'S 2850 AND 2851 ARE

        10  ADMITTED.

        11                         (DEFENDANT'S EXHIBIT NOS. 2850 AND

        12                          2851 WERE ADMITTED INTO EVIDENCE.)

        13  BY MR. LACOVARA:

        14  Q.   YOU MAY RETURN TO YOUR POST, DEAN SCHMALENSEE.

        15  A.   THANK YOU.

        16           (WITNESS RESUMES STAND.)

        17  Q.   AND TO FOLLOW UP ON THE SITUATION THAT'S NOW BEEN

        18  ILLUSTRATED IN WHAT IS NOW IN EVIDENCE AS DEFENDANT'S

        19  EXHIBIT 2851, YOU ARE TALKING THERE ABOUT PRODUCT

        20  INTEGRATION; CORRECT?

        21  A.   RIGHT.

        22  Q.   AND ABOUT THE DEVELOPMENT AND INNOVATION OF A

        23  PLATFORM SPECIFICALLY; CORRECT?

        24  A.   YES.

        25  Q.   AND DO YOU RECALL YESTERDAY THE COURT ASKED YOU, WHEN
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         1  WE WERE DISCUSSING MICROSOFT'S INTEGRATION DECISIONS,

         2  WHETHER MICROSOFT HAD EVER INTEGRATED INTO AN OPERATING

         3  SYSTEM SOFTWARE THAT, I THINK, IN THE COURT'S WORDS

         4  FUNCTIONED AS A PLATFORM?  DO YOU RECALL THAT?

         5  A.   YES, INDEED.  I DO RECALL THAT.

         6  Q.   AND HAVE YOU HAD AN OPPORTUNITY TO THINK OVERNIGHT

         7  ABOUT THAT COLLOQUY?

         8  A.   YES.  THE OBVIOUS EXAMPLE IS THE DEVELOPMENT OF

         9  WINDOWS 95.

        10  Q.   AND WHY IS IT YOUR TESTIMONY THAT WINDOWS 95 IS AN

        11  EXAMPLE OF A SITUATION IN WHICH MICROSOFT HAS MADE A

        12  DESIGN DECISION THAT RESULTED IN THE INTEGRATION OF

        13  SOFTWARE THAT FUNCTIONED AS A PLATFORM?

        14  A.   WELL, MICROSOFT COMBINED THE FUNCTIONALITY OF ITS

        15  MS-DOS PRODUCTS WITH THE FUNCTIONALITY OF ITS WINDOWS 3.X

        16  PRODUCTS, AND SOME NEW FEATURES.  IT WASN'T COMBINING

        17  CODE.  IT WAS COMBINING CAPABILITY.  AND PRODUCED AND

        18  INTEGRATED--AN INTEGRATED PRODUCT.  IT OFFERED ADDITIONAL

        19  BENEFITS TO CONSUMERS AND TO ISV'S.

        20  Q.   AND PRIOR TO THAT DEVELOPMENT OF WINDOWS 95, WERE

        21  BOTH WINDOWS 3.X AND MS-DOS PLATFORMS IN THE SENSE IN

        22  WHICH THE PLAINTIFFS HAVE USED THE WORD "PLATFORM" IN THIS

        23  CASE?

        24  A.   THEY HAVE BOTH EXPOSED API'S.  THEY HAVE BOTH

        25  COMPETED FOR THE INTERESTS OF SOFTWARE VENDORS.  YES,
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         1  INDEED.

         2  Q.   AND IS IT YOUR OPINION THAT CONSUMERS BENEFITED FROM

         3  THE DEVELOPMENT AND DISTRIBUTION OF WINDOWS 95?

         4  A.   ABSOLUTELY.

         5  Q.   IS IT YOUR OPINION THAT INDEPENDENT SOFTWARE VENDORS,

         6  ISV'S, BENEFITED FROM THE INTEGRATION THROUGH DEVELOPMENT

         7  AND DISTRIBUTION OF WINDOWS 95?

         8  A.   YES.

         9  Q.   DO YOU BELIEVE THAT MICROSOFT IMPROVED ITS PLATFORM

        10  WHEN IT DEVELOPED WINDOWS 95?

        11  A.   WITHOUT ANY DOUBT.

        12  Q.   AND DO YOU BELIEVE THAT THE DEVELOPMENT OF WINDOWS 95

        13  DISCOURAGED THE ENTRY OF NEW SOFTWARE--PLATFORM SOFTWARE

        14  VENDORS, OR, TO USE PROFESSOR FISHER'S CONSTRUCTION,

        15  DISCOURAGE THE ENTRY OF NEW INTEL-COMPATIBLE DESKTOP

        16  OPERATING SYSTEMS?

        17  A.   WELL, HOWEVER YOU POSE IT, THE ANSWER IS YES.  IT

        18  RAISED THE BAR BY MICROSOFT BECOMING A MORE

        19  COMPETITIVE--MORE EFFECTIVE COMPETITOR.  IT DISCOURAGED

        20  ENTITIES THAT MIGHT HAVE SOUGHT TO COMPETE WITH IT.

        21           I WANT TO BE CLEAR:  THERE IS NO BARRIER TO ENTRY

        22  AT ISSUE HERE.  IT IS SIMPLY MORE DIFFICULT TO COMPETE

        23  WITH A BETTER PRODUCT.

        24  Q.   NOW, I WOULD LIKE TO ASK YOU TO TAKE A LOOK AT

        25  PROFESSOR FISHER'S TESTIMONY ON THE SUBJECT OF THE
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         1  CREATION OF WINDOWS 95, AND I WOULD DIRECT YOUR ATTENTION

         2  TO THE JUNE 3RD AFTERNOON TRANSCRIPT AT PAGE 48.

         3           MR. LACOVARA:  YOUR HONOR, DO YOU STILL HAVE THE

         4  EXHIBITS?

         5           THE COURT:  I DO, BUT I WILL FOLLOW YOU FROM THE

         6  SCREEN.

         7           MR. LACOVARA:  ALL RIGHT.

         8  BY MR. LACOVARA:

         9  Q.   IN THE EXAMINATION BEGINNING AT LINE 22 BEGINS WITH,

        10  (READING):

        11                "QUESTION:  DID MICROSOFT HARM CONSUMERS

        12           WHEN IT COMBINED THE DOS"--

        13           SHOULD HAVE SAID "MS-DOS."

        14                --"OPERATING SYSTEM AND WINDOWS TECHNOLOGY

        15           AND CREATED WINDOWS 95?

        16                ANSWER:  I DON'T THINK"--

        17           THEN THE QUESTION CONTINUES:

        18                "QUESTION:  AND INTEGRATED THEM INTO ONE

        19           PRODUCT?

        20                ANSWER:  SORRY, I DON'T BELIEVE SO.

        21                QUESTION:  DID MICROSOFT HARM CONSUMERS,

        22           EVEN THOUGH WHEN IT BEGAN TO INCLUDE AND TO

        23           ENGINEER TOGETHER A GRAPHICAL USER INTERFACE IN

        24           AN UNDERLYING OPERATING SYSTEM INTO ONE OPERATING

        25           SYSTEMS THAT ESSENTIALLY PUT OTHER GRAPHICAL USER
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         1           INTERFACE MANUFACTURERS OUT OF BUSINESS?  DID

         2           THAT HARM CONSUMERS?

         3                ANSWER:  AS I SAY, I HAVEN'T STUDIED THAT

         4           PARTICULAR QUESTION.  I WOULD SAY NOT."

         5           DO YOU AGREE WITH PROFESSOR FISHER'S CONCLUSION--

         6  A.   YES.

         7  Q.   --DEAN SCHMALENSEE?

         8  A.   YES, I DO.

         9  Q.   AND DO YOU, SIR, KNOW OF ANY PRINCIPAL BASIS ON WHICH

        10  TO DISTINGUISH THE BENEFITS TO CONSUMERS THAT INURED FROM

        11  THIS INTEGRATION--NAMELY, THE INTEGRATION OF FUNCTIONALITY

        12  IN WINDOWS 3.X AND MS-DOS--FROM THE BENEFITS THAT INURED

        13  FROM THE INTEGRATION OF BROWSING FUNCTIONALITY INTO

        14  WINDOWS 95 AND WINDOWS 98?

        15  A.   I'M NOT AWARE OF A PRINCIPAL BASIS FOR MAKING THAT

        16  DISTINCTION, NO.

        17  Q.   AND ARE YOU AWARE OF ANY DISTINCTION, ANY PRINCIPAL

        18  DISTINCTION, OFFERED BY PROFESSOR FISHER OR THE PLAINTIFFS

        19  THAT WOULD SEPARATE THIS TESTIMONY FROM THE ANALYSIS OF

        20  THE INTEGRATION OF BROWSING FUNCTIONALITY INTO WINDOWS 95

        21  AND 98?

        22  A.   NO.

        23  Q.   OKAY.  AT THIS POINT, I WOULD LIKE TO MOVE TO THE

        24  QUESTION OF MARKET DEFINITION.

        25           AND YOU'RE AWARE, DEAN SCHMALENSEE, I TAKE, IT,
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         1  THAT PROFESSOR FISHER AND DR. WARREN-BOULTON HAVE CLAIMED

         2  THAT THE RELEVANT ANTITRUST MARKET IN THIS CASE CONSISTS

         3  OF THE MARKET FOR OPERATING SYSTEMS FOR INTEL-COMPATIBLE

         4  COMPUTERS?

         5  A.   YES, I AM.

         6  Q.   HOW DOES THE MARKET DEFINITION TO WHICH PLAINTIFFS'

         7  ECONOMISTS HAVE TESTIFIED COMPORT WITH THE CASE THAT YOU

         8  UNDERSTAND PLAINTIFFS HAVE PLEADED?

         9  A.   NOT WELL.  THAT MARKET DEFINITION RULES OUT THE

        10  COMPETITION AND COMPETITIVE THREATS ON WHICH PLAINTIFFS

        11  HAVE CONCENTRATED.

        12  Q.   AND CAN YOU EXPLAIN TO ME WHAT YOU MEAN BY IT RULES

        13  OUT THE COMPETITION AND COMPETITIVE THREATS ON WHICH

        14  PLAINTIFFS CONCENTRATE.

        15  A.   CERTAINLY.  NETSCAPE'S BROWSING SOFTWARE, NETSCAPE,

        16  DOES NOT MAKE AN OPERATING SYSTEM--DID NOT MAKE AN

        17  OPERATING SYSTEM--FOR INTEL-COMPATIBLE PC'S; THEREFORE,

        18  NETSCAPE IS NOT IN THE MARKET.  SUN, TO MY KNOWLEDGE,

        19  DOESN'T MAKE SUCH AN OPERATING SYSTEM.  MORE IMPORTANTLY,

        20  SUN'S JAVA LANGUAGE IN JAVA RUNTIME ENVIRONMENT IS NOT

        21  SUCH AN OPERATING SYSTEM; THEREFORE, JAVA IS NOT IN THE

        22  RELEVANT MARKET.

        23           SO, PLAINTIFFS HAVE DISCUSSED A CASE THAT CENTERS

        24  ON MICROSOFT'S CONDUCT AS IT RELATES PRINCIPALLY TO

        25  NETSCAPE, BUT SECONDARILY TO SUN'S JAVA, AND DEFINED A
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         1  MARKET IN WHICH THOSE ENTITIES ARE NOT PRESENT.

         2  Q.   NOW, DEAN SCHMALENSEE, DO YOU RECALL YESTERDAY WHEN I

         3  PUT UP ON THE SCREEN PARAGRAPH 66 OF THE COMPLAINT FILED

         4  BY THE JUSTICE DEPARTMENT--

         5  A.   YES.

         6  Q.   --THAT TALKED ABOUT WINDOWS AS A PLATFORM FOR

         7  APPLICATION DEVELOPERS?

         8  A.   EXCUSE ME.  YES, I DO RECALL THAT.

         9  Q.   AND DO YOU BELIEVE THAT THE MARKET DEFINITION

        10  PROPOSED BY PLAINTIFFS' ECONOMISTS IS CONSISTENT WITH THE

        11  EMPHASIS IN THE COMPLAINT ON WINDOWS AS A PLATFORM?

        12  A.   NO.  THE COMPLAINT EMPHASIZES WINDOWS AS A PLATFORM,

        13  AND THE BARRIER TO ENTRY PROPOSED BY PLAINTIFFS'

        14  ECONOMIST--ECONOMISTS IS CLEARLY ONE THAT RELATES TO

        15  WINDOWS AS PLATFORM, AND THAT WOULD AFFECT PLATFORM ENTRY.

        16  SO, I THINK THERE IS A FUNDAMENTAL INCONSISTENCY THERE.

        17  Q.   DO YOU HAVE THE COMPLAINT HANDY STILL, DEAN

        18  SCHMALENSEE?  IF NOT, I WOULD PROVIDE A COPY TO YOU.

        19           AND I WOULD LIKE TO FOLLOW UP ON YOUR REFERENCE

        20  IN YOUR LAST ANSWER TO THE BARRIER TO ENTRY BY ASKING THAT

        21  PARAGRAPH 67 OF THE COMPLAINT FILED BY THE DEPARTMENT OF

        22  JUSTICE BE DISPLAYED.

        23  A.   MR. LACOVARA, IF I HAVE IT, I CAN'T FIND IT.

        24  Q.   LET ME HAND YOU MY COPY, IF I MAY.

        25  A.   I'M SORRY.  IT WAS ON THE BOTTOM.  I HAVE IT.
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         1  Q.   I DON'T THINK WE NEED TO READ IT INTO THE RECORD.

         2  THE REFERENCE IS TO PARAGRAPH 67 OF THE COMPLAINT.

         3           CAN YOU JUST TELL ME IF THIS IS THE PORTION OF

         4  THE COMPLAINT TO WHICH YOU WERE REFERRING AND HOW YOU

         5  BELIEVE THAT THIS ALLEGATION SUGGESTS THAT THE PROPER

         6  ARENA IN WHICH TO ANALYZE COMPETITION IS PLATFORMS RATHER

         7  THAN INTEL-COMPATIBLE DESKTOP OPERATING SYSTEMS.

         8  A.   WELL, THE SECOND PART OF THE PARAGRAPH DESCRIBES A

         9  MECHANISM TO--AND I'M QUOTING HERE--GREATLY REDUCE OR

        10  ELIMINATE A KEY BARRIER THAT MAINTAINS THE OPERATING

        11  SYSTEM MONOPOLY, CLOSED QUOTE.  AND THE MECHANISM IS THE

        12  DEVELOPMENT OF NUMEROUS SOFTWARE APPLICATIONS NOT SPECIFIC

        13  TO WINDOWS.  THE DEVELOPMENT OF APPLICATIONS, THE VALUE OF

        14  APPLICATIONS IN DETERMINING THE ATTRACTIVENESS OF A

        15  PLATFORM, THIS IS ALL ABOUT PLATFORMS.  THIS IS ALL ABOUT

        16  COMPETITION FOR SOFTWARE VENDORS.  IT'S ALL ABOUT THE

        17  DEVELOPMENT OF APPLICATIONS THAT ENHANCE THE

        18  ATTRACTIVENESS OF COMPETING PLATFORMS.  THAT'S PLATFORM

        19  COMPETITION.

        20  Q.   SO, TO FOLLOW UP ON THAT RESPONSE, DEAN SCHMALENSEE,

        21  IS IT YOUR OPINION THAT NETSCAPE AND SUN, AND SUN

        22  SPECIFICALLY THROUGH THE DISTRIBUTION AND DEVELOPMENT OF

        23  ITS JAVA ENVIRONMENT, THAT THOSE FIRMS CONSTRAINED

        24  MICROSOFT'S BEHAVIOR?

        25  A.   ABSOLUTELY.
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         1  Q.   JUST SO IT'S CLEAR, WHERE AN ECONOMIST IN AN

         2  ANTITRUST CASE TALKS ABOUT CONSTRAINING BEHAVIOR, WHAT IS

         3  IT THAT YOU MEAN, SIR?

         4  A.   IT MEANS THAT IT AFFECTS BUSINESS DECISIONS.  IT WAS

         5  FORCED TO COMPETE MORE INTENSIVELY BY LOWER PRICING, BY

         6  MORE INTENSIVE PROMOTION, BY MORE INTENSIVE PRODUCT

         7  DEVELOPMENT, BUT THAT REQUIRED A COMPETITIVE RESPONSE.

         8  Q.   NOW, DO YOU UNDERSTAND PROFESSOR FISHER OR

         9  DR. WARREN-BOULTON TO QUARREL WITH THE PROPOSITION THAT

        10  NETSCAPE AND JAVA POSED, AT LEAST IN THEIR WORDS,

        11  COMPETITIVE THREATS OR COMPETITIVE CONSTRAINTS TO

        12  MICROSOFT?

        13  A.   NO, I BELIEVE WE ARE IN AGREEMENT ON THAT.

        14  Q.   AND YOU DO UNDERSTAND PROFESSOR FISHER AND

        15  DR. WARREN-BOULTON DEFINE THE MARKET IN A WAY THAT

        16  EXCLUDES AT LEAST THOSE TWO FIRMS; IS THAT CORRECT?

        17  A.   YES.

        18  Q.   NOW, PROFESSOR FISHER TESTIFIED THAT HIS MARKET

        19  DEFINITION OF APPROACH WAS--I BELIEVE HIS WORD WAS

        20  "STANDARD."

        21           DO YOU AGREE THAT THE APPROACH TAKEN BY THE

        22  PLAINTIFFS' ECONOMISTS IS STANDARD?

        23  A.   I THINK THE STANDARD APPROACH IN ANTITRUST ECONOMIC

        24  ANALYSIS--LET ME STOP THERE.  THE ANSWER IS NO, AND THE

        25  ELABORATION IS I BELIEVE THE STANDARD APPROACH IN
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         1  ANTITRUST ECONOMIC ANALYSIS IS TO IDENTIFY THE COMPETITION

         2  THAT'S AT ISSUE, TO LOOK AT THE ARENA IN WHICH THAT

         3  COMPETITION OCCURS; AND IF IT IS SENSIBLE TO TREAT THAT AS

         4  A MARKET, TO DO SO; IF IT IS NOT SENSIBLE TO TREAT THAT AS

         5  A MARKET, TO NONETHELESS MAINTAIN A FOCUS ON THE

         6  COMPETITIVE INTERACTIONS AT ISSUE.

         7  Q.   NOW, LET ME SEE IF I CAN ILLUSTRATE THAT POINT WITH A

         8  HYPOTHETICAL.  I WOULD LIKE YOU TO SUPPOSE TWO THINGS THAT

         9  ARE COUNTER FACTUAL.  THE FIRST IS THAT THE PLAINTIFFS'

        10  MARKET DEFINITION IS SOMETHING YOU AGREE WITH, AND THE

        11  SECOND IS THAT YOU'RE AN ECONOMIST EMPLOYED BY THE JUSTICE

        12  DEPARTMENT.  CAN YOU MAKE THOSE ASSUMPTIONS?

        13  A.   I CAN.

        14  Q.   AND ASSUME ALSO THAT IT'S 1994 AND '95.  MICROSOFT

        15  HAS CHOSEN NOT TO DEVELOP ITS OWN BROWSING SOFTWARE, BUT

        16  INSTEAD HAS DECIDED IT WANTS TO BUY NETSCAPE.

        17           CAN YOU MAKE THAT ASSUMPTION?

        18  A.   I CAN MAKE THAT ASSUMPTION.  IT WOULD PROBABLY BE

        19  BETTER TO BE 1995 AFTER NETSCAPE IS IN EXISTENCE.

        20  Q.   INDEED, 1995.

        21           USING PLAINTIFFS' MARKET DEFINITION, IS MICROSOFT

        22  PERMITTED TO BUY AT THAT POINT THE PREDOMINANT PROVIDER OF

        23  BROWSING SOFTWARE?

        24  A.   THEY DON'T COMPETE.  MICROSOFT OPERATES AN OPERATING

        25  SYSTEMS ACCORDING TO THE MARKET DEFINITIONS YOU ASKED ME
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         1  TO ASSUME.  SUN IS IN BROWSERS--EXCUSE ME--NETSCAPE IS IN

         2  BROWSERS.  MICROSOFT IS NOT IN BROWSERS.  NEITHER HAS, I

         3  WILL ASSUME, IMMEDIATE INTENTIONS TO ENTER THE OTHER'S

         4  MARKET.  THERE IS NO REASON WHY, IF I TOOK THAT VIEW OF

         5  THE WORLD, WHY I WOULDN'T RECOMMEND TO MY SUPERIORS THAT

         6  THE MERGER BE APPROVED.

         7  Q.   NOW, ARE YOU FAMILIAR WITH PROFESSOR FISHER'S RECENT

         8  TESTIMONY THAT NETSCAPE AND SUN SHOULD BE CONSIDERED IN

         9  DIFFERENT MARKETS THAN WINDOWS BECAUSE THEY ARE SOMETHING

        10  AKIN TO FACILITATORS OF ENTRY INTO AN OPERATING SYSTEMS

        11  MARKET?

        12  A.   I HAVE READ THAT TESTIMONY, YES.

        13  Q.   DO YOU HAVE AN OPINION ON THAT TESTIMONY, SIR?

        14  A.   IT DOESN'T MAKE SENSE TO ME.  SUN AND NETSCAPE, AS I

        15  UNDERSTAND EVERYTHING THAT PLAINTIFFS AND PLAINTIFFS'

        16  ECONOMISTS HAVE SAID UP TO THAT POINT, WERE PLATFORM

        17  THREATS TO WINDOWS.  NOW I'M TOLD THEY DON'T THREATEN

        18  WINDOWS AT ALL, BUT IN SOME SENSE THEY ARE VEHICLES FOR

        19  OTHER UNIDENTIFIED THREATS, OPERATING SYSTEM THREATS TO

        20  WINDOWS.  AND I SIMPLY DON'T UNDERSTAND--THAT VIEW OF THE

        21  WORLD DOES NOT RECONCILE EASILY OR AT ALL SO FAR, IN MY

        22  MIND, WITH THE WORLD AS I SEE IT.

        23  Q.   NOW, WHEN AN ISV WRITES AN APPLICATION TO SUN'S JAVA

        24  RUNTIME ENVIRONMENT, IS JAVA COMPETING AGAINST WINDOWS IN

        25  THE SENSE INDICATED IN THE PLAINTIFFS' COMPLAINT THAT
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         1  WINDOWS IS A PLATFORM?

         2  A.   YES.  SUN WOULD LIKE ISV'S TO WRITE PURE JAVA SO THAT

         3  THEIR APPLICATIONS CAN RUN ANYWHERE, IN PRINCIPLE.

         4  MICROSOFT WOULD LIKE ISV'S TO DESIGN APPLICATIONS THAT

         5  WOULD RUN ON WINDOWS.

         6           IT MATTERS TO THOSE COMPANIES WHAT CHOICE THE ISV

         7  MAKES, ASSUMING IT'S A GOOD APPLICATION.

         8  Q.   NOW, ASSUMING, DEAN SCHMALENSEE, THAT NETSCAPE AND

         9  JAVA ARE TWO EXAMPLES OF THE CURRENT CONSTRAINTS ON

        10  MICROSOFT'S BEHAVIOR, DO YOU THINK IT'S APPROPRIATE TO

        11  DEFINE A MARKET THAT INCLUDES NETSCAPE OR NOW AOL, AND

        12  INCLUDES SUN'S JAVA PROGRAMMING ENVIRONMENT?

        13  A.   NO, I DON'T.  THE REASON IS, IF ONE WERE GOING TO

        14  DEFINE A MARKET, IT WOULD BE--ONE WOULD WANT TO DO

        15  SOMETHING LIKE AN INNOVATION MARKET, THE APPROACH THAT THE

        16  DEPARTMENT OF JUSTICE HAS DESCRIBED, SINCE THE LOCUS OF

        17  COMPETITION HERE IS THE DEVELOPMENT OF NEW PRODUCTS.  ONE

        18  CAN IMAGINE A CIRCUMSTANCE IN WHICH, YEAH, THAT'S THE

        19  LOCUS OF COMPETITION TO DEVELOP NEW PLATFORMS.  WE WILL

        20  DRAW A RING AROUND ALL THOSE WHO ARE CAPABLE OF DEVELOPING

        21  NEW PLATFORMS, AND WILL ANALYZE THAT AGGREGATE.

        22           BUT I DON'T KNOW HOW TO DRAW THAT LINE AROUND ALL

        23  THOSE WHO ARE CAPABLE OF EXERTING CONSTRAINTS IN THAT

        24  ARENA, SO--AND CERTAINLY IF ONE COULD DO THAT, ONE

        25  WOULDN'T HAVE AN AGGREGATE FOR WHICH ONE COULD USEFULLY
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         1  COMPUTE SHARES, SO A MARKET REALLY IS AN AGGREGATE THAT

         2  YOU CAN COMPUTE SHARES OF.  YOU CAN ANALYZE IN A SET OF

         3  ROUTINE WAYS.  THE SET OF THOSE PEOPLE CAPABLE OF OFFERING

         4  PLATFORM THREATS TO WINDOWS IS AN INTERESTING SET, BUT

         5  THERE AREN'T ANY SHARES TO COMPUTE TO TELL YOU ANYTHING

         6  ABOUT THE SEVERITY OF THREATS.

         7  Q.   AND DOES THE FACT THAT YOU CAN'T COMPUTE SHARES OF A

         8  MARKET THAT WERE DEFINED TO INCLUDE ALL THE ACTUAL

         9  COMPETITION THAT MICROSOFT FACES, DOES THAT SUGGEST THAT

        10  YOU SHOULD JUST MOVE TO SOME OTHER MARKET WHERE YOU COULD

        11  FIND SOME PERCENTAGE MARKET SHARE INFORMATION?

        12  A.   NO.  YOU CAN DEFINE A MARKET USEFULLY WHEN TWO

        13  CONDITIONS ARE SATISFIED, BASICALLY.  AND AGAIN, THIS IS

        14  FAIRLY STANDARD TEXTBOOK MATERIAL.

        15           WHEN YOU CAN DEFINE AN AGGREGATE SUCH THAT ON THE

        16  ONE HAND THE ENTITIES INCLUDED ARE EFFECTIVE COMPETITORS

        17  OR COMPETITORS, AND ARE COMPARABLE IN THE SENSE THAT

        18  YOU'RE NOT INCLUDING THINGS THAT ARE VERY UNLIKE WITHIN

        19  THE AGGREGATE, SO THAT IT MAKES SENSE TO TREAT THEM, AS

        20  MARKET ANALYSIS USUALLY DOES, AS TO A FIRST APPROXIMATION

        21  HOMOGENEOUS.

        22           THE SECOND IS THAT THE AGGREGATES YOU DEFINED

        23  HAVE TO INCLUDE ALL IMPORTANT COMPETITIVE THREATS.  IF YOU

        24  CAN DO THAT--AND THERE CERTAINLY ARE CIRCUMSTANCES WHERE

        25  YOU CAN DO THAT--THEN DEFINING A MARKET AND GOING THROUGH
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         1  THE USUAL ANALYSIS IS HIGHLY USEFUL.  IT'S A GOOD

         2  TECHNIQUE.

         3           THERE ARE, HOWEVER, CIRCUMSTANCES WHERE YOU

         4  CAN'T--YOU CAN'T USEFULLY DO THAT.  WHEN YOU GET THE LINE

         5  BIG ENOUGH TO INCLUDE ALL POTENTIAL SOURCES OF

         6  COMPETITION, YOU'VE INCLUDED THINGS THAT ARE VERY UNLIKE

         7  EACH OTHER.  THIS IS THAT SORT OF SITUATION.

         8  Q.   WELL, YOU TESTIFIED IN JANUARY ABOUT A NUMBER OF

         9  THREATS, TO USE THE WORD YOU USED IN YOUR LAST ANSWER,

        10  THAT MICROSOFT FACES, AND YOU LISTED A NUMBER OF

        11  COMPETITORS.  I WOULD LIKE TO REVIEW THOSE NOW AND ASK

        12  WHETHER, FIRST, YOU HAVE BEEN STUDYING DEVELOPMENTS WITH

        13  RESPECT TO EACH OF THOSE COMPETITORS; AND SECOND, WHAT

        14  YOUR ASSESSMENT IS OF DEVELOPMENTS IN THE LAST SIX MONTHS.

        15           IN JANUARY, IN YOUR TESTIMONY, YOU MENTIONED

        16  APPLE AS A COMPETITOR.  HAVE YOU FOLLOWED DEVELOPMENTS

        17  WITH APPLE OVER THE LAST SIX MONTHS?

        18  A.   YES.  APPLE CONTINUES TO ATTRACT INDEPENDENT SOFTWARE

        19  VENDORS.  THE IMAC CONTINUES TO SELL VERY WELL.  APPLE IS

        20  SHOWING SIGNS OF RENEWED VIGOR.

        21  Q.   YOU MENTIONED THE LINUX OPERATING SYSTEM IN JANUARY.

        22  HAVE YOU KEPT UP ON DEVELOPMENTS IN LINUX, SIR?

        23  A.   IT'S FRANKLY HARD TO KEEP UP WITH ALL THE

        24  DEVELOPMENTS IN LINUX, BUT LINUX CONTINUES TO ATTRACT

        25  ISV'S.  LINUX IS ATTRACTING OEM'S, ON DESKTOPS AS WELL AS
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         1  SERVERS.  LINUX PROVIDERS, PARTICULARLY RED HAT AND

         2  CALDERA, ARE ATTRACTING INVESTORS.  SERIOUS CORPORATIONS

         3  ARE SPENDING SERIOUS MONEY ON LINUX, AND IT IS GROWING

         4  RAPIDLY ON ALL RELEVANT FRONTS.

         5  Q.   YOU TESTIFIED IN JANUARY ALSO THAT AOL AND OTHER

         6  PORTAL SITES AND ONLINE SERVICES, AND I TAKE IT FROM YOUR

         7  TESTIMONY YESTERDAY, YOU KEPT UP ON THAT TOPIC, HAVE YOU?

         8  A.   REASONABLY, YES.

         9  Q.   AND WHAT'S YOUR OPINION ON THE COMPETITIVE THREAT

        10  POSED TO MICROSOFT BY AOL AND OTHER PORTAL OPERATORS?

        11  A.   WELL, THERE ARE A COUPLE OF DEVELOPMENTS THERE THAT

        12  ARE IMPORTANT, AND THEY'RE RELATED BUT ONLY IN PART.  THE

        13  FIRST THAT I LEARNED ABOUT IN READING THE AOL DOCUMENTS

        14  WAS AOL'S PLAN TO DEVELOP A COMPREHENSIVE DESKTOP

        15  OPERATION, THE DE FACTO USER ENVIRONMENT OR DE FACTO

        16  OPERATING SYSTEM, THAT WOULD COMPETE WITH WINDOWS, COMPETE

        17  WITH THE WINDOWS PLATFORM FOR END USERS' ATTENTION, TIME,

        18  AND COMPUTING FUNCTIONALITY.

        19           THE SECOND--SO, I WAS NOT AWARE OF THAT PLAN

        20  UNTIL I SAW THE DOCUMENTS.

        21           THE SECOND DEVELOPMENT THAT RELATES TO WINDOWS

        22  AND PORTAL SITES AND HAS BEEN DISCUSSED HERE BY

        23  MR. EUBANKS AND OTHERS, AND CERTAINLY DISCUSSED WITH GREAT

        24  FREQUENCY IN THE TRADE PRESS AND THE PRESS MORE GENERALLY,

        25  IS THE DEVELOPMENT OF, BROADLY SPEAKING, THE WEB AS
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         1  PLATFORM, BUT MORE NARROWLY, THE DEVELOPMENT OF SO-CALLED

         2  STICKY APPLICATIONS ASSOCIATED WITH PORTALS, THE IDEA

         3  BEING, AGAIN AS WE DISCUSSED YESTERDAY, THAT COMPUTATION

         4  WOULD BE DONE, IN PART, ON THE SERVER.  THIS IS, OF

         5  COURSE, NOT A NOVEL NOTION FOR INTRANETS, BUT IT IS A BIT

         6  MORE NOVEL FOR THE INTERNET.  THE COMPUTATION WOULD BE

         7  DONE ON THE SERVER, AND DATA WOULD RESIDE ON THE SERVER,

         8  AND THAT THE STICKINESS WOULD REFLECT THE FACT THAT DATA

         9  WAS ON THE SERVER.

        10           THIS PARADIGM, THE WEB AS STANDARD STICKY

        11  APPLICATIONS PORTAL SITES AS IMPORTANT PLAYERS IN THE

        12  CONSUMERS AND BUSINESS COMPUTATION ENVIRONMENT, HAS

        13  ATTRACTED A GREAT DEAL OF ATTENTION AND A GREAT DEAL OF

        14  MOMENTUM IN THE PAST SIX MONTHS.  AND I MUST SAY I WAS

        15  STRUCK BY MR. EUBANKS'S TESTIMONY, THAT THAT IS THE FOCUS

        16  OF DEVELOPER ATTENTION THESE DAYS.

        17  Q.   YOU ALSO TESTIFIED ABOUT ALTERNATIVE PLATFORMS THAT

        18  ARE ATTRACTING THE ATTENTION OF DEVELOPERS, INCLUDING THE

        19  PALM ITS PALM OS AND THIN CLIENTS.  HAVE YOU FOLLOWED

        20  DEVELOPMENTS IN THOSE AREAS?

        21  A.   YES, I HAVE.  THAT HAS BEEN A VERY INTERESTING AREA.

        22  IT IS NOT--LET ME REPHRASE.

        23           IT IS RELATED TO THE AREA I JUST DISCUSSED,

        24  BECAUSE THE PALM-SIZED COMPUTERS AND THIN CLIENTS ARE PART

        25  OF A TREND TOWARD COMPUTATION BEING DONE ON SERVERS.
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         1           AND THEY ARE ALSO, IN THE CASE OF THE PALM, THE

         2  DEVELOPMENT OF AN ALTERNATIVE VERY POPULAR PLATFORM THAT

         3  IS ATTRACTING FOR ITS PURPOSES A LOT OF ISV ATTENTION,

         4  LOTS OF APPLICATIONS BEING WRITTEN, FOR A DEVICE THAT

         5  PROMISES INTERNET ACCESS EASILY AND FOR MANY

         6  DIFFERENT--FOR MANY DIFFERENT LOCATIONS AND DEVICES.  SO

         7  THAT IS RELATED TO, BUT IT HAS ITS OWN MOMENTUM AS WELL.

         8  Q.   I THINK IN YOUR LAST ANSWER YOU MAY HAVE MISSPOKEN,

         9  DEAN SCHMALENSEE.  YOU TALKED ABOUT A TREND TOWARDS

        10  COMPUTATION BEING DONE ON SERVERS.  DID YOU MEAN

        11  COMPUTING?

        12  A.   I NEED TO THINK FOR A MOMENT ABOUT THE SUBTLE

        13  DISTINCTION, BUT YES, I DID MEAN COMPUTING.  COMPUTING

        14  ALSO MEANT DATA RESIDING, YES.

        15  Q.   NOW, I WOULD LIKE TO NOW COMPARE YOUR APPROACH AND

        16  THE CONSTRAINTS YOU CONSIDERED TO THE ANALYSIS PERFORMED

        17  BY PROFESSOR FISHER WHEN HE TESTIFIED IN JANUARY AND IN

        18  JUNE.  AND TO DO THIS, I WOULD LIKE TO START BY TAKING YOU

        19  BACK TO YOUR WRITTEN DIRECT TESTIMONY.  DO YOU HAVE A COPY

        20  OF IT HANDY?  PARAGRAPH 178.

        21           AND IN PARAGRAPH 178 OF YOUR TESTIMONY, YOU

        22  DISCUSS THE APPROACH YOU'VE USED IN THINKING ABOUT HOW TO

        23  DEFINE THE ARENA OF COMPETITION IN THIS CASE.  DO YOU SEE

        24  THAT?

        25  A.   I DO SEE IT, YES.
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         1  Q.   AND DOES THAT REMAIN AN ACCURATE STATEMENT OF YOUR

         2  OPINION AS TO THE PROPER WAY TO ANALYZE COMPETITION FOR

         3  PURPOSES OF THIS CASE?

         4  A.   YES.

         5  Q.   AND AT THE END YOU QUOTE DR. FISHER'S WORK DIAGNOSING

         6  MONOPOLY, AND HIS STATEMENT THERE IS, "I DO NOT BELIEVE

         7  THAT THE QUESTION OF WHAT IS THE RELEVANT MARKET IS THE

         8  FUNDAMENTALLY RIGHT QUESTION TO ASK, EVEN THOUGH ANSWERING

         9  IT IN A SENSIBLE WAY CAN BE AN AID TO ANALYSIS.  THE

        10  FUNDAMENTAL QUESTION IS THAT OF THE CONSTRAINTS ON POWER.

        11  FOCUSING ON THE QUESTION OF THE RELEVANT MARKET CAN OFTEN

        12  LEAD TO LOSING SIGHT OF THAT FACT."

        13           DO YOU AGREE WITH PROFESSOR FISHER'S STATEMENT

        14  FROM HIS PAPER THAT I JUST QUOTED?

        15  A.   I DID, AND I DO.

        16  Q.   AND IN ANALYZING THE EXTENT TO WHICH MICROSOFT MAY

        17  EITHER HAVE OR EXERCISED MONOPOLY POWER, DO YOU BELIEVE IT

        18  IS IMPORTANT TO CONSIDER THE ACTUAL CONSTRAINTS AND

        19  POTENTIAL CONSTRAINTS THAT MICROSOFT FACES?

        20  A.   ABSOLUTELY.

        21  Q.   AND IN YOUR REVIEW OF PROFESSOR FISHER'S TESTIMONY,

        22  DO YOU BELIEVE THAT HE HAS, IN FACT, ANALYZED THE

        23  CONSTRAINTS ON MICROSOFT'S PRICING, OUTPUT AND INNOVATION

        24  DECISIONS?

        25  A.   NO, HE'S FOCUSED ON SHARE OF THE MARKET HE'S DEFINED.
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         1  Q.   DO YOU BELIEVE THAT IS A PROPER WAY TO CONDUCT

         2  COMPETITION ANALYSIS?

         3  A.   IN THIS CASE, NO.

         4  Q.   AND WHY NOT, SIR?

         5  A.   BECAUSE HE'S DEFINED A MARKET THAT OMITS ALL OF THE

         6  COMPETITIVE THREATS--ALL BUT LINUX OF THE COMPETITIVE

         7  THREATS YOU HAVE DISCUSSED.  IT OMITS OTHER POTENTIAL

         8  THREATS.  IT OMITS THE VERY COMPETITION THAT'S AT ISSUE

         9  HERE, THE RESPONSE TO NETSCAPE, RESPONSE TO SUN.  AND THIS

        10  IS PRECISELY A CASE WHERE MARKET BOUNDARIES ARE BLURRED,

        11  AND WHERE YOU SIMPLY CAN'T DEFINE A MARKET USEFULLY.

        12           WELL, I WILL REST ON THE QUOTATION UP THERE.

        13  ANSWERING IT IN A SENSIBLE WAY COULD BE AN AID TO ANALYSIS

        14  IF YOU COULD ANSWER IT IN THIS CASE IN A WAY THAT PASSED

        15  THE TWO TESTS I MENTIONED EARLIER.  I DON'T BELIEVE YOU

        16  CAN.  HIS DEFINITION CERTAINLY DOESN'T.

        17           AND WORRYING ABOUT THE DEFINITION TAKES YOU AWAY

        18  FROM THE FUNDAMENTAL QUESTION OF WHAT ARE THE COMPETITIVE

        19  INTERACTIONS AND CONSTRAINTS.

        20  Q.   NOW, IN DEFINING A MARKET, DO YOU BELIEVE IT IS

        21  APPROPRIATE TO FOCUS ONLY OR PRIMARILY ON THE FULL-DRESS

        22  SUBSTITUTES TO WINDOWS 98 THAT ARE AVAILABLE TO PC OEM'S

        23  AT THIS MOMENT OR IN THE VERY SHORT TERM?

        24  A.   NO.  THE FOCUS OF COMPETITION IN THIS BUSINESS ISN'T

        25  ON PRODUCTION CAPACITY OR THINGS OF THAT SORT.  IT'S ON
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         1  PRODUCT DEVELOPMENT.  AND WHAT'S AVAILABLE NOW HAS TO DO

         2  WITH PRODUCTS THAT WERE DEVELOPED IN THE PAST.  THE

         3  CURRENT COMPETITION HAS TO DO WITH PRODUCTS THAT ARE BEING

         4  DEVELOPED FOR THE FUTURE.

         5           SO, TO MERELY SAY, AS PLAINTIFFS' ANALYSIS WOULD

         6  SEEM TO SUGGEST, NETSCAPE DOESN'T PRODUCE AN OPERATING

         7  SYSTEM; THEREFORE, NETSCAPE IS NOT--DOES NOT NOW PRODUCE

         8  AN OPERATING SYSTEM; THEREFORE, NETSCAPE DOESN'T CONSTRAIN

         9  MICROSOFT, IS TO FLY IN THE FACE OF THE REALITIES OF THIS

        10  CASE, WHICH IS THAT MICROSOFT REGARDED NETSCAPE AS A

        11  THREAT, AND REACTED.

        12  Q.   AND HOW IS IT THAT THE COMPETITIVE THREATS AND

        13  CHALLENGES THAT YOU HAVE IDENTIFIED CONSTRAINED

        14  MICROSOFT'S BEHAVIOR IN TERMS OF PRODUCT INNOVATION?

        15  A.   MICROSOFT CLEARLY SAW THE EMERGENCE OF THE INTERNET

        16  AS AN OPPORTUNITY, AND IT SOMEWHAT LATER SAW THE EMERGENCE

        17  OF NETSCAPE'S BROWSER--VERY POPULAR, VERY GOOD BROWSER--AS

        18  A POTENTIAL--AS THE NUCLEUS, IF YOU WILL, OF A POTENTIAL

        19  PLATFORM THREAT.

        20           BOTH, I THINK, PLAUSIBLY AFFECTED--CERTAINLY THE

        21  FIRST AFFECTED, BUT PLAUSIBLY THE SECOND DID AS WELL, THE

        22  VIGOR WITH WHICH MICROSOFT PURSUED PRODUCT IMPROVEMENT

        23  RELATED TO THE INTERNET.

        24  Q.   SIR, HAS THE WORK YOU HAVE DONE IN PREPARING TO

        25  TESTIFY IN THIS CASE SUGGESTED TO YOU THAT MICROSOFT MAKES
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         1  INNOVATION OR DESIGN DECISIONS BASED ON, OR BASED

         2  EXCLUSIVELY ON PRODUCTS THAT ARE IN THE MARKET AT THIS

         3  MOMENT?

         4  A.   OH, NOT AT ALL.  NOT AT ALL.  THE DISCUSSION OF THE

         5  WEB AS PLATFORM, WEB-ENABLED APPLICATIONS, THE EARLY

         6  DISCUSSION OF THE IMPLICATIONS OF THE INTERNET THAT ARE IN

         7  MICROSOFT INTERNAL DOCUMENTS MAKES IT CLEAR THAT

         8  MICROSOFT, LIKE ANY WELL-RUN FIRM IN THE BUSINESS OF

         9  DEVELOPING NEW PRODUCTS, HAS TO THINK ABOUT THE

        10  COMPETITIVE ENVIRONMENT THAT IS BEING DEVELOPMENT AROUND

        11  IT, THE NEW PRODUCTS THAT ARE BEING DEVELOPED THAT POSE

        12  THREATS IN THE FUTURE.

        13  Q.   AND TO FOCUS ON THE EXAMPLES YOU JUST RAISED, DID

        14  MICROSOFT WAIT UNTIL THERE WERE COMMERCIALLY AVAILABLE

        15  BROWSERS IN THE MASS MARKET BEFORE IT STARTED DEVELOPING

        16  ITS OWN BROWSING TECHNOLOGY?

        17  A.   NO.  AT THE VERY LATEST--I MEAN, THERE IS

        18  OBVIOUSLY--THERE IS OBVIOUSLY A DISPUTE ABOUT WHAT

        19  DECISIONS WERE MADE WHEN.  BUT CERTAINLY, WHEN IBM

        20  ANNOUNCED THAT IT WAS GOING TO INCLUDE BROWSING TECHNOLOGY

        21  IN OS/2, IT WOULD HAVE BEEN FOOLISH FOR MICROSOFT TO SAY,

        22  "WELL, BUT THEY HAVEN'T DONE IT YET, LET'S WAIT UNTIL THEY

        23  DO."  THE EVIDENCE I HAVE SEEN SUGGESTED THAT MICROSOFT

        24  REACTED AS ONE WOULD EXPECT THE COMPANY TO REACT TO AN

        25  ANNOUNCEMENT LIKE THAT FROM A MAJOR COMPETITOR.  "LET'S
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         1  MOVE FORWARD ON OUR OWN."  INDEED, THEY WERE DOING IT AT

         2  THAT TIME.

         3  Q.   AND WHAT IS YOUR UNDERSTANDING OF WHEN IBM MADE THAT

         4  ANNOUNCEMENT?

         5  A.   LATE--SOMETIME IN 1994.  I THINK TOWARD THE LATTER

         6  PART OF THE YEAR.

         7  Q.   HOW IS THE EXISTENCE OF THE PLATFORM THREATS THAT

         8  YOU'VE IDENTIFIED, HOW DOES THAT CONSTRAIN MICROSOFT'S

         9  PRICING OF ITS OPERATING SYSTEM?

        10  A.   IN THE REAL WORLD, IN THIS BUSINESS, MICROSOFT

        11  RESPONDS TO ACTUAL AND POTENTIAL COMPETITION--IT

        12  HISTORICALLY HAS--RESPONDED TO ACTUAL AND POTENTIAL

        13  COMPETITION BY IMPROVING THE QUALITY OF ITS PLATFORM AND

        14  TRYING TO HAVE ITS PLATFORM USED WIDELY.  ONE OF THE WAYS

        15  IT DOES TRY TO HAVE ITS PLATFORM USED WIDELY IS TO HOLD

        16  THE PRICE DOWN.  I THINK THERE IS REALLY NO ALTERNATIVE TO

        17  THE--TO THAT EXPLANATION FOR MICROSOFT'S PRICING POLICY,

        18  THAT THE THREAT OF FUTURE COMPETITION, THE PRESENCE OF

        19  CURRENT COMPETITION, REQUIRES MICROSOFT TO INNOVATE

        20  RAPIDLY, TO EVANGELIZE AND SO FORTH WITH THE INDEPENDENT

        21  SOFTWARE VENDORS, TO INVEST IN PRODUCT IMPROVEMENT, TO

        22  INVEST IN PERSUADING SOFTWARE VENDORS TO USE ITS

        23  FUNCTIONALITY, AND TO TRY TO GROW THE PLATFORM, MAKE IT

        24  BETTER, MAKE IT MORE POPULAR.  HOLDING DOWN PRICE IS PART

        25  OF THAT.
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         1  Q.   DEAN SCHMALENSEE, IS THERE ANYTHING UNIQUE TO

         2  OPERATING SYSTEMS OR TO SOFTWARE ABOUT PRICING LOW TO

         3  DETER FUTURE ENTRY?

         4  A.   NO.

         5  Q.   NOW, DO CONSUMERS BENEFIT IF MICROSOFT PRICES LOW

         6  BECAUSE OF THE FEAR OF ENTRY?

         7  A.   ABSOLUTELY.

         8  Q.   AND JUST SO IT'S CLEAR, IS PRICING LOW, EVEN IF ITS

         9  INTENTION IS TO DETER ENTRY, IS THAT THE SAME AS

        10  PREDATION?

        11  A.   NO.  PREDATION, AS GENERALLY DEFINED, INVOLVES

        12  INCURRING LOSSES.  A PROGRAM OF INCURRING LOSSES TO DETER

        13  FUTURE ENTRY ONE MIGHT CALL PREDATORY.  IT'S AN

        14  INTERESTING HYPOTHETICAL.  BUT A PROGRAM OF PRICING LOW,

        15  PARTICULARLY WHEN THAT LOW PRICE IS PLAINLY PROFITABLE, IS

        16  NOT PREDATORY, BY ANY REASONABLE DEFINITION.

        17  Q.   NOW, IS PRICING LOW TO DETER ENTRY RELATED TO THE

        18  CONCEPT OF LIMIT PRICING THAT PROFESSOR FISHER INTRODUCED

        19  IN HIS TESTIMONY IN JANUARY?

        20  A.   THEY ARE THE SAME.

        21  Q.   NOW, DOES PRICING LOW TO DETER ENTRY ENSURE THAT THE

        22  INCUMBENT FIRM WILL CONTINUE TO HAVE THE SAME POPULARITY

        23  FOR ITS PRODUCTS, THAT IT WILL CONTINUE TO WIN THE

        24  COMPETITION?

        25  A.   ABSOLUTELY NOT.  IT COULD BE DEFEATED, JUST AS A FIRM
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         1  CAN IN A COMPETITIVE MARKET, BY A COMPETITOR WITH A BETTER

         2  PRODUCT, WITH LOWER COSTS, WITH A MORE INTERESTING AND

         3  INNOVATIVE STRATEGY, BY A RADICAL INNOVATION, LOTS OF WAYS

         4  AS WE OBSERVE IN REAL LIFE.

         5  Q.   NOW, I WOULD LIKE YOU THAT TAKE A LOOK, PLEASE, AT

         6  PROFESSOR FISHER'S REBUTTAL TESTIMONY FROM JUNE 2ND, THE

         7  A.M. SESSION AT PAGE 6, STARTING AT LINE 12, IF YOU COULD.

         8  IF I COULD HAVE THAT DISPLAYED.

         9           AND SINCE IT'S A RATHER LENGTHY EXCERPT, I WOULD

        10  JUST LIKE YOU, IF YOU COULD, TO READ FROM PAGE 6, LINE 12,

        11  THROUGH PAGE 7, LINE 8, AND SUMMARIZE WHAT YOU UNDERSTAND

        12  PROFESSOR FISHER TO BE SAYING HERE.

        13  A.   SORRY?  MAY I HAVE THE PAGE AGAIN.

        14  Q.   YES.  IT'S PAGE 6, LINE 12, THROUGH PAGE 7, LINE 8.

        15  I THINK IT'S DISPLAYED ON THE SCREEN, IF YOU CAN READ

        16  THAT.

        17  A.   I CAN, BUT THAT DOESN'T GO OVER ON TO THE NEXT PAGE.

        18  I WAS HOPING TO BE ABLE TO READ IT ALL ON THE SCREEN, BUT

        19  I'M GOING TO HAVE TO FIND IT IN THE BOOK.  WHAT WAS THE

        20  DATE AGAIN?

        21  Q.   WE HAVE THE TECHNICAL ABILITY TO DO THAT.  WE WILL

        22  PUT THEM BACK ON THE SCREEN AT THE SAME TIME.

        23           WELL, PERHAPS YOU SHOULD FIND IT ON PAPER.

        24           MY TECHNICAL ASSISTANT SAID, WHEN YOU HAVE GOTTEN

        25  TO THE END OF THE PAGE, TELL HIM, AND HE WILL SWITCH.
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         1  A.   I'LL COMFORTABLE WITH SWITCHING, YOUR HONOR.  ARE YOU

         2  READY?

         3           THE COURT:  ALL RIGHT, SURE.

         4  BY MR. LACOVARA:

         5  Q.   THIS IS THE SECTION THAT ENDS WITH PROFESSOR FISHER'S

         6  CONCLUSION THAT, QUOTE, MICROSOFT COULD WITH IMPUNITY

         7  CHARGE HIGH PRICES NOW, EVEN IF IT THOUGHT THAT THERE WAS

         8  A LONG-TERM THREAT TO ITS POWER.

         9           DO YOU HAVE THAT TESTIMONY IN MIND, DEAN

        10  SCHMALENSEE?

        11  A.   YES.

        12  Q.   DO YOU REGARD THAT TESTIMONY AS CONSISTENT WITH

        13  ECONOMICS ORTHODOXY, TO USE THE COURT'S APT PHRASE FROM

        14  YESTERDAY?

        15  A.   IN--THE ANSWER IS NO.  IT IS CONSISTENT WITH VERY

        16  SIMPLE BLACKBOARD MODELS IN WHICH WHAT A FIRM DOES TODAY

        17  HAS NO COMPETITIVE IMPACT FOR TOMORROW--ON TOMORROW.  THE

        18  ARGUMENT IS THAT THE ENTRANT HAS TO BE REALLY CONCERNED

        19  WITH WHAT PRICE THE ESTABLISHED FIRM CHARGES TOMORROW.

        20  TODAY'S PRICE PROVIDES NO PARTICULAR INFORMATION ABOUT

        21  THAT, SO WHY NOT MAKE MONEY NOW AND DROP PRICE WHEN ENTRY

        22  OCCURS.

        23           THAT, HOWEVER, IS NOT THE RATIONAL STRATEGY IN

        24  MODELS THAT INCLUDE, OR IN ECONOMIC ANALYSIS THAT

        25  INCLUDES, ANY NUMBER OF FEATURES THAT ARE CLEARLY PRESENT
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         1  IN THE REAL WORLD.  IT'S NOT TRUE, FOR INSTANCE, IF

         2  THERE'S IMPERFECT OR ASYMMETRIC INFORMATION ABOUT COSTS,

         3  WHO HAS HIGH COSTS AND WHO HAS LOW COSTS.

         4           IT'S MOST IMPORTANTLY NOT TRUE IN A NETWORK

         5  MARKET IN WHICH THERE IS A BENEFIT TOMORROW TO GROWING THE

         6  PLATFORM TODAY, BECAUSE THE MORE PEOPLE IN A NETWORK

         7  MARKET WHO USE A PARTICULAR PLATFORM, THE MORE VALUABLE IT

         8  IS TO THEM, SO THAT IF TODAY--

         9           THE COURT:  YOU SAY GROWING THE PLATFORM.  ARE

        10  YOU TALKING ABOUT GROWING THE MARKET FOR THE PLATFORM?

        11           THE WITNESS:  YES, GROWING USAGE OF.  I'M SORRY,

        12  THIS WAS--

        13           MR. LACOVARA:  I THINK THE COURT'S QUESTION WAS

        14  GROWING THE OVERALL SIZE OF PEOPLE USING IT, OR THE NUMBER

        15  OF PEOPLE USING YOUR PLATFORM, IRRESPECTIVE OF THE SIZE OF

        16  THE MARKET?

        17           WAS THAT THE COURT'S QUESTION?

        18           THE COURT:  I'M THINKING OF THE ANALOGY BETWEEN

        19  AIR TRAVEL AND RAILROADS.  AND THE TIME WHEN, BECAUSE VERY

        20  FEW PEOPLE FLEW, AIRLINES WOULD HAVE TO ADOPT PRICING

        21  STRATEGIES WHICH WERE COMPETITIVE WITH RAILROAD FARES, OR

        22  SHIP TRAVEL, SIMPLY TO ENCOURAGE PEOPLE TO LOOK AT AIR

        23  TRAVEL AS AN ALTERNATIVE.  MAYBE THE ANALOGY IS NOT APT,

        24  BUT IT SEEMS SO TO ME.  AND IF IT ISN'T, MAYBE YOU COULD

        25  TELL ME WHY.
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         1           THE WITNESS:  LET ME SEE IF I COULD LINK IT UP.

         2  IT'S ON THE WAY TO WHAT I HAD IN MIND.

         3           THE COURT:  ALL RIGHT.

         4           THE WITNESS:  SUPPOSE FOR A MOMENT THAT WE HAVE A

         5  SINGLE AIRLINE, JUST AGAIN TO KEEP SIMPLE, AND ONE OF THE

         6  THINGS THAT ATTRACTS TRAVELERS TO AIRLINES IS FREQUENCY OF

         7  CONNECTIONS.

         8           THE COURT:  OKAY.

         9           THE WITNESS:  THAT DEPENDS ON VOLUME.  SO, IF I

        10  PRICE LOW, I CAN GET ENOUGH DEMAND TO HAVE A LARGE NUMBER

        11  OF FLIGHTS.  THE MORE FLIGHTS I HAVE, THE MORE VALUABLE MY

        12  OFFERING, AS A WHOLE, IS TO EVERYBODY.

        13           SIMILARLY, IF I CAN KEEP THE PRICE LOW--I'M

        14  MICROSOFT NOW--SO THAT A LOT OF PEOPLE USE WINDOWS, AND I

        15  CAN ATTRACT APPLICATIONS VENDORS FOR BOTH REASONS, BOTH

        16  BECAUSE A LOT OF PEOPLE USE IT AND BECAUSE THERE ARE MORE

        17  APPLICATIONS FOR IT, IT BECOMES MORE VALUABLE TO THE

        18  USERS.

        19           SO, A LOW PRICE TODAY MEANS THAT IF A COMPETITOR

        20  SHOWS UP TOMORROW, MORE PEOPLE ARE USING MY PRODUCT, AND

        21  THEY LIKE IT BETTER.

        22           THE COURT:  SURE.

        23           THE WITNESS:  SO, THERE IS A REASON TO GO LOW

        24  TODAY IN ANTICIPATION OF POSSIBLE COMPETITION TOMORROW.

        25  SIMILARLY, THE AIRLINE WILL HAVE FREQUENT SCHEDULES.
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         1  PEOPLE WILL BECOME ATTRACTED TO US, USE THE AIRLINE.  AND

         2  IF A COMPETITOR SHOWS UP TOMORROW, I'M IN A BETTER

         3  POSITION THAN IF I DECIDED TO CHARGE A REALLY HIGH PRICE

         4  TODAY AND MILK THE MARKET.

         5           THE COURT:  ALL RIGHT.  OKAY.  I WILL ACCEPT

         6  THAT.

         7  BY MR. LACOVARA:

         8  Q.   THANK YOU.

         9           NOW, DOES PROFESSOR FISHER'S TESTIMONY THAT'S

        10  DISPLAYED ON THE SCREEN AND TO WHICH YOU REFERRED A FEW

        11  MOMENTS AGO, DEAN SCHMALENSEE, DOES THAT APPLY OR IS THAT

        12  RELEVANT IN MARKETS WHERE CURRENT RESEARCH AND DEVELOPMENT

        13  OR INNOVATION EXPENDITURES HAVE FUTURE EFFECTS?

        14  A.   NO.  THAT'S ANOTHER EXAMPLE OF WHERE A FIRM NEEDS TO

        15  REACT TODAY TO DEAL WITH POSSIBLE FUTURE COMPETITION.

        16  TODAY'S SPENDING ON RESEARCH AND DEVELOPMENT AND PRODUCT

        17  IMPROVEMENT, IF IT'S MONEY WELL SPENT, IMPROVES THE

        18  COMPETITIVE POSITION OF THE FIRM TOMORROW.  SO, EVEN IF IT

        19  DOESN'T FACE COMPETITION TODAY, TODAY'S SPENDING MAY

        20  IMPROVE ITS POSITION TOMORROW, AND BY PRODUCING A BETTER

        21  QUALITY PRODUCT, MAY, IN FACT, DISCOURAGE COMPETITORS

        22  TOMORROW.  CONSUMERS, OF COURSE, BENEFIT FROM THE PRODUCT

        23  IMPROVEMENT.

        24  Q.   AND IS THE PROFESSOR FISHER'S TESTIMONY THAT'S STILL

        25  DISPLAYED ON THE SCREEN CONSISTENT WITH HIS SUGGESTION IN
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         1  JANUARY THAT MICROSOFT WAS ENGAGING IN LIMIT PRICING?

         2           THE COURT:  WHAT WAS?

         3           MR. LACOVARA:  WAS ENGAGED IN LIMIT PRICING.

         4  SORRY, YOUR HONOR.

         5           THE WITNESS:  THIS TESTIMONY ARGUES THAT MAKING

         6  INNOVATION TODAY, CHARGING LOW PRICES TODAY, WOULD NOT BE

         7  RATIONAL FOR MICROSOFT; THEREFORE, IT IS INCONSISTENT WITH

         8  HIS TESTIMONY.

         9  BY MR. LACOVARA:

        10  Q.   NOW, PROFESSOR FISHER HAS SUGGESTED THAT MICROSOFT

        11  HAS ENGAGED IN PREDATORY CONDUCT.  IN ADDRESSING PREDATION

        12  CLAIMS OR PREDATION ARGUMENTS, IS IT SUFFICIENT TO ANALYZE

        13  ONLY THE CURRENT CONSTRAINTS ON THE ALLEGED PREDATOR'S

        14  BEHAVIOR, OR MUST ONE ALSO LOOK TO FUTURE CONSTRAINTS?

        15  A.   YOU HAVE TO LOOK AT FUTURE CONSTRAINTS BECAUSE, AS WE

        16  DISCUSSED YESTERDAY, A KEY PART OF THE ANALYSIS IS WHETHER

        17  THE ALLEGED PREDATOR IS IN A MARKET ENVIRONMENT THAT

        18  COULD, IF PREDATION WAS SUCCESSFUL, ENABLE THE ALLEGED

        19  PREDATOR TO RECOUP THE LOSSES INVOLVED IN PREDATION.

        20  ANALYZING THE POSSIBILITY OF RECOUPMENT NECESSARILY

        21  REQUIRES ANALYSIS OF FUTURE COMPETITIVE CONDITIONS AND

        22  CONSTRAINTS.

        23  Q.   AND JUST SO IT'S CLEAR, WHEN DOES THE RECOUPMENT

        24  PROCESS BEGIN UNDER ANTITRUST THEORY AND ANTITRUST CASES

        25  WITH WHICH YOU ARE FAMILIAR?
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         1  A.   WHEN THE PREY HAS BEEN REMOVED FROM THE MARKET, OR

         2  MORE PRECISELY, WHEN THE PREY'S ASSETS NO LONGER POSE A

         3  COMPETITIVE CONSTRAINT ON THE COMPETITOR.

         4  Q.   NOW, I WOULD LIKE TO REVIEW WITH YOU BRIEFLY THREE OF

         5  THE PHENOMENA OR PRODUCTS THAT YOU HAVE IDENTIFIED AS

         6  LONG-TERM CONSTRAINTS ON MICROSOFT'S PRICING AND

         7  INNOVATION DECISIONS, AND I WOULD LIKE TO START WITH THE

         8  LINUX OPERATING SYSTEM.

         9           IN JANUARY, PROFESSOR FISHER CALLED LINUX A JOKE.

        10  DO YOU SHARE HIS VIEW?

        11  A.   NO.  SERIOUS COMPANIES ARE INVESTING SERIOUS MONEY IN

        12  THE LINUX ENVIRONMENT.

        13  Q.   AND CAN YOU REVIEW VERY BRIEFLY, DEAN SCHMALENSEE,

        14  YOUR UNDERSTANDING OF WHAT IS GOING ON WITH THE LINUX

        15  OPERATING SYSTEM AND THE INVESTMENT TO WHICH YOU JUST

        16  TESTIFIED AND HOW THAT CONSTRAINS MICROSOFT'S BEHAVIOR.

        17  A.   IT'S A CHALLENGE IN DECIDING WHICH ORDER TO GO

        18  THROUGH THIS, BUT THE SYSTEM--THE OPERATING SYSTEM IS

        19  GAINING POPULARITY AMONG USERS.  NUMBER OF USERS CONTINUE

        20  TO RISE.

        21           LINUX HAS ATTRACTED SUPPORT FROM MORE OEM

        22  VENDORS.

        23           TO BE SURE, AS IT WAS IN JANUARY, PENETRATING

        24  MORE ON THE SERVER SIDE THAN ON THE DESKTOP SIDE, BUT

        25  THERE IS INCREASED PENETRATION NOW ON THE DESKTOP.  DELL,
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         1  I BELIEVE, OFFERS LINUX PRE-LOADED.  IBM IS SUPPORTING

         2  LINUX.  OTHER LARGE VENDORS ARE SUPPORTING LINUX IN

         3  DESKTOP SYSTEMS, NOT TO MENTION A WHOLE HOST OF SMALLER

         4  FIRMS THAT ARE PRE-INSTALLING LINUX AND HOPE TO BECOME

         5  LARGE FIRMS AS A RESULT OF THE SUCCESS OF THAT

         6  ENVIRONMENT.

         7           LINUX CONTINUES TO ATTRACT APPLICATION WRITERS.

         8  WORDPERFECT RUNS ON LINUX.  COREL HAS TALKED ABOUT AND, I

         9  GUESS, HAS PLANNED TO MOVE ITS OFFICE PRODUCTIVITY SUITE

        10  ON TO LINUX.  OTHER VENDORS, I THINK ORACLE, PERHAPS, BUT

        11  OTHER SUBSTANTIAL VENDORS HAVE APPLICATIONS FOR LINUX.

        12  THERE ARE A COUPLE OF OFFICE SUITES ALREADY AVAILABLE FOR

        13  LINUX THAT HAVE BEEN WIDELY REVIEWED AND WELL REVIEWED.

        14           THE TWO--ONE OF THE INTERESTING ISSUES WITH LINUX

        15  HAS ALWAYS BEEN EASE OF USE, AND THAT ISSUE IS BEING

        16  INCREASINGLY ADDRESSED IN TWO WAYS:  FIRST, BY VENDORS

        17  SHIPPING--OEM'S SHIPPING LINUX PRE-INSTALLED, WHICH DEALS

        18  IN PART--WHICH DEALS WITH LINUX'S TRADITIONAL DIFFICULTY

        19  OF INSTALLATION; AND SECOND, WITH THE DEVELOPMENT OF A

        20  COUPLE OF GRAPHICAL USER INTERFACES THAT MAKES LINUX MORE

        21  ATTRACTIVE ON THE CONSUMER SIDE.

        22           AND FINALLY, I GUESS I WOULD JUST MENTION ON THE

        23  SIDE OF CAPITAL MARKETS, AGAIN, THE LIST OF INVESTORS IN

        24  LINUX HARDWARE PRODUCERS LIKE VA RESEARCH OR LINUX

        25  SOFTWARE VENDORS LIKE RED HAT OR CALDERA, IS ALMOST A
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         1  WHO'S WHO IN THE TECHNOLOGY ARENA WITH INTEL BEING AN

         2  IMPORTANT PLAYER.

         3           SO, CAPITAL IS PLAINLY FLOWING DIRECTLY INTO

         4  APPLICATIONS, HARDWARE DEVELOPMENT.  IT'S FLOWING INTO

         5  PEOPLE WHO PROVIDE LINUX PACKAGES.  THERE ARE GRAPHICAL

         6  USER INTERFACES THAT ARE BEING DEVELOPED.

         7           IT IS STILL--TO BE SURE, IT HAS A SMALLER NUMBER

         8  OF USERS AND APPLICATIONS AND DEVELOPERS THAN WINDOWS, BUT

         9  THAT NUMBER IS GROWING RAPIDLY.

        10  Q.   NOW, LINUX, AS I THINK MR. MARITZ TESTIFIED, IS AN

        11  EXAMPLE OF THE OPEN-SOURCE MOVEMENT.

        12           HAVE YOU STUDIED THE OPEN-SOURCE MOVEMENT IN

        13  PREPARATION FOR YOUR TESTIMONY?

        14  A.   I HAVE STUDIED IT A BIT, YES, SIR.  IT IS A

        15  FASCINATING PHENOMENON.

        16  Q.   IS IT ONE THAT YOU THINK POSES LONG-TERM COMPETITIVE

        17  CONSTRAINTS TO MICROSOFT?

        18  A.   I THINK IT DOES.  THE MOST STRIKING EXAMPLE--LINUX IS

        19  ONE STRIKING EXAMPLE OF THE SOURCE--THE SUCCESS OF THE

        20  OPEN-SOURCE MOVEMENT, BUT THE MOST STRIKING EXAMPLE IS THE

        21  APACHE WEB-SERVER SOFTWARE.  THIS IS AN OPEN-SOURCE

        22  PRODUCT THAT IS THE LEADING WEB-SERVER PRODUCT.  IT HAS

        23  MORE USERS THAN MICROSOFT'S PRODUCTS, MORE USERS THAN

        24  NETSCAPE'S PRODUCTS.  AND IT IS NOT PRODUCED FOR PROFIT.

        25  IT IS PRODUCED BY A GROUP OF WORLDWIDE GROUP OF VOLUNTEERS
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         1  OPERATING ON THE WEB.

         2           LINUX IS A SIMILAR ENDEAVOR.  THERE IS A LOOSE

         3  CONNECTION AND INTERESTING GOVERNANCE STRUCTURE THAT

         4  BASICALLY PULLS TOGETHER A SET OF VOLUNTEERS.  TO AN

         5  ECONOMIST, IT IS A LITTLE BIT SURPRISING THAT THIS WORKS,

         6  FRANKLY, BUT IT DOES SEEM TO WORK.  LINUX'S TESTIMONY TO

         7  THAT, APACHE'S TESTIMONY TO THAT, AND THE MOVEMENT HAS

         8  STRONG ADHERENCE.

         9           THAT'S AN INCREDIBLE THREAT.  THIS IS ENTRY INTO

        10  COMPLICATED PRODUCT CATEGORIES WITH SUCCESSFUL PRODUCTS,

        11  WITHOUT CAPITAL INVESTMENT.  QUITE EXTRAORDINARY.

        12           AND MADE POSSIBLE BY A NUMBER OF THINGS, BUT

        13  IMPORTANTLY BY THE DEVELOPMENT OF THE INTERNET, WHICH

        14  PERMITS THIS KIND OF WIDE-RANGING YET HIGHLY EFFECTIVE AND

        15  RAPID COLLABORATION.  SO, THIS IS A FASCINATING

        16  DEVELOPMENT.

        17           MR. LACOVARA:  YOUR HONOR, I'M ABOUT TO MOVE TO A

        18  SECTION THAT WILL TAKE ABOUT 20 MINUTES.  I WILL PROCEED

        19  NOW OR WE COULD TAKE OUR BREAK.

        20           THE COURT:  LET'S TAKE OUR RECESS NOW.

        21           (BRIEF RECESS.)

        22           THE COURT:  JUST FOR PLANNING PURPOSES,

        23  MR. LACOVARA, CAN YOU GIVE ME SOME ESTIMATE AS TO HOW LONG

        24  YOU WILL BE?

        25           MR. LACOVARA:  YES.  I THINK IT IS UNLIKELY I
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         1  WILL BE FINISHED TODAY.  AND I INFORMED MR. BOIES, IF I DO

         2  NOT FINISH TODAY, I SHOULD FINISH BY THE MORNING BREAK

         3  TOMORROW.

         4           THE COURT:  SURE.

         5  BY MR. LACOVARA:

         6  Q.   DEAN SCHMALENSEE, JUST TO COMPLETE OUR DISCUSSION OF

         7  MARKET DEFINITION, I WANT TO ASK YOU A COUPLE OF QUESTIONS

         8  ABOUT TWO OTHER LONG-TERM CONSTRAINTS ON MICROSOFT'S

         9  BEHAVIOR THAT YOU'VE IDENTIFIED.  THE FIRST OF THOSE IS

        10  AOL AND PORTAL SITES GENERALLY.

        11           DO YOU RECALL YESTERDAY I DISPLAYED A DOCUMENT

        12  THAT TALKED ABOUT AOL BECOMING A DE FACTO USER ENVIRONMENT

        13  IN THE, IN YOUR WORDS, EFFECTIVE OPERATING SYSTEM?

        14  A.   I RECALL SEEING SOMETHING TO THAT EFFECT.  I HAVE

        15  CERTAINLY SEEN SUCH PHRASES IN AOL DOCUMENTS.

        16  Q.   AND CAN YOU TELL ME HOW, TO THE EXTENT THE DOCUMENTS

        17  DISCUSS THAT PHENOMENON OR THE INTENTIONS OF AOL, THAT YOU

        18  BELIEVE CONSTITUTES A CONSTRAINT ON MICROSOFT'S LONG-TERM

        19  BEHAVIOR, OR LONG-TERM CONSTRAINT ON MICROSOFT'S BEHAVIOR.

        20  A.   WELL, TO THE EXTENT THAT AOL FOLLOWS THROUGH ON THE

        21  STRATEGY, AS I UNDERSTAND IT, IT WOULD BECOME AN

        22  ENVIRONMENT THAT--IN WHICH A USER WOULD SPEND MOST OF HIS

        23  OR HER TIME, PERFORM MOST OF HIS OR HER COMPUTING

        24  FUNCTIONS.  I GUESS IN SOME SENSE BE A--BE A MORE

        25  COMPREHENSIVE ENVIRONMENT THAN, SAY, COMMUNICATOR IS.
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         1           SUCH AN APPLICATION IN WHICH THE USER WOULD SPEND

         2  MOST OR ALL OF HIS OR HER TIME, WOULD, IF IT RAN ACROSS

         3  OPERATING SYSTEMS, PERFORM THE SORT OF FUNCTION THAT

         4  PLAINTIFFS HAVE BEEN TALKING ABOUT.  IT WOULD RENDER THE

         5  OPERATING SYSTEM LESS IMPORTANT.  IT WOULD BE THE ENTITY

         6  THAT DEVELOPERS SOUGHT TO AUGMENT.  IT WOULD BE THE ENTITY

         7  THAT CONSUMERS FELT THEY HAD TO HAVE TO FUNCTION.  THAT'S

         8  A DIRECT THREAT TO MICROSOFT'S PLATFORM POSITION.

         9  Q.   AND YOUR TESTIMONY ABOUT AOL'S INTENTION OR JUST THE

        10  DOCUMENTS THAT YOU'VE SEEN THAT SUGGEST THAT AOL INTENDS

        11  TO BECOME DE FACTO USER ENVIRONMENT AND TO EMBED

        12  PRODUCTIVITY APPLICATIONS INTO ITS SERVICE, DO YOU

        13  UNDERSTAND THAT TO BE LIMITED TO AOL OR A BROADER

        14  PHENOMENON FOR PORTAL SITES AND PORTAL OPERATORS?

        15  A.   OH, IT'S MY UNDERSTANDING THAT, AGAIN, THERE IS A

        16  GENERAL MOVEMENT AMONG PORTAL OPERATORS TO EXPAND THE

        17  AMOUNT OF TIME THAT USERS SPEND IN THEIR ENVIRONMENT.

        18  IT'S A SOMEWHAT DIFFERENT, THOUGH CLOSELY RELATED

        19  PHENOMENON, MR. LACOVARA.  WITH PORTAL SITES, THE NOTION

        20  IS ONE ADDS FUNCTIONALITY TO THE SITE TO THE SERVER, AS IT

        21  WERE, AND THE NOTION WOULD BE THAT THE USER WOULD SPEND

        22  MOST OF HIS OR HER TIME CONNECTED TO THE SITE, PERFORMING

        23  VARIOUS FUNCTIONS.

        24           THE COURT:  THAT MEANS ON THE INTERNET?

        25           THE WITNESS:  ON THE INTERNET, RIGHT.  BUT ON THE
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         1  INTERNET CONNECTED, SAY, TO NETCENTER, WHERE ONE MIGHT

         2  KEEP ONE'S CALENDAR.  ONE MIGHT HAVE ROUGH DRAFTS OF

         3  DOCUMENTS STORED AT NETCENTER.

         4           THE COURT:  CAN YOU DO THAT?

         5           THE WITNESS:  THERE ARE SOFTWARE OFFERINGS THAT

         6  HAVE THAT CAPABILITY.  I WOULD SAY NOBODY HAS GONE AS FAR

         7  AS ONE READS THAT SOME INTEND TO GO.  BUT CERTAINLY THERE

         8  IS CALENDARING SOFTWARE THAT FUNCTIONS THAT WAY ON THE

         9  NET.

        10           THE COURT:  DOES ANYBODY WHO HAS ACCESS TO THE

        11  NET HAVE ACCESS TO YOUR CALENDAR, FOR EXAMPLE?

        12           THE WITNESS:  NO, NO, NO.  YOU WOULD WANT TO

        13  PASSWORD-PROTECT IT.  I DON'T KNOW THE SYSTEM.

        14           I KNOW THE MIT SYSTEM WHICH RUNS ON THE MIT

        15  SERVER--AND I CAN ANALOGIZE TO WHAT IT WOULD LOOK LIKE IF

        16  IT WERE NOT SETTING AT MIT BUT WERE SITTING AT NETCENTER.

        17  THERE ARE A LOT OF PEOPLE WHO HAVE ACCESS TO THE MIT

        18  INTRANET.  ONLY A SMALL NUMBER HAVE ACCESS TO MY

        19  CALENDARING INFORMATION, AND I CONTROL THAT.  THE SYSTEM

        20  SEES SORT OF WHO THEY ARE.  I DON'T KNOW IF THEY HAVE TO

        21  USE--YEAH, THEY DO HAVE TO USE PASSWORD.

        22           THE COURT:  CONTEMPLATING A SITUATION WHERE A PC

        23  USER WOULD DO ROUTINE TYPE FUNCTIONS ON THE SERVER, THE

        24  SERVER?  FOR EXAMPLE, FOLLOWING A STOCK PORTFOLIO?

        25           THE WITNESS:  WELL, THAT HAPPENS NOW.  IF YOU
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         1  WANT TO TRACK YOUR PORTFOLIO USING QUICKEN--I DON'T DO

         2  THIS, SOME DO--YOU CAN USE QUICKEN.  QUICKEN HAS A WEB

         3  SITE WHERE, AGAIN, YOU GO TO QUICKEN--YOU GO TO THE WEB,

         4  YOU START QUICKEN, YOU ASK QUICKEN TO CHECK YOUR STOCK.

         5  QUICKEN USES THE IE FUNCTIONALITY OF WINDOWS, GOES TO THE

         6  QUICKEN WEB SITE, AND GIVES YOU THE INFORMATION ON YOUR

         7  STOCK.  THAT IS, AS I UNDERSTAND IT, IS TODAY.

         8           THE COURT:  OKAY.

         9           THE WITNESS:  AND YOU CAN USE THE QUICKEN WEB

        10  SITE, I BELIEVE, TO DO THINGS LIKE CALCULATE MORTGAGE

        11  PAYMENTS AND SO FORTH.  I HAVE LOOKED AT THE SITE.  I

        12  HAVEN'T DONE THIS.

        13           THE COURT:  WORD PROCESSING?

        14           THE WITNESS:  I DON'T KNOW IF ANYBODY OFFERS

        15  THAT.  THERE IS NO REASON WHY YOU COULDN'T.  AND SOME MAY,

        16  YOUR HONOR.  I DON'T CLAIM TO FOLLOW ALL THE DETAILS.

        17  IT'S A VERY RAPIDLY MOVING FIELD.  BUT IT WOULD HAVE THE

        18  ADVANTAGE THAT INSTEAD OF HAVING TO CARRY AROUND A LAPTOP

        19  WITH ALL YOUR FILES, YOU COULD CARRY AROUND A SMALLER

        20  DEVICE, THE FILES WOULD BE ON THE WEB, OR WOULD BE ON THE

        21  SERVER, OR AS PEOPLE POINT OUT TO ME, I'M ABOUT TO TAKE A

        22  TRIP TO CHINA, IT WOULD BE NICE TO HAVE THE FILES IN

        23  CAMBRIDGE AND BE ABLE TO ACCESS THEM FROM CHINA FROM A

        24  HOTEL COMPUTER, NOT HAVE TO CARRY MINE.  THAT WOULD BE AN

        25  ADVANTAGE.  IT'S CERTAINLY FEASIBLE.
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         1           THE COURT:  OKAY, THANK YOU.

         2           MR. LACOVARA:  I WOULD LIKE AT THIS TIME, YOUR

         3  HONOR, FOR THE WITNESS TO BE SHOWN DEFENDANT'S EXHIBIT

         4  2785, WHICH IS A DOCUMENT PREPARED AND PUBLISHED BY

         5  MERRILL LYNCH, THE INVESTMENT BANK, ENTITLED "TECHNOLOGY

         6  BITS AND BYTES," DATED 7 JUNE 1999.

         7           THE COURT:  BEFORE YOU DO THAT, WOULD YOU HAVE

         8  HIM, BECAUSE I'M ANTICIPATING IT, HAVE HIM IDENTIFY THE

         9  THIRD FUTURE CONSTRAINT?

        10           MR. LACOVARA:  YES.  THIS ONE GOES SPECIFICALLY

        11  TO AOL, BUT THE THIRD FUTURE CONSTRAINT I WOULD ASK THE

        12  DEAN MOMENTARILY ARE THE SUBJECT ON WHICH WE HAD SOME

        13  DISCUSSION, WHICH IS INTERNET-CENTRIC AND WEB-CENTRIC

        14  APPLICATIONS.

        15           THE COURT:  OKAY.

        16           MR. LACOVARA:  WHILE I MARK THIS DOCUMENT, I WILL

        17  LOOK AT MY NOTES AND SEE WHETHER THERE IS ANY MORE TO BE

        18  COVERED THAN THE TESTIMONY THAT WAS JUST ELICITED.

        19           BUT I OFFER THIS DOCUMENT AT THIS TIME.  AND I

        20  SHOULD SAY, MR. BOIES, I'M OFFERING IT AS A STATEMENT OF

        21  MERRILL LYNCH'S VIEWS, NOT NECESSARILY FOR ITS TRUTH.

        22           MR. BOIES:  NO OBJECTION, YOUR HONOR.

        23           THE COURT:  DEFENDANT'S 2785 IS ADMITTED.

        24                         (DEFENDANT'S EXHIBIT NO. 2785 WAS

        25                          ADMITTED INTO EVIDENCE.)
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         1  BY MR. LACOVARA:

         2  Q.   NOW, DEAN SCHMALENSEE, DO YOU HAVE AN UNDERSTANDING

         3  OF WHAT THIS DOCUMENT IS?

         4  A.   THIS APPEARS TO BE A COMMUNICATION FROM MERRILL LYNCH

         5  TO ITS CLIENTS.  IT'S LABELED "DAILY NEWS AND ANALYSIS OF

         6  THE TECHNOLOGY SECTOR," SO IT IS PRESUMABLY A DAILY

         7  COMMUNICATION FROM MERRILL LYNCH TO ITS CLIENTS, A

         8  PARTICULAR INSTANCE OF THAT.

         9  Q.   AND I WOULD LIKE TO FOCUS ON WHAT I BELIEVE IS THE

        10  SEVENTH LINE IN THE FIRST PARAGRAPH, THE PARAGRAPH MARKED

        11  "INTERNET."  AND YOU WILL SEE A SENTENCE THAT BEGINS, "WE

        12  THINK THE BIG CHALLENGE TO MICROSOFT, MICROSOFT'S

        13  OPERATING SYSTEM FRANCHISE, IS THAT THERE WOULD BE MANY

        14  COMPUTERS THAT ARE NOT RUNNING WINDOWS THAT ARE SIMPLY NET

        15  DEVICES ON WHICH AOL COULD EFFECTIVELY BE THE OPERATING

        16  SYSTEM."

        17           DO YOU SEE THAT?

        18  A.   YES.

        19  Q.   IS THAT STATEMENT OF OPINION BY THE MERRILL LYNCH

        20  ANALYST WHO FOLLOWED THIS SECTOR CONSISTENT OR

        21  INCONSISTENT WITH WHAT YOU HAVE SEEN IN AOL'S DOCUMENTS

        22  ABOUT AOL'S BUSINESS STRATEGY?

        23  A.   THAT'S QUITE CONSISTENT.

        24  Q.   AND IS IT CONSISTENT OR INCONSISTENT WITH THE WAY YOU

        25  HAVE CHOSEN TO ANALYZE COMPETITION IN THIS CASE?
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         1  A.   WELL, IT'S CONSISTENT WITH MY UNDERSTANDING OF THE

         2  WAY COMPETITION IS DEVELOPING IN THE MARKETPLACE, AND THUS

         3  WITH THE WAY I HAVE CHOSEN TO LOOK AT IT, YES.

         4  Q.   AND IS THE PROPOSITION OR THE EXPRESSION OF MERRILL

         5  LYNCH'S OPINION THAT THE BIG CHALLENGE TO MICROSOFT'S

         6  OPERATING SYSTEM FRANCHISE COMES FROM AOL AND SIMILAR

         7  FIRMS IDENTIFIED LATER IN THE DOCUMENT, IS THAT CONSISTENT

         8  OR INCONSISTENT WITH THE MANNER IN WHICH THE PLAINTIFFS'

         9  ECONOMISTS HAVE CHOSEN TO DEFINE A MARKET IN THIS CASE?

        10  A.   IT'S INCONSISTENT, BECAUSE, OF COURSE, AOL DOES NOT

        11  NOW PRODUCE AN OPERATING SYSTEM.  AND AS THIS IS WRITTEN,

        12  THERE IS NO INDICATION THAT AOL PLANS TO PRODUCE AN

        13  OPERATING SYSTEM.  IT DOES, HOWEVER, PLAN, ACCORDING TO

        14  THIS AND THE DOCUMENTS I HAVE SEEN, TO BE THE

        15  EFFECTIVE--TO EFFECTIVELY BE THE OPERATING SYSTEM.

        16           SO, STRICTLY SPEAKING, THIS DOES NOT SUGGEST THAT

        17  THERE IS EVEN A CONTEMPLATED PRODUCTION OF AN OPERATING

        18  SYSTEM, BUT THERE IS, ON THIS OPINION AND CONSISTENT WITH

        19  THE AOL PLANS, A PLANNED CHALLENGE TO MICROSOFT.

        20  Q.   NOW, JUST TO FOLLOW UP BRIEFLY ON THE DISCUSSION YOU

        21  HAD WITH THE COURT A FEW MOMENTS AGO ON THE NOTION OF

        22  WEB-BASED OR NETWORK-BASED APPLICATIONS, PROFESSOR FISHER

        23  HAS SUGGESTED THAT THE DEVELOPMENT OR THE PROSPECT OF SUCH

        24  TECHNOLOGIES DO NOT AFFECT MICROSOFT'S PRICING OR ITS

        25  BEHAVIOR BECAUSE THEY'RE NOT FULLY DEVELOPED TODAY, AND
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         1  THEY DO NOT INVOLVE PC OPERATING SYSTEMS SPECIFICALLY.

         2           DO YOU AGREE THAT THAT IS THE APPROPRIATE WAY TO

         3  DIVIDE A MARKET OR TO ANALYZE COMPETITION?

         4  A.   CERTAINLY NOT IN THIS BUSINESS.  WE'VE ALL SEEN A LOT

         5  OF MICROSOFT INTERNAL DISCUSSIONS OF ITS ENVIRONMENT.

         6           NOW, IT IS IMPOSSIBLE TO READ THOSE WITHOUT

         7  COMING TO THE RECOGNITION THAT MICROSOFT, LIKE ANY

         8  WELL-MANAGED FIRM IN A TECHNOLOGY BUSINESS, LOOKS DOWN THE

         9  ROAD AND TRIES TO DO WHAT IT CAN TO DEAL TODAY WITH WHAT'S

        10  LIKELY OR POSSIBLE OR FRIGHTENING ABOUT TOMORROW.  SO,

        11  TODAY'S BEHAVIOR IS CLEARLY CONSTRAINED BY AND SHAPED BY

        12  THE FUTURE.  OR EXPECTATIONS ABOUT THE FUTURE, LET ME BE A

        13  LITTLE CLEARER.

        14  Q.   LET ME TURN YOUR ATTENTION, DEAN SCHMALENSEE, TO

        15  PLAINTIFFS' MONOPOLY POWER ANALYSIS SPECIFICALLY, AND IN

        16  PARTICULAR TO THEIR ANALYSIS OF BARRIERS TO ENTRY.

        17           CAN YOU EXPLAIN FIRST, GENERALLY, WHAT ROLE

        18  ANALYSIS OF BARRIERS TO ENTRY PLAYS IN AN ANALYSIS OF

        19  MONOPOLY POWER.

        20  A.   WITHOUT A BARRIER TO ENTRY, THERE CAN'T BE LONG-TERM

        21  MONOPOLY POWER.  BY DEFINITION, ESSENTIALLY, WITHOUT SOME

        22  IMPEDIMENT TO COMPETITIVE ENTRY, ANY MONOPOLY POWER THAT

        23  MIGHT BE PRESENT IS TRANSITORY, IS SHORT-TERM.

        24  Q.   AND HOW MANY BARRIERS TO ENTRY HAVE THE PLAINTIFFS

        25  AND THEIR ECONOMISTS IDENTIFIED IN THIS CASE, SIR?
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         1  A.   WELL, THEY MAY HAVE MENTIONED MORE THAN ONE, BUT THE

         2  ONLY ONE THAT I HAVE SEEN ANALYZED OR DISCUSSED AT ANY

         3  LENGTH IS THE SO-CALLED APPLICATIONS PROGRAM OR

         4  PROGRAMMING BARRIER TO ENTRY.

         5  Q.   AND CAN YOU EXPLAIN YOUR UNDERSTANDING OF THE NATURE

         6  OF THE PLAINTIFFS' CONTENTION THAT THERE IS SUCH A BARRIER

         7  AND HOW IT SUPPOSEDLY PROTECTS MICROSOFT'S, IN THEIR

         8  WORDS, OPERATING SYSTEM MONOPOLY.

         9  A.   PLAINTIFFS AND THEIR ECONOMISTS POSE IT AS SORT OF A

        10  CHICKEN-AND-EGG PROBLEM THAT WOULD FACE A POTENTIAL

        11  ENTRANT.  THE ARGUMENT IS THAT INDEPENDENT SOFTWARE

        12  VENDORS WON'T WRITE FOR A PLATFORM UNLESS IT HAS A LARGE

        13  NUMBER OF USERS.

        14           AND, OF COURSE, IT IS DIFFICULT OR IMPOSSIBLE FOR

        15  A PLATFORM TO OBTAIN A LARGE NUMBER OF USERS, UNLESS IT

        16  HAS A LARGE NUMBER OF INDEPENDENT SOFTWARE VENDORS WRITING

        17  FOR IT.  THEREFORE, OF COURSE, ACCORDING TO THIS ANALYSIS,

        18  NO NEW PLATFORM CAN EVER GROW, CAN EVER ENTER.  ITS

        19  INDEPENDENT SOFTWARE VENDORS WON'T SUPPORT IT.  WITHOUT

        20  APPLICATIONS, IT CAN'T GROW.

        21  Q.   JUST TO MAKE SURE THE POINT IS CLEAR, LET ME ASK YOU

        22  TO TAKE A LOOK AT PROFESSOR FISHER'S TESTIMONY FROM THE

        23  AFTERNOON SESSION ON JUNE 2, AT PAGE 21, LINE 3, AND ASK

        24  IF YOU, DEAN SCHMALENSEE, COULD READ INTO THE COURT THE

        25  QUESTION AND ANSWER THAT BEGINS ON LINE 3 AND CONCLUDES ON

                                                           55

         1  LINE 7.

         2  A.   CERTAINLY, (READING):

         3                "QUESTION:  AND JUST SO IT'S COMPLETELY

         4           CLEAR, THE APPLICATIONS BARRIER TO ENTRY, YOU

         5           SAID, WAS THE PRINCIPAL OR DOMINANT BARRIER TO

         6           ENTRY THAT PROTECTS MICROSOFT'S, IN YOUR WORDS,

         7           MONOPOLY; IS THAT CORRECT?

         8                ANSWER:  YES."

         9  Q.   AND JUST SO IT IS COMPLETELY CLEAR ON THIS RECORD,

        10  DEAN SCHMALENSEE, WHAT IS THE IMPLICATION OF THAT

        11  TESTIMONY FOR THIS CASE IF ONE IS ABLE TO DEMONSTRATE THAT

        12  THERE IS NO APPLICATIONS BARRIER TO ENTRY?

        13  A.   IF THERE IS NO APPLICATIONS BARRIER TO ENTRY, THERE

        14  IS NO MONOPOLY IN THE SENSE NORMALLY USED IN ANTITRUST

        15  CONTEXT--IN AN ANTITRUST CONTEXT.  THERE IS, AT MOST,

        16  TRANSITORY MARKET POWER.  THERE ISN'T MONOPOLY THAT HAS

        17  DURABILITY.

        18  Q.   WELL, LET ME ASK YOU, THEN:  DO YOU BELIEVE THERE IS

        19  AN APPLICATIONS BARRIER PROGRAMMING--AN APPLICATIONS

        20  PROGRAMMING BARRIER TO ENTRY IN THE MARKET AS PLAINTIFFS

        21  HAVE DEFINED IT?

        22  A.   WELL, OF COURSE, THIS BARRIER APPLIES, BY ITS NATURE,

        23  TO PLATFORMS.  THIS HAS TO DO WITH PLATFORMS, SO IT

        24  DOESN'T, STRICTLY SPEAKING, RELATE VERY NICELY TO THE

        25  MARKET AS PLAINTIFFS DEFINE IT.  IT'S A BROADER CONCEPT.
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         1  BUT THE ANSWER IN EITHER CASE IS NO.

         2  Q.   CAN YOU EXPLAIN TO ME INITIALLY IN BROAD TERMS, OR

         3  EXPLAIN TO THE COURT IN BROAD TERMS, WHY IT IS THAT YOU

         4  AND PROFESSOR FISHER SO FUNDAMENTALLY DISAGREE ON THE

         5  EXISTENCE OF THIS BARRIER TO ENTRY.

         6  A.   THAT SEEMS TO INVITE A RATHER DEEP LEVEL OF ANALYSIS,

         7  AND I'M NOT SURE I CAN ADDRESS IT IN ADEQUATE DEPTH.  LET

         8  ME DO WHAT I CAN.

         9  Q.   OKAY.

        10  A.   I HAVE TRIED TO CONCENTRATE ON WHAT I SEE IN THE

        11  MARKETPLACE, AND THE FACTS ARE INCONSISTENT WITH THAT

        12  STORY.  IT'S A VERY NICE, TIDY THEORY.  IT EXPLAINS WHY NO

        13  ONE CAN EVER GROW A PLATFORM.  AND, OF COURSE, IT EXPLAINS

        14  WHY NO ONE WOULD EVER TRY, BECAUSE THIS BEING A WELL-KNOWN

        15  PHENOMENON, THAT YOU CAN'T--YOU KNOW, YOU CAN'T HAVE THE

        16  CHICKEN WITHOUT THE EGG, YOU CAN'T HAVE THE EGG WITHOUT

        17  THE CHICKEN, SO THEREFORE IT'S IMPOSSIBLE, HAS ALL KINDS

        18  OF IMPLICATIONS ABOUT HOW APPLICATIONS WRITERS BEHAVE,

        19  WHAT HAPPENS TO NEW PLATFORMS.  IT JUST HAS A WHOLE HOST

        20  OF APPLICATIONS THAT SEEM TO ME ABSOLUTELY INCONSISTENT

        21  WITH THE FACTS.  IT'S A GOOD THEORY.  IT'S JUST WRONG.

        22  Q.   HAS PROFESSOR FISHER PRESENTED ANY EMPIRICAL EVIDENCE

        23  OR ANALYSIS THAT HIS ASSERTION THAT THERE IS SUCH A

        24  BARRIER TO ENTRY, IS, IN FACT, TRUE?

        25  A.   HE'S POINTED TO A NUMBER OF ASSERTIONS IN THE RECORD,
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         1  A NUMBER OF STATEMENTS, THAT SAY THAT ONE OF THE REASONS

         2  WHY WINDOWS IS VERY ATTRACTIVE AND WHY IT'S VERY HARD TO

         3  COMPETE WITH WINDOWS IS THAT IT HAS A LARGE STOCK OF

         4  APPLICATIONS AND HIGH-QUALITY APPLICATIONS.  THAT IS

         5  CERTAINLY TRUE, BUT DOES NOT ESTABLISH THE EXISTENCE OF AN

         6  APPLICATIONS BARRIER TO ENTRY.

         7           THAT'S LIKE SAYING, YOU KNOW, YOU HAVE A GROCERY

         8  STORE, AND I DON'T.  THAT MAKES IT HARD FOR ME TO COMPETE

         9  WITH YOU IN GROCERIES, UNTIL, OF COURSE, I BUILD A GROCERY

        10  STORE.  SO, WE WOULD NEED TO ASK THE QUESTION, IS THERE

        11  SOME REASON I CAN'T BUILD A GROCERY STORE?  THAT'S WHERE

        12  WE WOULD NEED EVIDENCE.  THAT'S WHERE WE CAN LOOK TO THE

        13  MARKETPLACE.  AND ON THAT ISSUE, PROFESSOR FISHER IS

        14  SILENT.

        15  Q.   WELL, LEAVING GROCERY STORES TO THE SIDE AT LEAST FOR

        16  THE MOMENT, WHY--BASED ON YOUR ANALYSIS AND THE STUDY YOU

        17  HAVE MADE OF THIS INDUSTRY, WHY DO ISV'S WRITE FOR

        18  PLATFORMS OTHER THAN WINDOWS?

        19  A.   ISV'S WRITE TO PLATFORMS OTHER THAN WINDOWS SIMPLY

        20  BECAUSE THEY SEE PROFIT OPPORTUNITIES.  THERE ARE

        21  POTENTIAL FIRST-MOVER ADVANTAGES TO BEING THE FIRST

        22  HIGH-QUALITY APPLICATION IN A CATEGORY ON A GROWING

        23  OPERATING SYSTEM.  THE FIELD MAY BE LESS CROWDED.  IT MAY

        24  BE EASIER TO WRITE.  THE OPERATING SYSTEM MAY BE

        25  PARTICULARLY WELL SUITED TO A CLASS OF OPERATION--OF
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         1  APPLICATIONS.  THERE ARE A WHOLE SET OF REASONS, BUT THE

         2  SHORT ANSWER IS PROFIT POTENTIAL.

         3           AND AGAIN, THE CONCEPTUAL EXPERIMENT IS--THINK

         4  ABOUT WRITING A WORD PROCESSOR NOW FOR WINDOWS.  WORD IS

         5  THERE.  IT'S A VERY HIGH-QUALITY PRODUCT.  WORDPERFECT IS

         6  THERE.  IT'S HIGH-QUALITY PRODUCT.  THERE IS A RANGE OF

         7  OTHER MATURE PRODUCTS.

         8           IF I AM AN ISV, HAVING THE BEST WORD PROCESSOR

         9  FOR LINUX, PARTICULARLY IF LINUX GROWS RAPIDLY, MAY BE

        10  ENORMOUSLY MORE PROFITABLE THAN HAVING THE 13TH BEST WORD

        11  PROCESSOR FOR WINDOWS.

        12  Q.   NOW, YOU "AVERTED" A FEW MEMOS AGO TO THE

        13  CHICKEN-AND-EGG PROBLEM THAT PROFESSOR FISHER DESCRIBED.

        14  AND CAN YOU SUMMARIZE HOW HE DESCRIBES THIS

        15  CHICKEN-AND-EGG PROBLEM.

        16  A.   I ACTUALLY THOUGHT I DID, MR. LACOVARA.  I'M NOT SURE

        17  IF THERE IS A PARTICULAR PHRASEOLOGY THAT YOU HAVE IN

        18  MIND, BUT I THOUGHT I HAD GIVEN A DESCRIPTION.  I WILL TRY

        19  AGAIN.

        20  Q.   I THINK YOU TESTIFIED THAT PROFESSOR FISHER TESTIFIED

        21  THAT NEW SOFTWARE PROBLEMS CAN'T GET APPLICATIONS WRITTEN

        22  FOR THEM BECAUSE APPLICATION WRITERS WON'T WRITE TO

        23  SOFTWARE PLATFORMS THAT AREN'T POPULAR, AND SOFTWARE

        24  PLATFORMS CAN'T BE BECOME POPULAR WITHOUT LOTS OF

        25  APPLICATIONS.  I THOUGHT THAT'S WHAT YOU SAID WAS THE
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         1  CHICKEN-AND-EGG PROBLEM.

         2  A.   THAT IS A GOOD SUMMARY OF WHAT I SAID A MOMENT AGO,

         3  BUT I THINK THE FIRST TIME IN YOUR QUESTION YOU SAID

         4  "PROBLEM" WHEN YOU MEANT "PLATFORM."

         5  Q.   APOLOGIES.

         6           CAN YOU TELL ME HOW THE CHICKEN-AND-EGG PROBLEM

         7  GETS SOLVED IN THE REAL WORLD.

         8  A.   IT GETS SOLVED IN THE REAL WORLD IN A NUMBER OF WAYS.

         9  THEY INVOLVE INVESTING--INVESTMENTS BY SOFTWARE VENDORS,

        10  BY PLATFORM VENDORS, IN PROVIDING INFORMATION TO

        11  DEVELOPERS IN WHAT'S CALLED COMMONLY IN THE INDUSTRY

        12  "EVANGELIZATION," BUT IT GOES DEEPER THAN THAT.  IT'S

        13  PROVIDING DEVELOPMENT TOOLS TO DEVELOPERS.  IT'S INVOLVING

        14  DEVELOPERS IN IMPROVING THE PLATFORM.

        15           ONE OF THE THINGS, FOR INSTANCE, WITH LINUX,

        16  WHICH IS, IF YOU THINK ABOUT IT, IF THE LINUX PLATFORM

        17  DOESN'T HAVE A FEATURE THAT A PARTICULAR APPLICATIONS

        18  WRITER WOULD LIKE, THE APPLICATIONS WRITER CAN PUT IT IN,

        19  SUBJECT TO SOME CONSTRAINTS.  MICROSOFT DOESN'T OPERATE

        20  QUITE THAT WELL, BUT--THAT WAY, BUT IT TALKS TO DEVELOPERS

        21  ABOUT WHAT FEATURES THEY WOULD LIKE IN VIEW VERSIONS.

        22           OTHER APPLICATIONS, OPERATING SYSTEM AND PLATFORM

        23  VENDORS PROCEED THE SAME WAY.  THEY INVOLVE DEVELOPERS,

        24  THEY INVESTED INFORMATION, THEY INVOLVE THEM IN THE DESIGN

        25  PROCESS, AND WORK TO IMPROVE THE FUNCTIONALITY OF THE
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         1  PLATFORM.

         2  Q.   LET ME SEE IF I CAN TAKE SOME PIECES OF THAT, BUT

         3  FIRST, PROFESSOR FISHER TESTIFIED IN HIS DISCUSSION OF THE

         4  CHICKEN-AND-EGG PHENOMENON THAT SOFTWARE PLATFORMS OR

         5  OPERATING SYSTEMS NEED TO HAVE HUNDREDS OR THOUSANDS OF

         6  APPLICATIONS TO BE SUCCESSFUL.

         7           IS THERE ANY EMPIRICAL BASIS OF WHICH YOU'RE

         8  AWARE FOR THAT ASSERTION?

         9  A.   I'M NOT AWARE OF ANY BASIS FOR THAT ASSERTION.

        10  Q.   IS THAT ASSERTION CONSISTENT WITH THE STUDY YOU HAVE

        11  MADE OF THE MARKETPLACE?

        12  A.   NO, I HAVEN'T SEEN ANY EVIDENCE THAT SAYS THAT THE

        13  MERE NUMBER OF APPLICATIONS COUNTS FOR MUCH, COUNTS FOR

        14  ANYTHING.  THESE COUNTS ARE OF VERY HETEROGENEOUS

        15  ENTITIES.  MOST PEOPLE USE ONLY A FEW.  THAT MUCH, I

        16  BELIEVE, IS VERY CLEAR.  AND EXACTLY WHAT A SOFTWARE

        17  PLATFORM NEEDS TO BE SUCCESSFUL, IT'S CERTAINLY NOT

        18  THOUSANDS OF APPLICATIONS, BUT IS A SET OF QUALITY

        19  APPLICATIONS THAT WILL MEET THE NEEDS OF AN APPRECIABLE

        20  GROUP OF USERS.

        21  Q.   NOW, YOU TALKED ABOUT THE WAYS IN WHICH DEVELOPERS OF

        22  PLATFORM SOFTWARE ENCOURAGE ISV'S TO WRITE APPLICATIONS.

        23  AND ONE OF THE THINGS YOU MENTIONED WAS THE INVESTMENT IN

        24  DEVELOPMENT TOOLS AND IN OTHER SORTS OF TECHNOLOGIES THAT

        25  MAKE IT EASY FOR PEOPLE TO DEVELOP APPLICATIONS.  CAN YOU
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         1  EXPLAIN WHAT YOU MEANT BY THAT.

         2  A.   WELL, TO WRITE--YOU KNOW, WE ALL SAY "WRITE TO

         3  WINDOWS."  IN FACT, WRITING TO WINDOWS MEANS, AS A

         4  PRACTICAL MATTER, EMPLOYING A PROGRAMMING LANGUAGE,

         5  PRODUCING A PROGRAM, TESTING IT IN THE WINDOWS

         6  ENVIRONMENT, DEBUGGING IT.  AND IN PARTICULAR, IF YOU'RE

         7  WORKING WITH A NEW VERSION--WITH A DEVELOPING VERSION OF

         8  WINDOWS, KEEPING THE DEVELOPMENT OF THE APPLICATION IN

         9  SYNC, IF YOU WILL, WITH THE DEVELOPMENT OF THE PLATFORM.

        10           ALL OF THIS REQUIRES SOFTWARE, AND CAN BE

        11  FACILITATED BY SOFTWARE.  PROGRAMMING LANGUAGES, EDITING

        12  TOOLS, DEBUGGING TOOLS, TESTING TOOLS, PERHAPS PORTING

        13  TOOLS TO MAKE IT EASY TO MOVE ACROSS LANGUAGES.  ALL OF

        14  THOSE INVESTMENTS MAKE A PLATFORM MORE ATTRACTIVE TO

        15  DEVELOPERS BY REDUCING THE COSTS OF PRODUCING A QUALITY

        16  APPLICATION.

        17  Q.   NOW, DOES THE FACT THAT VENDORS OF NEW PLATFORMS OR

        18  DEVELOPERS OF NEW PLATFORMS HAVE TO INVEST OR MAY WANT TO

        19  INVEST IN TOOLS AND EVANGELIZATION AND OTHER PHENOMENON

        20  YOU DISCUSSED A FEW MINUTES AGO, DOES THAT CONSTITUTE A

        21  BARRIER TO ENTRY?

        22  A.   NO, NO MORE THAN THE FACT THAT THEY HAVE TO INVEST IN

        23  WRITING THE CODE.

        24  Q.   CAN YOU EXPLAIN THE DIFFERENCE BETWEEN BARRIERS TO

        25  ENTRY AND COSTS OF ENTRY AS ANTITRUST ECONOMISTS USE THAT
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         1  TERM?

         2  A.   WELL, I MAY HAVE TO, MR. LACOVARA, IF I MAY GO BACK

         3  TO GROCERY STORES FOR JUST A MOMENT.  ONE WANTS TO BE IN

         4  THE GROCERY BUSINESS, YOU HAVE TO BUILD OR OTHERWISE

         5  ACQUIRE A STORE.  THAT'S A COST OF ENTRY.  YOU HAVE A

         6  STORE, I DON'T.  IN ORDER TO COMPETE WITH YOU, I HAVE TO

         7  INCUR THAT COST.

         8           MOST BUSINESSES HAVE COSTS OF ENTRY.  TO BECOME A

         9  LAWYER, YOU HAVE TO INCUR A COST AND SO FORTH.  MOST

        10  ACTIVITIES HAVE THOSE SORTS OF COSTS.  THEY DON'T BECOME

        11  BARRIERS UNLESS THERE IS A SHOWING THAT IT IS MORE

        12  DIFFICULT FOR LATECOMERS, FOR NEW ENTRANTS, TO ACQUIRE

        13  WHAT THEY NEED, TO--OR THE COSTS OF ENTRY ARE HIGHER, OR

        14  SOMETHING, THAT THERE IS SOME DIFFERENTIAL EFFECT THAT

        15  SEPARATES ESTABLISHED VENDORS FROM NEW ENTRANTS.

        16           IN THE CASE OF THE APPLICATIONS PROGRAM ISSUE, OF

        17  COURSE TO BECOME A SUCCESSFUL PLATFORM, YOU HAVE TO

        18  ATTRACT APPLICATIONS WRITERS.  THAT'S A COST OF ENTRY.

        19  AND, OF COURSE, A PLATFORM THAT HASN'T DONE IT YET ISN'T

        20  GOING TO COMPETE EFFECTIVELY.

        21           THE QUESTION IS, CAN IT DO IT, CAN IT ATTRACT

        22  APPLICATIONS VENDORS ON REASONABLE TERMS TO EFFECTIVELY

        23  COMPETE?  OR IS THERE SOME BAR THAT SAYS, "NO, WINDOWS HAS

        24  THEM ALL, AND THEY CANNOT BE INDUCED TO WRITE FOR ANYTHING

        25  ELSE?"

                                                           63

         1           SO, THE REAL QUESTION ISN'T WHAT'S THE STOCK, IF

         2  YOU WILL, OF APPLICATIONS FOR DIFFERENT SYSTEMS.  THAT

         3  TELLS YOU SOMETHING ABOUT COMPETITIVE REALITIES AT THE

         4  MOMENT.  THE QUESTION FOR ENTRY IS, IF YOU WILL, WHAT'S

         5  THE FLOW?  CAN NEW PROMISING PLATFORMS ATTRACT

         6  APPLICATIONS WRITERS TO BRING THEM INTO A COMPETITIVE

         7  POSITION?

         8           THE COURT:  I HAVE TROUBLE WITH YOUR

         9  GROCERY-STORE ANALOGY.  THAT ONE JUST DOESN'T HELP.  IT

        10  DOESN'T HELP ME.

        11           THE WITNESS:  OKAY.

        12           THE COURT:  HYPOTHESIZE A SITUATION IN WHICH YOU

        13  HAVE THE GROCERY STORE, AND WHILE YOUR PUTATIVE COMPETITOR

        14  IS BUILDING HIS LITTLE NEIGHBORHOOD STORE, YOU ARE

        15  IMPROVING TO BECOME A SUPERMARKET AND ARE CARRYING MORE

        16  AND MORE PRODUCTS.

        17           THE WITNESS:  YES.

        18           THE COURT:  AND YOUR COMPETITOR HAS FEWER AND

        19  FEWER CUSTOMERS, BECAUSE THEY ARE LOOKING FOR THE PRODUCTS

        20  IN YOUR MEGAMARKET NOW, AND THE POTENTIAL COMPETITOR IS

        21  ALWAYS TRYING TO PLAY CATCH-UP.

        22           THE WITNESS:  AT SOME POINT--WELL, LET ME PAUSE.

        23  FIRST OF ALL, THE GROCERY BUSINESS WORKS PRETTY WELL.

        24  IT'S A PRETTY COMPETITIVE BUSINESS.

        25           THE COURT:  YES.
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         1           THE WITNESS:  AND THE REASON IT'S A PRETTY

         2  COMPETITIVE BUSINESS IS BECAUSE USUALLY, IN FAIRLY LARGE

         3  METROPOLITAN AREAS, YOU CAN BUILD A MEGAMART, AND YOU WILL

         4  HAVE AN ADVANTAGE OVER ME UNTIL I BUILD MINE.

         5           THE COURT:  THERE ARE THREE OR FOUR MEGAMARTS

         6  OWNED BY COMPETING FIRMS.

         7           THE WITNESS:  RIGHT.  IF WE HAVE--THIS ACTUALLY

         8  DOES ILLUSTRATE NICELY THE DISTINCTION.  SUPPOSE THERE IS

         9  A SMALL TOWN.

        10           THE COURT:  OKAY.

        11           THE WITNESS:  YOU BUILD A MEGAMART.

        12           THE COURT:  RIGHT.

        13           THE WITNESS:  WELL, THE MARKET MAY BE TOO SMALL.

        14  THERE MAY NOT BE ROOM FOR TWO.

        15           SO, YOU ASK THE QUESTION, CAN I BUILD MY MEGAMART

        16  ON THE SAME TERMS YOU BUILD YOURS TO COMPETE EFFECTIVELY?

        17  THE ANSWER MAY BE NO.  THE TOWN IS TOO SMALL.  IF I BUILD

        18  ONE NEXT TO YOURS, WE WILL BOTH GO BROKE.

        19           THE COURT:  BUT THAT ANALOGY DOESN'T FIT BECAUSE

        20  THE WORLD OF CYBER COMMUNICATIONS IS A VERY, VERY LARGE

        21  TOWN.

        22           THE WITNESS:  PRECISELY, YOUR HONOR, AND THAT'S

        23  WHY IT IS MUCH MORE AKIN TO, YOU BUILD THE MEGAMART

        24  SOMEPLACE IN THE WASHINGTON METROPOLITAN AREA, I COME

        25  ALONG, AND I LOOK AROUND AND I SAY, "I'M GOING TO BUILD
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         1  ONE."  IF I BUILD IT NEXT DOOR TO YOU, THERE MAY NOT BE

         2  ROOM.  THERE MAY BE A BARRIER TO ENTRY BECAUSE YOU GOT

         3  THERE FIRST, AND THAT MAKES IT HARD FOR ME, BUT THERE IS

         4  PLENTY OF ROOM.  I COULD BUILD ON TEN MILES AWAY, AND I

         5  CAN COMPETE WITH YOU.  IF I COULDN'T DO THAT, IF, SAY, OH,

         6  YOU OWNED THE CONSTRUCTION UNIONS AND COULD PREVENT ME

         7  FROM BUILDING OR MAKE IT MUCH MORE EXPENSIVE FOR ME OR

         8  COULD SLOW ME DOWN OR AFFECT THE PERMITTING PROCESS OR DO

         9  A WHOLE LOT OF OTHER THINGS, WE COULD TALK ABOUT A

        10  BARRIER.

        11           THE COURT:  YOU MEAN IT'S ONLY A BARRIER IF IT'S

        12  EXTRINSIC TO THE INDUSTRY?

        13           THE WITNESS:  IT'S ONLY A BARRIER IF THERE IS A

        14  DIFFERENCE.  EXCEPT FOR THIS CROWDING CASE, WHERE THERE

        15  REALLY ISN'T ROOM, YOU PUT THAT TO ONE SIDE, THERE IS ONLY

        16  A BARRIER IF THERE IS A DIFFERENCE.  WE COULD ARGUE, FOR

        17  INSTANCE, SUPPOSE YOU HAD A PATENT ON THE CONCEPT OF A

        18  MEGAMART.  THERE IS A DOCTRINAL DISPUTE ABOUT WHETHER YOU

        19  WANT TO CONSIDER A PATENT AS A BARRIER TO ENTRY, BUT AS A

        20  MATTER OF FACT, THAT WOULD MAKE IT HARD FOR ME TO BUILD A

        21  MEGAMART.  THE FACT THAT YOU HAVE A TRADEMARK ON YOUR

        22  BRAND NAME, HOWEVER, DOESN'T.

        23           SO, INSIDE THE INDUSTRY COULD MATTER, TOO, BUT

        24  USUALLY PEOPLE TALK ABOUT KNOWLEDGE, PEOPLE TALK ABOUT

        25  SCALE, OR PEOPLE TALK ABOUT--LET'S SEE IF I
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         1  CAN--SUPPOSE--LET'S TRY THIS:  IN ORDER TO BE A

         2  SUPERMARKET, YOU HAVE TO HIRE A LABOR FORCE, SO YOU HAVE

         3  TO GO OUT AND ACQUIRE A GOOD SET OF CLERKS.  THIS IS

         4  NOT--IT'S NOT CONCEPTUALLY DISSIMILAR--I'M THINKING OUT

         5  LOUD HERE--IT'S NOT CONCEPTUALLY DISSIMILAR, AS I THINK

         6  ABOUT IT, FROM ATTRACTING SOFTWARE VENDORS.

         7           SO, YOU'VE DONE IT.  YOU HAVE A GOOD TEAM THAT'S

         8  A VERY EFFECTIVE MARKET.  I HAVE TO GO DO THE SAME THING.

         9  NOW, IF YOU'VE HIRED ALL THE COMPETENT PEOPLE, I MAY HAVE

        10  TROUBLE.  IF, AGAIN, THERE IS SOME REASON THAT THAT MARKET

        11  DOESN'T WORK, THERE MAY BE TROUBLE.  BUT UNLESS THERE IS

        12  SOMETHING ODD GOING ON, OR THERE IS SOME

        13  INTELLECTUAL--THERE IS SOME ISSUE HERE THAT KEEPS THESE

        14  RESOURCES FROM--KEEPS ME FROM BEING ABLE TO ATTRACT THEM,

        15  I HAVE TO GO OUT AND HIRE GOOD PERSONNEL.  I HAVE TO

        16  ATTRACT THEM.  I HAVE TO PERSUADE THEM TO WORK FOR ME.  I

        17  HAVE TO EVANGELIZE.  IF I CAN DO IT ON ROUGHLY THE SAME

        18  TERMS THAT YOU DID, IT'S A COST OF ENTRY, BUT IT'S NOT A

        19  BARRIER.

        20           THE COURT:  ALL RIGHT.

        21  BY MR. LACOVARA:

        22  Q.   SITTING HERE LISTENING, LET ME FOCUS ON THE COURT'S

        23  ORIGINAL HYPOTHETICAL FOR A MOMENT AND ASK YOU TO COMMENT

        24  ON SOME ASPECTS OF IT.

        25           AS I UNDERSTOOD IT, DEAN SCHMALENSEE, THE COURT
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         1  HYPOTHESIZED THAT IN RESPONSE TO THE ENTRY OF A SMALL

         2  GROCERY STORE, THE MEGAMART ADDED PRODUCTS, ADDED MORE

         3  FEATURES TO ITS STORE, AND THEREBY MADE THE STORE MORE

         4  ATTRACTIVE--DID YOU UNDERSTAND THE COURT TO BE POSITING

         5  THAT SORT OF HYPOTHETICAL?

         6  A.   YES.

         7  Q.   AND THAT THE RESULT OF THAT PROCESS WAS PEOPLE DIDN'T

         8  WANT TO SHOP AT THE SMALL GROCERY STORE ANYMORE.

         9  A.   YES.

        10  Q.   IS THAT PREDATORY CONDUCT AS YOU UNDERSTAND

        11  PREDATION?

        12  A.   WITHOUT MORE, NO.

        13  Q.   WHAT IS THAT?

        14  A.   COMPETITION.

        15  Q.   AND DO YOU UNDERSTAND IN ECONOMICS OR YOUR

        16  UNDERSTANDING OF THE WAY ECONOMICS PRINCIPLES ARE APPLIED

        17  IN ANTITRUST CASES, THAT CONSUMERS ARE HARMED BY THE

        18  HYPOTHETICAL THAT THE COURT POSITED?

        19           THE COURT:  I THOUGHT YOU WERE ON THE CONCEPT OF

        20  A LONG-TERM MONOPOLY, NOT PREDATORY CONDUCT.

        21           MR. LACOVARA:  I'M MOVING TO MONOPOLY NEXT, YOUR

        22  HONOR, BUT I WANT TO TAKE THE COURT'S HYPOTHETICAL AND

        23  PLAY IT OUT, IF I COULD.

        24           THE COURT:  FAIR ENOUGH.  THIS IS THE WHOLE

        25  WAL-MART PHENOMENON AND THE ISSUE OF WHETHER OR NOT THERE
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         1  IS, IN FACT, COMPETITION FOR WAL-MART.

         2           MR. LACOVARA:  A SUBJECT ON WHICH I HAVE USED,

         3  BUT PROBABLY NOT AT THIS MOMENT.  IF I MAY, YOUR HONOR.

         4           THE COURT:  ALL RIGHT.

         5  BY MR. LACOVARA:

         6  Q.   I THINK THE QUESTION I HAD ASKED, ARE CONSUMERS

         7  GENERALLY REGARDED UNDER ANTITRUST ECONOMICS AS BETTER OFF

         8  BECAUSE THE MEGAMART HAS EXPANDED THE FEATURE SET AND

         9  EXPANDED THE RANGE OF PRODUCTS IT'S OFFERING TO CONSUMERS?

        10  A.   AGAIN, ASSUMING THAT WE ARE RULING OUT THE KIND OF

        11  BELOW-COST SALES THAT WE WOULD THINK OF AS PREDATORY, AND

        12  IF CONSUMERS FREELY CHOOSE THE MEGAMART, THEY'RE BETTER

        13  OFF.

        14           THE COURT:  I UNDERSTAND THAT.

        15  BY MR. LACOVARA:

        16  Q.   WHAT IF IT MEANS THAT NOBODY ELSE WILL EVER ENTER THE

        17  MARKET BECAUSE ANY NEW ENTRANT WHO COMES WILL ALWAYS

        18  FORCE--THE MEGAMART ALWAYS HAS THE POWER TO REACT BY

        19  ADDING FEATURES OR LOWERING ITS PRICE NOT BELOW COST,

        20  LOWERING ITS PRICE, ADDING FEATURES, IMPROVING ITS

        21  OFFERING, IS THAT, AS YOU UNDERSTAND IT, THE EXERCISE OF

        22  POWER THAT IS HARMFUL TO CONSUMERS?

        23  A.   I MAY NEED A LITTLE MORE DETAIL.  IT REALLY DEPENDS,

        24  I THINK, WHETHER THE MEGAMART IS PROTECTED BY ENTRY

        25  BARRIERS.  IF WE ARE IN A CIRCUMSTANCE THAT WE WERE
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         1  DISCUSSING EARLIER WHERE THE TOWN IS SO SMALL--THIS IS ONE

         2  OF THE WAL-MART ISSUES, OF COURSE--WHERE THE TOWN IS SO

         3  SMALL THAT THERE ISN'T ROOM FOR ANYBODY ELSE LARGE ENOUGH

         4  TO COMPETE WITH THE MEGAMART, THEN WE MAY HAVE A

         5  COMPETITIVE PROBLEM.

         6           CONSUMERS MAY STILL BE BETTER OFF THAN THEY WERE

         7  WITH THE SMALL STORES, TO BE SURE, BUT THIS MAY NOT BE THE

         8  WORKING OF A COMPETITIVE MARKETPLACE.

         9           IF, ON THE OTHER HAND, THAT IS NOT THE

        10  CIRCUMSTANCE, AND ENTRY IS NOT BARRED, AND THE MERE FACT

        11  IS THAT THE MEGAMART PRICES AGGRESSIVELY, HAS A GOOD

        12  STORE, POTENTIAL ENTRANTS COME AND LOOK AT IT AND SAY, "I

        13  DON'T THINK SO, I DON'T THINK I'M GOING TO TAKE HIM ON,"

        14  THEN THAT'S WHAT COMPETITION IS SUPPOSED TO PRODUCE, EVEN

        15  IF THEY DON'T COME IN, AS LONG AS IT PERFORMS EFFECTIVELY

        16  ENOUGH FOR CONSUMERS.

        17           THE COURT:  THEN YOU HAVE A BENEVOLENT DESPOT

        18  WITH A MONOPOLY.

        19           THE WITNESS:  NO, YOU DON'T RELY ON BENEVOLENCE.

        20  I AM WITH ADAM SMITH ON THIS.  YOU DON'T RELY ON THE

        21  BAKER'S BENEVOLENCE TO GET YOUR BREAD.  YOU RELY ON THE

        22  MARKET'S CONSTRAINTS.  YOU RELY ON A FIRM THAT SAYS, "IF

        23  I'M NOT GOOD, SOMEONE WILL COME IN AND TAKE THE BUSINESS

        24  FROM ME."  AND ONCE--IF A FIRM BEGINS TO THINK LIKE A

        25  BENEVOLENT DESPOT AND ISN'T PROTECTED BY BARRIERS TO
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         1  ENTRY, IT WILL HAVE A SHORT REIGN.

         2  BY MR. LACOVARA:

         3  Q.   LET ME TAKE THIS DISCUSSION BACK TO THIS CASE, TO

         4  OPERATING SYSTEMS.

         5           AND FIRST, DO YOU THINK THAT THE ANALOGY WITH THE

         6  HYPOTHESIS OF THE MEGAMART AND THE CORNER GROCERY STORE,

         7  IS ACCURATE IN TERMS OF DESCRIPTION OF MICROSOFT,

         8  PRESUMABLY, BY HYPOTHESIS COMPARABLE TO THE MEGAMART, AND

         9  ENTRANCE INTO THE OPERATING SYSTEM MARKET IF WE ARE ON THE

        10  PLAINTIFFS' MODEL OR THE PLATFORM MARKET, PLATFORM

        11  SOFTWARE AREA UNDER YOUR APPROACH TO LOOKING AT THIS CASE?

        12  A.   WELL, I'M NOT SURE HOW MUCH OF THAT COMPARISON I WANT

        13  TO ADOPT.  I THINK THE PART OF IT THAT IS CLEARLY ON POINT

        14  IS THE IMPORTANCE OF THE ISSUE OF WHETHER THE CORNER

        15  GROCERY STORE IS ABLE TO ATTRACT THE RESOURCES TO EXPAND

        16  AND TO BECOME COMPETITIVE, THAT ONE WOULD GET A MISLEADING

        17  PICTURE OF THE GROCERY MARKET IF ONE SIMPLY SAID, "WELL,

        18  IN THIS AREA THERE IS ONE MEGAMART AND THREE SMALL STORES,

        19  END OF STORY."  TO THINK ABOUT THE GROCERY BUSINESS YOU

        20  WOULD, AS THE FEDERAL TRADE COMMISSION DOES WHEN IT LOOKS

        21  AT THESE MARKETS, YOU WANT TO STEP BACK AND SAY, "ARE

        22  THERE BARRIERS TO EXPANSION, ARE THERE BARRIERS TO ENTRY,

        23  ARE THERE BARRIERS TO BECOMING COMPETITIVE?  AND IN THAT

        24  RESPECT, THE SITUATIONS ARE DIRECTLY ANALOGOUS.

        25  Q.   TO FOLLOW UP ON THAT, IN YOUR STUDY OF THIS BUSINESS,
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         1  OF MICROSOFT'S BUSINESS AND THE ARENAS IN WHICH MICROSOFT

         2  COMPETES, HAVE YOU LOOKED AT THE DEGREE TO WHICH OTHER

         3  FIRMS OR SOURCES OF CAPITAL ARE INVESTING IN COMPETITORS

         4  TO MICROSOFT?

         5  A.   YES.

         6  Q.   AND HAVE YOU LOOKED AT THE EXTENT TO WHICH VENTURE

         7  CAPITAL, PUBLIC CAPITAL, FIRMS THAT ARE EITHER THE--THAT

         8  PRODUCE OTHER SOFTWARE PRODUCTS OR HARDWARE PRODUCTS, ARE

         9  BETTING MONEY THAT COMPETITORS TO MICROSOFT WILL SUCCEED?

        10  A.   I WOULD SAY IF THERE IS ONE THING THAT'S QUITE CLEAR

        11  IN THE LAST FEW YEARS, IT'S THAT COMPETITORS IN THIS

        12  BUSINESS, EVEN HEAD-TO-HEAD PLATFORM COMPETITORS LIKE

        13  LINUX, BUT CERTAINLY, IF YOU WILL, MORE GENERALLY

        14  COMPETITIVE PLATFORMS LIKE WEB-CENTRIC APPLICATIONS, HAVE

        15  HAD NO DIFFICULTY ATTRACTING CAPITAL OR TALENT.

        16  Q.   AND IF THERE WERE AN APPLICATIONS BARRIER--AN

        17  APPLICATIONS PROGRAMMING BARRIER TO ENTRY THAT PROTECTED

        18  MICROSOFT THAT KEPT IT AS THE INSULATED MEGAMART, TO USE

        19  THE COURT'S TERMINOLOGY FOR THE MOMENT, WOULD YOU EXPECT

        20  TO SEE THE PATTERNS OF INVESTMENT THAT YOU SEE TODAY AND

        21  HAVE OVER THE LAST SEVERAL YEARS?

        22  A.   NO.

        23  Q.   WOULD IT BE RATIONAL FOR THE FIRMS THAT YOU HAVE

        24  TESTIFIED ARE INVESTING IN LINUX OR ALTERNATIVE PLATFORMS

        25  THAT WILL COMPETE AGAINST MICROSOFT TO DO THAT?
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         1  A.   NO, BECAUSE ALL OF THOSE BETS REQUIRE THE PRODUCTION

         2  OF APPLICATIONS TO MAKE PLATFORMS ATTRACTIVE TO END USERS.

         3  ALL OF THOSE INVESTMENTS REQUIRE ATTRACTING APPLICATIONS

         4  WRITERS.

         5           IT'S IN A WAY, MR. LACOVARA, LIKE THE SHERLOCK

         6  HOLMES STORY OF THE DOG THAT DOESN'T BARK.  ALL THIS

         7  ACTIVITY GOING ON, ALL THIS DISCUSSION IN AOL DOCUMENTS,

         8  ALL THIS DISCUSSION IN NETSCAPE, IN THE TRADE PRESS, BY

         9  MERRILL LYNCH--VERY LITTLE REFERENCE, IF ANY, TO THE

        10  DIFFICULTY OF ATTRACTING APPLICATIONS WRITERS.

        11  Q.   NOW, I THINK PROFESSOR FISHER TESTIFIED THAT HE SAW

        12  NETSCAPE AND JAVA AS EXAMPLES OF TECHNOLOGIES THAT

        13  COULD--OR FIRMS THAT COULD HELP OVERCOME THE APPLICATIONS

        14  PROGRAMMING BARRIER TO ENTRY.  DO YOU UNDERSTAND HIS

        15  RATIONALE IN THAT TESTIMONY?

        16  A.   NO, BECAUSE IF NETSCAPE IS TO--IF NETSCAPE WERE TO

        17  SUCCEED IN BECOMING AN ALTERNATIVE PLATFORM, IT WOULD HAVE

        18  TO ATTRACT APPLICATIONS WRITERS.  IF THERE WERE AN

        19  APPLICATIONS BARRIER TO ENTRY, IT WOULD HAVE TO OVERCOME

        20  IT.  IF SUN IS TO SUCCEED IN BECOMING A PLATFORM, SUN HAS

        21  TO ATTRACT APPLICATIONS WRITERS TO JAVA, TO PURE JAVA IN

        22  PARTICULAR.

        23           THEY DON'T--THEY'RE NOT WAYS OF GETTING RID OF.

        24  THEY'RE POTENTIAL PLATFORM COMPETITORS WHO NEED TO ATTRACT

        25  APPLICATIONS VENDORS.  IF THERE IS A BARRIER, THEY CAN'T
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         1  DO IT.  IF THERE ISN'T, THEN THEY'RE POTENTIAL PLATFORM

         2  THREATS.

         3  Q.   AND WHAT IS YOUR UNDERSTANDING OF WHAT SUN, IN

         4  PARTICULAR, IS DOING IN TERMS OF EVANGELIZING ITS JAVA

         5  ENVIRONMENT TO ISV'S?

         6  A.   OH, I DON'T KNOW IF I KNOW ALL OF THE ACTIVITY, BUT

         7  SUN IS VERY ACTIVE.  EVEN NETSCAPE HELD DEVELOPER

         8  CONFERENCES.  SUN SURELY DOES.  SUN DEVELOPS TOOLS.  YOU

         9  SEE ADS IN THE TRADE PRESS.  SUN IS A VERY ACTIVE

        10  EVANGELIST OF JAVA.  I DON'T KNOW IF I CAN LIST ALL OF THE

        11  ACTIVITIES.

        12  Q.   AND IF MICROSOFT IS, IN FACT, PROTECTED BY THE ONLY

        13  BARRIER TO ENTRY POSITED BY THE PLAINTIFFS' EXPERTS IN

        14  THIS CASE, WHY IS SUN INVESTING SO HEAVILY IN A PLATFORM

        15  THAT IT KNOWS CANNOT SUCCEED?

        16  A.   WELL, EITHER SUN IS THROWING AWAY MONEY, OR IT HAS A

        17  RATHER DIFFERENT PERCEPTION OF THE WORLD THAN PLAINTIFFS.

        18  Q.   NOW, YOU TESTIFIED A FEW MOMENTS AGO ABOUT

        19  WEB-CENTRIC APPLICATIONS WHERE THE WEB ACTUALLY BECOMES

        20  THE PLATFORM.

        21           ARE THESE SORTS OF APPLICATIONS RELEVANT TO THE

        22  CONSIDERATION OF THIS POSITED BARRIER TO ENTRY?

        23  A.   ABSOLUTELY.

        24  Q.   AND CAN YOU EXPLAIN WHY, SIR.

        25  A.   YES.  APPLICATIONS THAT RUN ON SERVERS AND ARE
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         1  ACCESSED BY USERS OVER INTRANET--OR INTERNET, FOR THAT

         2  MATTER--HAVE THE FEATURE THAT THE CLIENT AND THE SERVER

         3  NEED NOT BE USING THE SAME OPERATING SYSTEM.

         4           SO, I CAN WRITE AN APPLICATION THAT RUNS ON A

         5  SERVER USING UNIX, OR SOME FLAVOR OF UNIX.  YOU CAN ACCESS

         6  IT AND USE IT USING SUN'S HOTJAVA BROWSER, IF YOU HAPPEN

         7  TO BE RUNNING SOLARIS, USING THE OPERA BROWSER, USING

         8  MOSAIC, USING INTERNET EXPLORER, USING NETSCAPE, USING ANY

         9  COMPETENT BROWSER THAT CONFORMS TO THE NECESSARY

        10  STANDARDS.

        11           SO, THERE IS NO NEED FOR THE APPLICATIONS WRITER

        12  TO ASK, "AM I WRITING FOR AN OPERATING SYSTEM THAT HAS

        13  MANY USERS?"  THE ONLY QUESTION IS:  CAN I USE THIS

        14  OPERATING SYSTEM TO PRODUCE AN APPLICATION THAT WILL BE

        15  ATTRACTIVE TO PEOPLE WHO COMMUNICATE OVER THE INTERNET,

        16  WHO USE ANY FULL-FEATURED BROWSER, ANY BROWSER WITH THE

        17  NECESSARY SET OF FEATURES TO ACCESS IT?

        18           THE COURT:  AND IS THAT BEING DONE NOW?

        19           THE WITNESS:  ABSOLUTELY.

        20           THE COURT:  FOR EXAMPLE.

        21           THE WITNESS:  WELL, I WOULD HAVE TO PAUSE TO GIVE

        22  YOU A LIST, BUT MR. EUBANKS'S WAS, I THINK, VERY CLEAR

        23  THAT MANY DEVELOPERS ARE DOING IT.  CERTAINLY AOL AND

        24  NETSCAPE ARE IN THE PROCESS.  THAT'S THE CONNECTED CLIENT.

        25           THE COURT:  CAN YOU GIVE ME SOME EXAMPLE OF SUCH
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         1  AN APPLICATION?

         2           THE WITNESS:  SURE.  AOL PURCHASED THE COMPANY--I

         3  HATE TO COME BACK TO CALENDARING, BUT IT IS A CLEAR

         4  EXAMPLE.  AOL PURCHASED A COMPANY THAT DOES CALENDARING

         5  SOFTWARE THAT RESIDES ON A SERVER.  NOW, HOW IT PLANS

         6  EXACTLY TO OFFER THAT, I DON'T KNOW, BUT IT'S NOT HARD TO

         7  SEE HOW THAT WOULD WORK.  IF YOU'RE AN AOL SUBSCRIBER, YOU

         8  TURN ON THE SYSTEM, YOU HAVE A SET OF APPLICATIONS, SET OF

         9  THINGS YOU CAN DO.  YOU CAN RESERVE TICKETS, YOU CAN CHECK

        10  AIRLINE FARES, YOU CAN CHECK NEWS.  ANOTHER BUTTON WOULD

        11  BE CHECK YOUR CALENDAR.  PUSH THAT BUTTON.  IT WOULD

        12  INVOKE EXACTLY THE PROGRAM I GET NOW FROM MIT, BUT YOU GET

        13  IT FROM A SERVER SOMEPLACE ELSE.

        14           THE COURT:  THE CONCEPT SOUNDS TO ME VERY

        15  ATTRACTIVE.  I CAN'T IMAGINE WHY ISV'S AREN'T WRITING

        16  APPLICATIONS OF THAT SORT IN DROVES.

        17           THE WITNESS:  WHAT MR. EUBANKS TESTIFIED TO IS,

        18  THEY ARE.  MR. EUBANKS DIDN'T PROVIDE AN EXHAUSTIVE LIST,

        19  AND I DON'T HAVE ONE AS I SIT HERE, BUT I WILL HAPPY, YOUR

        20  HONOR, TO PROVIDE ADDITIONAL INFORMATION.

        21  BY MR. LACOVARA:

        22  Q.   LET ME ASK YOU A QUESTION IF YOU'RE FAMILIAR WITH

        23  CERTAIN SOFTWARE.  HAVE YOU HEARD OF THE INERGY WEB-DESK

        24  PRODUCT?

        25           THE COURT:  I'M SORRY?  THE WHAT?
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         1           MR. LACOVARA:  THE INERGY WEB-DESK PRODUCT.  I

         2  THINK WE ACTUALLY HAVE AN EXHIBIT IN EVIDENCE ABOUT THIS

         3  PRODUCT, YOUR HONOR.

         4           THE WITNESS:  I'VE HEARD OF IT, BUT TO BE FAIR, I

         5  CAN'T, AS I SIT HERE, TELL YOU MUCH ABOUT IT,

         6  MR. LACOVARA.

         7  BY MR. LACOVARA:

         8  Q.   DO YOU KNOW WHETHER QUICKEN IS CURRENTLY AVAILABLE

         9  PURELY AS A WEB APPLICATION?

        10  A.   I DON'T.  YOUR QUESTION SUGGESTS IT IS.  I KNOW IT'S

        11  HIGHLY WEB-ENABLED.

        12           THE COURT:  WHAT WAS THE NAME AGAIN?

        13           MR. LACOVARA:  QUICKEN.

        14           THE WITNESS:  THAT'S CERTAINLY I WILL LOOK INTO.

        15           THE COURT:  QUICKEN.

        16           MR. LACOVARA:  YES.  THERE IS A QUICKEN AND A

        17  TURBOTAX, YOUR HONOR, THAT EXIST ON THE WEB IN THE MANNER

        18  TO WHICH THE WITNESS TESTIFIED.

        19           THE COURT:  OKAY.

        20           MR. LACOVARA:  LET ME ASK ON THIS TOPIC THAT THE

        21  WITNESS BE SHOWN DEFENDANT'S EXHIBIT 2509, WHICH IS IN

        22  EVIDENCE.

        23           AND YOUR HONOR, I BELIEVE THAT THE PAGE TO WHICH

        24  I WILL REFER THE WITNESS, PARTS OF IT AOL HAS REQUESTED BE

        25  SEALED, BUT I NEED TO ASK HIM ONLY ABOUT THE FIRST LINE ON
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         1  THE THIRD PAGE, WHICH THEY HAVE NOT REQUESTED TO BE

         2  SEALED.

         3           THE COURT:  THIS IS AN E-MAIL CHAIN FROM

         4  SEPTEMBER OF 1998?

         5           MR. LACOVARA:  YES.

         6           THE COURT:  FROM AOL?

         7           MR. LACOVARA:  FROM AOL.

         8           THE COURT:  UNDER SEAL, I TAKE IT?

         9           MR. LACOVARA:  PARTS OF IT ARE UNSEALED, BUT

        10  THERE ARE PARTS ON THIS PAGE THAT ARE UNSEALED.

        11  BY MR. LACOVARA:

        12  Q.   COULD YOU JUST READ THE FIRST LINE ON THE THIRD PAGE,

        13  WHICH IS UNDER THE SECOND TALKED ABOUT ENTITLED "STRATEGIC

        14  RATIONALE, CLIENT," AND THERE IS ITEM A ON THE TOP OF PAGE

        15  THREE.

        16  A.   ITEM A ON THE TOP OF PAGE THREE SAYS, "INTEGRATE

        17  OFFICE PRODUCTIVITY SOFTWARE MODULES (FREE FOR BASIC,

        18  CHARGE FOR PROFESSIONAL)."

        19  Q.   DO YOU HAVE AN UNDERSTANDING OF WHAT AN OFFICE

        20  PRODUCTIVITY SOFTWARE SUITE IS?

        21  A.   THAT NORMALLY REFERS TO PACKAGES LIKE MICROSOFT'S

        22  OFFICE PRODUCT, INCLUDING ITEMS SUCH AS WORD PROCESSORS,

        23  SPREADSHEETS, DATABASES AND SO FORTH.

        24  Q.   AND DO YOU UNDERSTAND SUCH OFFICE PRODUCTIVITY SUITES

        25  TO BE SOLD IN BASIC AND PROFESSIONAL VERSIONS?
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         1  A.   YES.  IN A RANGE OF VERSIONS, YEAH.

         2  Q.   CAN YOU EXPLAIN YOUR UNDERSTANDING OF WHAT THIS

         3  MEANS, THAT IT WOULD BE FREE FOR BASIC, BUT AOL WOULD

         4  CHARGE FOR THE PROFESSIONAL?

         5  A.   THAT APPEARS TO BE WHAT IT SAYS.  AND I THINK THE

         6  LAST LINE ON THE PRECEDING PAGE READ IN CONNECTION WITH

         7  THIS--I DON'T KNOW IF THAT'S UNSEALED OR NOT, BUT IT

         8  SUGGESTS THAT THIS IS TO BE INTEGRATED TO THE CLIENT.

         9  Q.   THAT IS UNSEALED, SIR.

        10  A.   THE LAST LINE SAYS EXPAND--IS TWO, OF WHICH THIS IS

        11  THE SUBHEAD A, TWO SAYS, "EXPAND ROLE OF CLIENT TO

        12  GRADUALLY CONSUME MORE AND MORE OF THE USERS' EXPERIENCE."

        13  AND THEN A IS "INTEGRATE OFFICE PRODUCTIVITY SOFTWARE

        14  MODULES."  IN CONTEXT, IT SEEMS PRETTY CLEARLY TO MEAN ADD

        15  SUCH MODULES TO THE CLIENT.  THE PARENTHETICAL SUGGESTS

        16  THAT SOME WOULD BE PROVIDED FOR FREE, AND SOME ADDITIONAL

        17  ONES WOULD BE PROVIDED FOR A CHARGE.

        18  Q.   AND IS THIS SORT OF STRATEGY OF INTEGRATING OFFICE

        19  PRODUCTIVITY SOFTWARE INTO THE AOL CLIENT CONSISTENT WITH

        20  THE PRESENTATION MADE TO THE AOL BOARD OF DIRECTORS THAT

        21  TALKED ABOUT BECOMING EFFECTIVE OS AND THE USER'S DE FACTO

        22  ENVIRONMENT?

        23  A.   YES.

        24  Q.   NOW, YOU HAD TESTIFIED IN JANUARY, DEAN

        25  SCHMALENSEE--WE ARE FINISHED WITH THAT EXHIBIT--YOU
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         1  TESTIFIED IN JANUARY THAT YOU OBSERVED THAT ISV'S HAD

         2  BEGUN TO WRITE APPLICATIONS THAT RAN ON PC'S AS WELL AS

         3  NON-PC DEVICES.

         4           DO YOU RECALL THAT TESTIMONY?

         5  A.   YES.

         6  Q.   AND HAVE YOU FOLLOWED WHAT'S GOING ON IN TERMS OF THE

         7  WRITING OF APPLICATIONS THAT RUN ON MULTIPLE TYPES OF

         8  DEVICES?

         9  A.   WELL, THERE HAS BEEN AN ENORMOUS INTEREST IN

        10  PARTICULARLY SMALL-SCALE DEVICES.  THE PALM OS AND THE

        11  PALM-PILOT DEVICES HAVE ATTRACTED A LOT OF ATTENTION.

        12  MICROSOFT'S ENTRY IN THAT DERBY, SO TO SPEAK, IS THE

        13  WINDOWS CE PLATFORM, WHICH HAS ALSO ATTRACTED ATTENTION

        14  AND HAS BEEN CONSIDERED FOR--IN DEVELOPMENT FOR A WIDE

        15  RANGE OF DEVICES.

        16  Q.   NOW, DO YOU BELIEVE THAT THE PC WILL BECOME

        17  UNIMPORTANT IN THE FORESEEABLE FUTURE?

        18  A.   I DON'T KNOW THAT I HAVE A SETTLED VIEW ON THE

        19  MATTER, MR. LACOVARA.  I GUESS MY SENSE IS, FROM READING

        20  WHAT I READ, THAT ITS RELATIVE IMPORTANCE WILL DIMINISH.

        21  AS I THINK ABOUT HOW I'M LIKELY TO LIVE MY LIFE, I EXPECT

        22  TO CONTINUE TO USE IT FOR A VARIETY OF CHORES.  I THINK

        23  IT'S ALSO THE CASE THAT NON-PC DEVICES WILL GROW IN

        24  IMPORTANCE.  CERTAINLY, THERE IS A LOT OF DISCUSSION ABOUT

        25  THAT AROUND MIT AND ELSEWHERE, SO...
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         1  Q.   PROFESSOR FISHER'S TESTIMONY WAS THAT THE

         2  PROLIFERATION OF NON-PC DEVICES IS IRRELEVANT BECAUSE

         3  THEY'RE NOT PC'S.

         4           NOW, DO YOU AGREE WITH THAT TESTIMONY IN TERMS OF

         5  ANALYZING THE APPLICATIONS BARRIER TO ENTRY AND WHAT GIVES

         6  PEOPLE INCENTIVES TO WRITE WHAT KIND OF APPLICATIONS?

         7           MR. BOIES:  OBJECTION, YOUR HONOR, TO THE

         8  CHARACTERIZATION OF PROFESSOR FISHER'S TESTIMONY.

         9           THE COURT:  IT WAS SOMEWHAT OF AN

        10  OVERSIMPLIFICATION, BUT I UNDERSTAND HIS POINT.

        11  BY MR. LACOVARA:

        12  Q.   ARE YOU FAMILIAR WITH PROFESSOR FISHER'S TESTIMONY ON

        13  THE RELEVANCE OF THE GROWTH OF NON-PC DEVICES?

        14  A.   YES.

        15  Q.   TAKING THAT TESTIMONY IN MIND, DO YOU BELIEVE THAT

        16  THE PROLIFERATION OF NON-PC DEVICES IS RELEVANT TO

        17  CONSIDERING THE APPLICATIONS BARRIER TO ENTRY POSITED BY

        18  PLAINTIFFS AND THEIR ECONOMISTS?

        19  A.   YES, BECAUSE NON-PC DEVICES ARE GENERALLY DISCUSSED,

        20  AND THE MOST COMMON USE OF THEM IS DISCUSSED, AT LEAST IN

        21  THE NEAR TERM, IS ACCESSING THE INTERNET.  AND THE EASIER

        22  IT IS, THE MORE WAYS TO GET TO THE INTERNET.  THE MORE

        23  ATTRACTIVE IT IS TO HAVE THESE WEB-CENTRIC APPLICATIONS

        24  WHERE INFORMATION RESIDES ON A SERVER.

        25           MOREOVER, TO THE EXTENT THAT THERE IS A TENDENCY
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         1  TOWARD SMALLER DEVICES WITH LESS CAPACITY TO DO

         2  COMPUTATION, IT BECOMES MORE ATTRACTIVE TO HAVE THE

         3  COMPUTATION DONE ON AND THE DATA STORED ON THE SERVER.

         4           SO, THESE NON-PC DEVICES, PARTICULARLY TO THE

         5  EXTENT THEY RELATE TO THE INTERNET, ABSOLUTELY HAVE TO DO

         6  WITH THE ABILITY--WELL, THE ABILITY OF THAT PLATFORM TO

         7  ATTRACT ISV'S.  THEY ENHANCE IT.

         8  Q.   NOW, I MAY HAVE ASKED YOU JUST A FEW MOMENTS AGO, AND

         9  I WANT TO MAKE SURE THAT I MADE IT CLEAR.  HAS YOUR STUDY

        10  OF THE LEVEL OF INVESTMENT AND THE NATURE OF APPLICATIONS

        11  DEVELOPMENT WITH REGARD TO LINUX, LED YOU TO CONCLUDE THAT

        12  PROFESSOR FISHER'S POSITING OF THE APPLICATIONS BARRIER TO

        13  ENTRY IS WELL-FOUNDED?

        14  A.   IT'S LED ME TO THE CONCLUSION THAT IT'S NOT.  I THINK

        15  LINUX--LINUX IS AN IDEAL TEST CASE FOR THAT THEORY.  IN

        16  FACT, IT'S ALMOST AN EXTREME CASE BECAUSE THE SOURCECODE

        17  IS OPEN.  THERE ISN'T A VENDOR WITH THE SAME SORT OF

        18  PROPRIETARY INTEREST IN GROWING THAT PLATFORM AS, SAY,

        19  MICROSOFT HAS IN GROWING WINDOWS OR THE B COMPANY HAS IN

        20  GROWING THAT PLATFORM.

        21           SO, IT STARTS WITH A SMALL BASE OF USERS, STARTS

        22  WITH ALMOST NO APPLICATIONS, AND IS DIFFICULT TO USE,

        23  FRANKLY, IN ITS EARLY VERSIONS, AND STILL IT DOESN'T HAVE

        24  THE SIMPLICITY OF WINDOWS.

        25           IT SHOULDN'T BE ABLE TO GROW UNDER THE
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         1  APPLICATIONS PROGRAMMING BARRIER TO ENTRY.  USERS

         2  SHOULDN'T USE IT BECAUSE THERE AREN'T APPLICATIONS.  ISV'S

         3  SHOULDN'T WRITE TO IT BECAUSE THERE AREN'T USERS.  IT'S

         4  FAR FROM THE MOST--IT WAS, A FEW YEARS AGO, FAR FROM THE

         5  MOST POPULAR PLATFORM.  FEWER USERS THAN APPLE, CERTAINLY.

         6           WHY DID IT MANAGE TO GROW?  IT MANAGED TO GROW

         7  BECAUSE ISV'S WRITE FOR PROMISING PLATFORMS WHERE THERE

         8  ARE PROFIT OPPORTUNITIES.  THERE IS NO INEVITABLE

         9  CHICKEN-EGG PROBLEM.  THERE IS CERTAINLY NO EVIDENCE OF

        10  IT.  AND LINUX, IT SEEMS TO ME, IS A COUNTER EXAMPLE.

        11  Q.   IN HIS WRITTEN TESTIMONY AT PARAGRAPH 71, PROFESSOR

        12  FISHER QUOTES A GENTLEMAN NAMED JITENDRA SAXENA OF THE

        13  SOFTWARE DEVELOPMENT FIRM CALLED APPLIX, AS SAYING THAT

        14  THERE WAS A VICIOUS CIRCLE THAT MADE ISV'S WRITE TO

        15  WINDOWS.

        16           DO YOU HAVE ANY COMMENT ON PROFESSOR FISHER'S USE

        17  OF MR. SAXENA'S TESTIMONY?

        18  A.   YES.  MR. SAXENA'S TESTIMONY IS INTERESTING, BUT HIS

        19  FIRM SELLS ONE OF THE TWO WIDELY REVIEWED AND POSITIVELY

        20  REVIEWED, POPULAR, OFFICE PRODUCTIVITY SUITES FOR LINUX.

        21  MR. SAXENA, IN PRACTICE, SEEMS NOT TO BE BOUND BY THE

        22  VICIOUS CIRCLE.

        23           MR. LACOVARA:  YOUR HONOR, THIS IS A CONVENIENT

        24  TIME.  I WILL FINISH BEFORE THE MORNING BREAK TOMORROW.

        25           THE COURT:  VERY WELL.  SEE YOU TOMORROW MORNING
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         1  AT 10:00.

         2           (WHEREUPON, AT 4:28 P.M., THE HEARING WAS

         3  ADJOURNED UNTIL 10:00 A.M., THE FOLLOWING DAY.)

         4

         5

         6

         7

         8

         9

        10

        11

        12

        13

        14

        15

        16

        17

        18

        19

        20

        21

        22

        23

        24

        25

                                                           84

         1                   CERTIFICATE OF REPORTER

         2

         3           I, DAVID A. KASDAN, RMR, COURT REPORTER, DO

         4  HEREBY TESTIFY THAT THE FOREGOING PROCEEDINGS WERE

         5  STENOGRAPHICALLY RECORDED BY ME AND THEREAFTER REDUCED TO

         6  TYPEWRITTEN FORM BY COMPUTER-ASSISTED TRANSCRIPTION UNDER

         7  MY DIRECTION AND SUPERVISION; AND THAT THE FOREGOING

         8  TRANSCRIPT IS A TRUE RECORD AND ACCURATE RECORD OF THE

         9  PROCEEDINGS.

        10           I FURTHER CERTIFY THAT I AM NEITHER COUNSEL FOR,

        11  RELATED TO, NOR EMPLOYED BY ANY OF THE PARTIES TO THIS

        12  ACTION IN THIS PROCEEDING, NOR FINANCIALLY OR OTHERWISE

        13  INTERESTED IN THE OUTCOME OF THIS LITIGATION.

        14

                                    ______________________

        15                          DAVID A. KASDAN
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