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

          2             THE DEPUTY CLERK:  CIVIL ACTION 98-1232, UNITED

          3   STATES OF AMERICA VERSUS MICROSOFT, AND 98-1233, STATE OF

          4   NEW YORK, ET AL. VERSUS MICROSOFT.

          5             PHILLIP MALONE, STEPHEN HOUCK AND DAVID BOIES FOR

          6   THE PLAINTIFFS.

          7             JOHN WARDEN, STEVEN HOLLEY, RICHARD UROWSKY AND

          8   WILLIAM NEUKOM FOR THE DEFENDANT.

          9             THE COURT:  GOOD MORNING, MR. UROWSKY.

         10             MR. UROWSKY:  GOOD MORNING, YOUR HONOR.

         11             THE COURT:  GOOD MORNING, MR. SCHMALENSEE.

         12             THE WITNESS:  GOOD MORNING, YOUR HONOR.

         13             THE COURT:  YOU'RE STILL UNDER OATH, SIR.

         14             THE WITNESS:  THANK YOU, SIR.

         15             (DEAN RICHARD SCHMALENSEE, DEFENDANT'S WITNESS,

         16   PREVIOUSLY SWORN.)

         17               REDIRECT EXAMINATION (CONTINUED.)

         18   BY MR. UROWSKY:

         19   Q.  GOOD MORNING, DEAN SCHMALENSEE.

         20   A.  GOOD MORNING, MR. UROWSKY.

         21   Q.  DEAN SCHMALENSEE, WHEN WE BROKE YESTERDAY AFTERNOON, WE

         22   WERE DISCUSSING THE SUBJECT OF DYNAMIC COMPETITION.  AND I

         23   WANT TO FOLLOW UP ON THAT SUBJECT A LITTLE FURTHER THIS

         24   MORNING.

         25             HAS THERE BEEN MORE THAN ONE RACE FOR LEADERSHIP
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          1   IN THE P.C. OPERATING-SYSTEM BUSINESS SINCE MICROSOFT

          2   ENTERED THAT BUSINESS IN THE 1980'S?

          3             THE COURT:  HAS THERE BEEN MORE WHAT?

          4             MR. UROWSKY:  MORE THAN ONE RACE --

          5             THE COURT:  RACE.

          6             MR. UROWSKY:  -- OR COMPETITION FOR LEADERSHIP.

          7             THE WITNESS:  CERTAINLY.  AS MY TESTIMONY

          8   DISCUSSES -- MY DIRECT TESTIMONY -- THE QUESTION OF WHICH

          9   OPERATING SYSTEM WOULD EMERGE AS THE MOST POPULAR ON THE IBM

         10   P.C. PLATFORM, AS IT WAS THEN KNOWN, WAS BY NO MEANS CERTAIN

         11   IN THE EARLY DAYS.  THE QUESTION OF WHICH OPERATING SYSTEM

         12   WOULD PROVIDE THE FIRST GRAPHICAL USER INTERFACE WAS

         13   ABSOLUTELY UNCLEAR AT THE END OF THE 1980'S.

         14             I SPENT SOME YEARS ON THE BOARD OF A LARGE

         15   ELECTRIC UTILITY THAT SWITCHED ITS OPERATIONS TO OS/2,

         16   BECAUSE, AS THE VICE-PRESIDENT FOR INFORMATION SYSTEMS

         17   EXPLAINED SAGELY, THIS WILL OBVIOUSLY BE THE SUCCESSOR TO

         18   DOS.

         19             HE IS NO LONGER WITH THE COMPANY, BUT -- SO

         20   WINDOWS ITSELF WAS A BET-THE-COMPANY PRODUCT FOR MICROSOFT

         21   AND WINDOWS 95 -- THE SHIFT FOR MICROSOFT TO A 32-BIT SYSTEM

         22   WAS ALSO A PRODUCT THAT WAS A BET-THE-COMPANY PRODUCT IN

         23   IMPORTANT RESPECTS.

         24             AND I THINK WE MENTIONED YESTERDAY MR. MCGEADY'S

         25   TESTIMONY THAT ITS SUCCESS WAS BY NO MEANS ASSURED.
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          1             SO ONE CAN POINT TO AT LEAST THREE OBVIOUS RACES,

          2   TRANSITION POINTS IN THE TECHNOLOGY, AS WELL AS A NUMBER OF

          3   OTHER CHALLENGES.

          4   BY MR. UROWSKY:

          5   Q.  DEAN SCHMALENSEE, IS IT YOUR UNDERSTANDING THAT

          6   MICROSOFT'S MORE-ADVANCED OPERATING SYSTEMS, SUCH AS

          7   WINDOWS 95 AND WINDOWS 98, ARE MORE EXPENSIVE OR LESS

          8   EXPENSIVE THAN EARLIER OPERATING-SYSTEM PRODUCTS, SUCH AS

          9   DR-DOS AND WINDOWS 3.X?

         10   A.  I BELIEVE YOU MEANT TO SAY MS-DOS RATHER THAN DR-DOS.

         11   Q.  SORRY.  I DID MEAN MS-DOS?

         12   A.  THE ANSWER HOLDS FOR DR-DOS, TOO, BUT THAT'S NOT

         13   RELEVANT.  YES, THE MORE RECENT OPERATING-SYSTEM PRODUCTS

         14   HAVE BEEN MORE EXPENSIVE.

         15   Q.  DO COMPUTER MAKERS, WHOM WE'VE BEEN REFERRING TO AS

         16   OEM'S, HAVE A CHOICE NOT TO SHIP THESE NEWER, MORE ADVANCED

         17   OPERATING SYSTEMS OFFERED BY MICROSOFT?

         18   A.  YES.  IT'S MY UNDERSTANDING THAT MICROSOFT HAS CONTINUED

         19   TO MAKE AVAILABLE TO OEM'S ITS EARLIER OPERATING-SYSTEM

         20   PRODUCTS.  THAT IT IS POSSIBLE TO LICENSE MS-DOS.  IT IS

         21   POSSIBLE TO LICENSE WINDOWS 3.1.  IT IS POSSIBLE TO LICENSE

         22   WINDOWS FOR WORK GROUPS, IN ADDITION TO WINDOWS 95 AND

         23   WINDOWS 98.

         24   Q.  AS A PRACTICAL MATTER, HAVE YOU OBSERVED WHETHER OEM'S

         25   IN THE LAST SEVERAL YEARS HAVE SHIFTED TO THE MORE ADVANCED
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          1   AND MORE EXPENSIVE OPERATING SYSTEMS?

          2   A.  YES.  I'VE SEEN DATA ON THAT AND IT'S QUITE CLEAR.  THE

          3   OEM'S HAVE SHIFTED TO THE MORE EXPENSIVE SYSTEMS OVER TIME.

          4   Q.  AND WHAT CONCLUSION WOULD YOU DRAW AS AN ECONOMIST FROM

          5   THAT PHENOMENON?

          6   A.  THAT SHIFT, PARTICULARLY AS MARKED AS IT HAS BEEN,

          7   INDICATES THAT THE HIGHER PRICES OF THE NEWER SYSTEMS IS

          8   MORE THAN MADE UP FOR BY THE INCREASE IN QUALITY.  THAT IS

          9   TO SAY, THAT'S DIRECT EVIDENCE, BASED ON BUYER BEHAVIOR, OF

         10   A REDUCTION IN QUALITY-ADJUSTED PRICE.  IF THE BUYERS DIDN'T

         11   THINK -- THE OEM'S OR THE END USERS DIDN'T THINK THE

         12   INCREMENT IN QUALITY MORE THAN JUSTIFIED THE PRICE INCREASE,

         13   THEY WOULD NOT HAVE SHIFTED, GIVEN THAT BOTH PRODUCTS WERE

         14   AVAILABLE.

         15   Q.  LET'S RETURN FOR A MOMENT TO THE QUESTION OF MONOPOLY

         16   POWER AND LET ME ASK YOU THIS QUESTION AS STRAIGHTFORWARDLY

         17   AS I CAN.  DO YOU HAVE AN OPINION AS TO WHETHER MICROSOFT

         18   HAS MONOPOLY POWER OVER P.C. OPERATING SYSTEMS?

         19   A.  YES.  AND MY VIEW IS THAT IT DOES NOT.

         20   Q.  AND WOULD YOU EXPLAIN FOR THE COURT THE BASIS FOR THAT

         21   OPINION?

         22   A.  IN BROAD TERMS, THE BASIS IS MICROSOFT'S BEHAVIOR.

         23   MONOPOLISTS RESTRICT OUTPUT AND CHARGE VERY HIGH PRICES.

         24   THEY MAY IMPROVE THE QUALITY OF THEIR PRODUCT, BUT ONE

         25   RARELY SEES A MONOPOLIST ENGAGED IN THE SORT OF RELENTLESS
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          1   INNOVATION THAT MICROSOFT HAS DONE.

          2             MICROSOFT HAS CHARGED LOW PRICES.  IT'S EXPANDED

          3   OUTPUT AND IT'S IMPROVED THE QUALITY OF ITS PRODUCTS

          4   DRAMATICALLY OVER TIME.

          5             IN PARTICULAR, ITS PRICING BEHAVIOR IS PLAINLY

          6   INCONSISTENT WITH MONOPOLY POWER AS ALLEGED.

          7   Q.  HOW DID YOU COME TO THE OPINION THAT MICROSOFT'S PRICES

          8   ARE LOW?

          9   A.  I ANALYZED THE IMPLICATIONS FOR MICROSOFT'S PRICING OF

         10   THE ASSUMPTIONS THAT HAVE BEEN MADE BY PLAINTIFF'S

         11   ECONOMISTS AND I'VE FOUND THAT THE IMPLICATIONS OF THOSE

         12   ASSUMPTIONS ARE DRAMATICALLY AT ODDS WITH WHAT MICROSOFT

         13   ACTUALLY DOES, ON THE ADDITIONAL ASSUMPTION, OF COURSE, THAT

         14   MICROSOFT IS A PROFIT-MAXIMIZING FIRM.

         15             THAT LEADS ME TO BELIEVE THAT PLAINTIFF'S

         16   ECONOMISTS' ASSUMPTIONS ARE WRONG, BECAUSE THEIR

         17   IMPLICATIONS CONFLICT WITH REALITY.

         18   Q.  CAN YOU PRESENT FOR THE COURT THE ANALYSIS THAT LED YOU

         19   TO THAT CONCLUSION?

         20   A.  I CAN SKETCH IT OUT.

         21             YOUR HONOR, I CAN ATTEMPT THIS AT THE EASEL IF

         22   THAT WOULD BE ALL RIGHT WITH YOU.

         23             THE COURT:  CERTAINLY.

         24             (WITNESS AT THE EASEL.)

         25             THE WITNESS:  THANK YOU.
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          1             THE OTHER DAY PROFESSOR FISHER PRESENTED AN

          2   ANALYSIS OF PRICING BY A FIRM WITH MARKET POWER THAT HAD

          3   ZERO UNIT COST.  ANOTHER WAY -- A SLIGHT GENERALIZATION OF

          4   HIS RESULT IS THE RESULT FOR PRICING BY A FIRM WITH MARKET

          5   POWER THAT HAS COST.

          6             LET ME WRITE DOWN THAT FORMULA AND THEN I'LL

          7   DEFINE ITS ELEMENTS.

          8             E IS THE DEMAND ELASTICITY, WHICH PROFESSOR FISHER

          9   TALKED ABOUT, ALTHOUGH I'M GOING TO FOCUS ON THE DEMAND FOR

         10   COMPUTER SYSTEMS, WHICH IS DIFFERENT IN PRINCIPLE -- IT'S

         11   RELATED TO THE DEMAND FOR WINDOWS, BUT IN A WAY I WILL

         12   EXPLAIN.  AND I'M GOING TO FOCUS ON C AS THE HARDWARE COST

         13   IN A COMPUTER SYSTEM AND P AS THE PRICE OF THE COMPUTER

         14   SYSTEM.

         15             PLAINTIFFS' ECONOMISTS HAVE MADE A NUMBER OF

         16   ASSUMPTIONS.  FIRST IS THAT EVERY INTEL-BASED P.C. SHIPS

         17   WITH A COPY OF WINDOWS -- THAT ESSENTIALLY OEM'S HAVE NO

         18   CHOICE IN THE SHORT RUN.  AND WE'VE DISCUSSED THAT

         19   ASSUMPTION, OBVIOUSLY.

         20             IF YOU MAKE THAT ASSUMPTION AND YOU ASSUME THAT

         21   THERE IS COMPETITION AMONG OEM'S SO THAT C IS THE HARDWARE

         22   COST OF A COMPUTER SYSTEM, THAT PART OF THE BUSINESS IS

         23   COMPETITIVE.  WINDOWS IS A MONOPOLY.  THEN IT FOLLOWS FROM

         24   THAT ASSUMPTION -- THE ASSUMPTION THAT EVERY MACHINE SHIPS

         25   WITH A COPY OF WINDOWS -- THAT MICROSOFT DETERMINES THE
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          1   PRICE OF THE COMPUTER SYSTEM, P.  SO P MINUS C IS THE PRICE

          2   OF WINDOWS.  P IS THE SYSTEM PRICE; C IS THE HARDWARE COST;

          3   AND E IS THE SYSTEM PRICE ELASTICITY.

          4             ALL RIGHT.  THIS IS A STANDARD TEXTBOOK RELATION

          5   FOR A FIRM WITH MARKET POWER.  THE OTHER ASSUMPTION THAT

          6   PLAINTIFFS' ECONOMISTS MAKE IS THAT ONE CAN THINK OF

          7   INTEL-BASED P.C.'S AS A MARKET.  SO LET'S THINK OF THEM AS A

          8   MARKET AND LET'S ASK WHAT ARE REASONABLE VALUES OF THE

          9   DEMAND ELASTICITY FOR A MARKET?

         10             IF YOU EXAMINE THE ECONOMIC LITERATURE FOR

         11   INDIVIDUAL PRODUCTS, YOU MIGHT SEE VALUES OF E AS HIGH AS

         12   FIVE OR SIX.  SO LET'S SAY THE DEMAND FOR CHEERIOS MAY BE

         13   VERY SENSITIVE TO THE PRICE FOR CHEERIOS.

         14             IF YOU LOOK AT THE LITERATURE FOR -- THE STUDIES

         15   OF PRODUCT CATEGORIES -- OF CLASSES OF PRODUCTS --

         16   ELASTICITIES TEND TO BE LOWER, A LOT OF THEM ESTIMATED LESS

         17   THAN 1.  2 OR 3 ARE PRETTY HIGH VALUES FOR THINGS THAT ARE

         18   DESCRIBED AS MARKETS.

         19             SO LET'S SUPPOSE THIS IS A MARKET AND THE DEMAND

         20   ELASTICITY IS AROUND 2.  IN ADDITION, PLAINTIFFS' ECONOMISTS

         21   ASSUME -- AND THIS IS CRUCIAL -- FOR MOST OF THEIR

         22   DISCUSSION THAT DYNAMIC COMPETITION ISN'T VERY IMPORTANT.

         23   IN A WAY, THAT'S THE KEY ASSUMPTION I'M GOING TO EXPLORE.

         24             SO I WILL ASSUME THAT I CAN DO THIS -- I CAN APPLY

         25   THIS FORMULA, WHICH ESSENTIALLY SAYS THAT THERE ARE NO
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          1   DYNAMICS.  THIS IS MAXIMIZING TODAY'S PROFIT.  AND IF

          2   DYNAMICS AREN'T IMPORTANT, THAT'S WHAT MICROSOFT SHOULD BE

          3   DOING.  IT SHOULDN'T BE WORRIED ABOUT ENTRY, BECAUSE THERE

          4   ARE NO ENTRY THREATS.  IT SHOULDN'T BE WORRIED ABOUT

          5   TOMORROW.  IT SHOULD MAXIMIZE TODAY'S PROFITS.  OKAY.

          6             AM I CLEAR SO FAR?

          7             THE COURT:  I THINK SO.

          8             THE WITNESS:  GOOD.

          9             AT THIS POINT, IT BECOMES -- GIVEN THOSE

         10   ASSUMPTIONS -- BASICALLY A MATTER OF ARITHMETIC.  SUPPOSE --

         11   AGAIN, WE HAVE EXPLORED A RANGE OF ASSUMPTIONS, BUT LET ME

         12   JUST TAKE SOMETHING THAT DOESN'T OVERSTRESS MY ABILITY TO DO

         13   ARITHMETIC ON MY FEET.  LET'S SUPPOSE C IS $2,000, WHICH IS

         14   A REASONABLE AVERAGE NUMBER FOR THE HARDWARE COST.  LET'S

         15   SUPPOSE THAT E IS 2, WHICH IS A REASONABLE NUMBER FOR

         16   MARKET-DEMAND ELASTICITY.  WELL, THAT IMPLIES P EQUALS

         17   $4,000 AND P MINUS C, WHICH IS THE PRICE OF WINDOWS, IS

         18   $2,000.

         19             THE POINT OF THIS ANALYSIS IS NOT THAT, OF COURSE,

         20   MICROSOFT SHOULD CHARGE A PRICE OF $2,000.  IT IS THAT

         21   MAKING REASONABLE VARIATIONS ON THESE ASSUMPTIONS --

         22   CHANGING THE ELASTICITY MAKES A DIFFERENT ASSUMPTION ABOUT

         23   HOW THE ELASTICITY CHANGES WHEN YOU RAISE PRICE -- ALLOW FOR

         24   COMPLEMENTARY REVENUES IN WHAT I THINK IS A VERY -- WHICH WE

         25   DID IN THE ORIGINAL ANALYSIS, IN, I THINK, AS GENEROUS A WAY
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          1   AS ONE CAN JUSTIFY -- CHANGE THE COST A LITTLE BIT AND YOU

          2   GET A PRICE FAR ABOVE THE PRICE THEY CHARGE.  FAR ABOVE.

          3   THAT SAYS THESE ASSUMPTIONS, THE ASSUMPTIONS THAT UNDERLIE

          4   THIS DERIVATION, HAVE TO BE WRONG.

          5             THAT'S THE BASIC ANALYSIS.  DOES THAT --

          6             THE COURT:  WHY MUST YOU ALWAYS ASSUME THAT THE

          7   MONOPOLIST MAXIMIZES THE PRICE?  IS THAT A TECHNICAL

          8   DEFINITION?

          9             THE WITNESS:  NO, YOUR HONOR.

         10             THE COURT:  IT SEEMS TO ME THAT YOU CAN THINK OF

         11   REASONS WHY A MONOPOLIST WOULD NOT MAXIMIZE THE PRICE IN

         12   QUEST OF A LARGER GLORY AT SOME LATER TIME.

         13             THE WITNESS:  ABSOLUTELY.  YOU CAN THINK -- THERE

         14   ARE LOTS OF REASONS WHY A MONOPOLIST WOULDN'T FOCUS JUST ON

         15   TODAY'S PROFIT.

         16             THE COURT:  RIGHT.

         17             THE WITNESS:  BUT THAT'S, IN A SENSE, THE CORE OF

         18   THE ARGUMENT.  THAT THIS ANALYSIS MAKES, AS I THINK ITS

         19   STRONGEST ASSUMPTION THAT'S AT ODDS WITH REALITY, THE

         20   ASSUMPTION THAT THE MONOPOLIST ONLY -- THAT TODAY'S ACTIONS

         21   DON'T HAVE EFFECTS TOMORROW.

         22             WHAT YOU SUGGEST, YOUR HONOR -- I THINK

         23   PROPERLY -- IS THAT MOST FIRMS THINK ABOUT THE CONSEQUENCES

         24   OF TODAY'S PRICING DECISIONS FOR TOMORROW.  THE POINT HERE

         25   IS THOSE CONSEQUENCES HAVE TO BE SUBSTANTIAL.  THEY HAVE TO
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          1   BE REALLY LARGE TO GO FROM SOMETHING IN THE VICINITY OF

          2   $2,000, OR -- IN FACT, IN ONE OF THE ANALYSES, WE GET IT

          3   DOWN TO $900 BY VARYING THE ASSUMPTIONS -- BUT I DON'T KNOW

          4   HOW TO GET IT BELOW 500 IN THIS KIND OF ANALYSIS.

          5             THAT TELLS ME THAT WHATEVER IS OMITTED FROM THIS,

          6   WHICH REALLY ARE THE DYNAMICS WE'VE BEEN TALKING ABOUT, MUST

          7   BE VERY IMPORTANT.  IF I RAN THROUGH THIS AND CONCLUDED THAT

          8   THE PRICE OF WINDOWS WAS $75 AND THEY CHARGE AROUND $50, I

          9   WOULD SAY, "WELL, THAT'S PRETTY CLOSE.  THIS MODEL IS PRETTY

         10   GOOD."

         11             WHEN I RUN THROUGH IT AND I SAY, "IT LOOKS LIKE

         12   IT'S AROUND 2,000 AND THEY CHARGE $50," THEN I SAY THE

         13   LONG-RUN INFLUENCES, THE DYNAMICS, THE THREAT OF ENTRY, THE

         14   THREAT OF COMPETITION, AND DESIRE TO EXPAND THE MARKET,

         15   WHICH COMES TO REALLY HOW SENSITIVE THE DEMAND IS TO PRICE

         16   IN THE LONG RUN AND IS A MEASURE OF MARKET POWER -- IF

         17   DEMAND IS VERY SENSITIVE TO PRICE IN THE LONG RUN, MARKET

         18   POWER IS LOW, BECAUSE THAT'S AN ELASTICITY MEASURE -- ALL

         19   THOSE THINGS MUST BE IMPORTANT.

         20             THE COURT:  WELL, I'M THINKING OF A MODEL OF A

         21   CIGARETTE COMPANY WHICH IS A MONOPOLIST.  I CAN -- WE CAN

         22   ALL CONCEIVE OF REASONS WHY A CIGARETTE COMPANY --

         23             THE WITNESS:  OH, ABSOLUTELY.

         24             THE COURT:  -- WOULD PRICE AT THE LOW END OF THE

         25   SCALE, NOTWITHSTANDING THAT IT IS THE ONLY SOURCE OF ITS
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          1   PRODUCT.

          2             THE WITNESS:  BECAUSE IT WANTS TO EXPAND ITS

          3   MARKET, BECAUSE TODAY'S PRICES GROW TOMORROW'S DEMAND.

          4             THE COURT:  SURE.

          5             THE WITNESS:  MICROSOFT WISHES WINDOWS WERE THAT

          6   ADDICTIVE.  I THINK THAT'S RIGHT.  AND ANOTHER WAY OF SAYING

          7   IT IS, PROPERLY THOUGHT OF, THE DEMAND ELASTICITY IS

          8   ACTUALLY PRETTY SUBSTANTIAL, BECAUSE TODAY'S PRICE WILL

          9   AFFECT THE STREAM OF DEMAND NOTICEABLY.

         10             IF THERE ISN'T SOME PRICE EFFECT ON FUTURE

         11   SALES -- DO YOU SEE WHAT I'M SAYING?  THERE HAS GOT TO BE A

         12   RELATION BETWEEN TODAY'S PRICE AND THE FUTURE.  AND IF THAT

         13   RELATION IS IMPORTANT, AS IT IS IN THE CASE OF CIGARETTES,

         14   OR AS IT MUST BE HERE, YOU DON'T PRICE LOW FOR THOSE

         15   REASONS.

         16             BUT THE ARGUMENT THAT YOU'VE MADE THAT MICROSOFT

         17   IS CONCERNED WITH EXPANDING P.C. USAGE IS, I THINK, CORRECT.

         18   WHAT DIFFERENTIATES IT FROM CIGARETTES, I THINK IMPORTANTLY,

         19   IS THAT THERE ISN'T ANY EVIDENCE OF THAT KIND OF ADDICTION.

         20   ONE CAN EXPAND THE MARKET FOR COMPUTERS THAT ISN'T

         21   NECESSARILY MICROSOFT'S MARKET TEN YEARS FROM NOW.

         22             THE COURT:  DO YOU HAVE KIDS?

         23             THE WITNESS:  I HAVE KIDS.

         24             THE COURT:  OKAY.

         25             THE WITNESS:  NOT ALL KIDS USE WINDOWS.  SOME KIDS
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          1   USE MACINTOSHES.  AS IT HAPPENS, MINE USE WINDOWS.

          2             THE COURT:  WOULD YOU MARK THAT AS A COURT

          3   EXHIBIT, PLEASE?  I THINK IT'S NUMBER 4.

          4             IS THAT RIGHT, MR. WEST?

          5             THE DEPUTY CLERK:  I THINK IT MIGHT BE 3.  ONE

          6   SECOND.  IT SHOULD BE 3, I THINK.

          7             THE COURT:  COURT EXHIBIT 3.

          8             THE WITNESS:  CX-3.

          9             THE COURT:  JUST WRITE COURT EXHIBIT.

         10             THE WITNESS:  OKAY.

         11             THE COURT:  3.

         12             THE WITNESS:  3.

         13             THE COURT:  3.  ALL RIGHT.  THANK YOU.

         14             (WITNESS RETAKING STAND.)

         15             MR. UROWSKY:  I'D LIKE TO HAVE PLACED BEFORE THE

         16   WITNESS AT THIS TIME A DEFENSE EXHIBIT MARKED 2284.

         17   BY MR. UROWSKY:

         18   Q.  PROFESSOR SCHMALENSEE, IS THIS AN EXHIBIT THAT YOU

         19   HAD -- THAT WAS PREPARED UNDER YOUR DIRECTION?

         20   A.  YES.

         21   Q.  AND DOES IT EMBODY AND REFLECT PART OF YOUR ANALYSIS?

         22   A.  YES, IT DOES.

         23             MR. UROWSKY:  I'D LIKE TO MOVE ITS ADMISSION INTO

         24   EVIDENCE, PLEASE.

         25             MR. BOIES:  NO OBJECTION, YOUR HONOR.
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          1             THE COURT:  DEFENDANTS' 2284 IS ADMITTED.

          2                                   (WHEREUPON, DEFENDANT'S

          3                                   EXHIBIT NUMBER 2284 WAS

          4                                   RECEIVED IN EVIDENCE.)

          5   BY MR. UROWSKY:

          6   Q.  DEAN SCHMALENSEE, WOULD YOU DESCRIBE WHAT DEFENSE

          7   EXHIBIT 2284 SHOWS?

          8   A.  2284 ILLUSTRATES GRAPHICALLY THE ANALYSIS THAT I

          9   SKETCHED AT THE EASEL AND IT SHOWS THE -- PARTICULARLY THE

         10   SHORT-RUN PROFIT CONSEQUENCES OF A PRICE OF $50 VERSUS A

         11   PRICE OF $2,000.  OBVIOUSLY, AT A PRICE OF $2,000, THE

         12   VOLUME OF SALES IS CONSIDERABLY LOWER HERE, BUT THE PROFIT

         13   IS ALMOST TEN TIMES AS HIGH.

         14             IT'S THE MAGNITUDE OF THE DIFFERENCE HERE THAT IS

         15   SO STRIKING -- 27 OR 28 BILLION DOLLARS OF ANNUAL PROFIT

         16   FLOW.  AGAIN, VARIATIONS ON THE ASSUMPTIONS GIVE A RANGE OF

         17   NUMBERS, BUT THEY ARE ALWAYS DRAMATICALLY DIFFERENT, AND

         18   THIS ILLUSTRATES THAT GRAPHICALLY.

         19   Q.  AND, AGAIN, WHAT CONSEQUENCES FLOW, IN YOUR OPINION,

         20   FROM THE MAGNITUDE OF THE DIFFERENCE?

         21   A.  THAT THE DYNAMIC EFFECTS OMITTED FROM PLAINTIFFS'

         22   ECONOMISTS' DESCRIPTION OF THIS BUSINESS MUST BE VERY

         23   IMPORTANT.  AND, IN FACT, TO FINISH THE THOUGHT, THEY HAVE

         24   THE EFFECT OF SIGNIFICANTLY CONSTRAINING CURRENT PRICING --

         25   PRICING TODAY.
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          1   Q.  DO YOU KNOW APPROXIMATELY HOW LONG MICROSOFT HAS BEEN

          2   PRICING ITS PRODUCTS IN THE RANGE THAT WE'RE TALKING ABOUT

          3   NOW, A RANGE OF, SAY, UNDER A HUNDRED DOLLARS?

          4   A.  FOR ITS OPERATING-SYSTEM PRODUCTS, AS FAR BACK AS I

          5   KNOW -- I FIRST BEGAN LOOKING AT THIS ISSUE, AS I THINK WE

          6   DISCUSSED YESTERDAY, AROUND 1992.  AND ALTHOUGH THE NUMBERS

          7   ARE DIFFERENT, THIS ANALYSIS AND ITS IMPLICATIONS -- THIS

          8   ANALYSIS OF MICROSOFT'S PRICING PRACTICES AND ITS

          9   IMPLICATIONS THAT DYNAMICS ARE IMPORTANT IN AFFECTING

         10   PRICING HAS BEEN ESSENTIALLY UNCHANGED, AS A QUALITATIVE

         11   MATTER, SINCE THE EARLY '90S AT LEAST, AND FROM DATA I'VE

         12   SEEN, MICROSOFT'S PRICES HAVE BEEN LOW SINCE IT STARTED THE

         13   BUSINESS.

         14   Q.  DEAN SCHMALENSEE, I'D LIKE TO EXPLORE BRIEFLY A FEW OF

         15   THE ASSUMPTIONS UNDERLYING THE MONOPOLY PRICING ANALYSIS

         16   YOU'VE JUST PRESENTED TO THE COURT.  YOU MAY REMEMBER FROM

         17   PROFESSOR FISHER'S TESTIMONY THAT HE BELIEVED THAT A

         18   MONOPOLIST WOULD CONSIDER COMPLEMENTARY REVENUES FROM OTHER

         19   PRODUCTS WHEN DETERMINING WHAT PRICE TO CHARGE FOR A

         20   MONOPOLY PRODUCT.

         21             DID YOU TAKE THAT ELEMENT INTO CONSIDERATION IN

         22   YOUR ANALYSIS?  AND BEFORE YOU ANSWER THAT, WOULD YOU JUST

         23   STATE FOR THE COURT YOUR UNDERSTANDING OF WHAT

         24   "COMPLEMENTARY REVENUES" ARE.

         25   A.  BY "COMPLEMENTARY REVENUES," HE MEANS, AS I UNDERSTAND
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          1   IT -- AND I MEAN -- THE REVENUES THAT THE MONOPOLIST COULD

          2   REASONABLY EXPECT TO FOLLOW FROM SALES OF AN OPERATING

          3   SYSTEM PRODUCT -- OF A UNIT OF OPERATING SYSTEM SOFTWARE.

          4   LET ME BE A LITTLE CLEARER, IF I CAN.

          5             THE ARGUMENT IS THAT WHEN MICROSOFT SELLS OR

          6   LICENSES A COPY OF WINDOWS, BECAUSE ITS APPLICATIONS ARE ALL

          7   SO POPULAR, IT CAN ANTICIPATE REVENUE FROM APPLICATIONS, CAN

          8   PERHAPS ANTICIPATE REVENUE FROM FUTURE SOFTWARE UPGRADES,

          9   AND THE ANTICIPATION OF THOSE REVENUES WILL CAUSE IT TO

         10   PRICE LOWER THAN IT OTHERWISE WOULD.  AND THAT, AS A

         11   QUALITATIVE MATTER, IS ABSOLUTELY CORRECT.

         12             AND I LOOKED AT THAT IN THE ANALYSIS FILED WITH MY

         13   DIRECT TESTIMONY.  WE LOOKED AT IT SEVERAL WAYS.  THERE ARE

         14   SEVERAL WAYS TO THINK ABOUT THAT PROBLEM.

         15             WE MADE THE ASSUMPTION THAT MICROSOFT COULD

         16   REASONABLY ANTICIPATE $200 OF INCREMENTAL REVENUE FROM A

         17   SALE OF ONE -- A UNIT OF WINDOWS.  THAT'S BASED ON THE

         18   RECOGNITION THAT, ON REVENUE TERMS, THE OPERATING-SYSTEM

         19   BUSINESS IS ABOUT HALF OF MICROSOFT IN REVENUE TERMS.

         20             SO TO MAKE THE STRONGEST POSSIBLE ASSUMPTION ABOUT

         21   WHAT IT COULD EXPECT, WE SAID, EVEN THOUGH IT GETS A DOLLAR

         22   IN OTHER REVENUES FOR EVERY DOLLAR IN APPLICATIONS -- IN

         23   OPERATING SYSTEMS REVENUE -- WE'LL ASSUME IT CAN EXPECT $2

         24   LINKED TO OPERATING SYSTEMS.  I THINK THAT'S A VERY STRONG

         25   ASSUMPTION.
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          1   Q.  DID YOU CONSIDER OTHER ASSUMPTIONS IN CONDUCTING THIS

          2   PRICING ANALYSIS?

          3   A.  YES.  I HAD PEOPLE AT NERA LOOK AT DIFFERENT ASSUMPTIONS

          4   ABOUT THE BEHAVIOR OF THE DEMAND ELASTICITY AS PRICE GOES

          5   UP.  THE ANALYSIS I SKETCHED ON THE EASEL ASSUMES THAT IT

          6   REMAINS CONSTANT.  DIFFERENT DEMAND CURVES HAVE DIFFERENT

          7   IMPLICATIONS FOR WHAT HAPPENS.  WE EXPLORED THOSE.  WE

          8   EXPLORED DIFFERENT ELASTICITY VALUES.

          9   Q.  AND WHAT IS THE LOWEST MONOPOLY PRICE YOU CALCULATED

         10   UNDER VARIOUS ASSUMPTIONS?

         11   A.  AROUND $900.

         12             THE COURT:  I'M SORRY.  900?

         13             THE WITNESS:  900, YES.

         14   BY MR. UROWSKY:

         15   Q.  IS IT POSSIBLE THAT THAT PRICE OF $900 COULD BE EVEN

         16   LOWER IF YOU VARIED YOUR ASSUMPTIONS?

         17   A.  IF I WORKED HARD AT IT, IT COULD PROBABLY BE BROUGHT

         18   DOWN A FEW HUNDRED DOLLARS.  I FIND IT HARD TO SEE HOW IT

         19   GOES BELOW, SAY, 500.  SO NO MATTER NOW HOW YOU DO IT IN ANY

         20   REASONABLE FASHION, THERE IS A LARGE GAP BETWEEN WHAT IS

         21   CHARGED AND WHAT IS IMPLIED BY THE NEGLECT OF DYNAMIC

         22   COMPETITION.

         23   Q.  PROFESSOR SCHMALENSEE, AS A MATTER OF COMMON SENSE, DOES

         24   IT MAKE ANY SENSE TO THINK OF OPERATING-SYSTEM PRODUCTS OR

         25   OTHER SOFTWARE PRODUCTS AS COMMANDING PRICES IN THE
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          1   MULTI-HUNDREDS OF DOLLARS OR THOUSANDS OF DOLLARS?

          2   A.  WELL, IF YOU LOOK IN A CATALOG, YOU WILL SEE SOME THAT

          3   DO.  THIS IS NOT A NOVEL NOTION.  MY NERA COLLEAGUES POINTED

          4   OUT TO ME THIS MORNING OVER COFFEE THAT THE STATISTICAL

          5   SYSTEM -- STATISTICAL PACKAGE THAT THEY USE ON P.C.'S COST

          6   THEM $965.  THUMBING THROUGH A CATALOG OF SOFTWARE PRODUCTS

          7   THIS MORNING, I FOUND SEVERAL THAT WERE IN THE VICINITY OF A

          8   THOUSAND DOLLARS.

          9             WHAT I THINK ISN'T COMMON-SENSICAL IS THE NOTION

         10   THAT A FIRM THAT HAS AN IRON-CLAD LOCK ON A VERY, VERY

         11   IMPORTANT SOFTWARE CATEGORY, THE OPERATING SYSTEM, ONLY

         12   TAKES AS ITS MARKUP -- AS ITS MONOPOLY MARGIN -- $50, OR

         13   THEREABOUTS, ON COMPUTER SYSTEMS COSTING IN THE THOUSANDS.

         14             IT WASN'T MANY YEARS AGO WHEN THERE WAS THE RULE

         15   THAT THE COMPUTER SYSTEM YOU REALLY WANT COSTS $5,000.  NOW

         16   IT'S PROBABLY CLOSER TO 3,000.  BUT THE LATEST ISSUE OF

         17   NEWSWEEK -- NEWSWEEK'S LATEST COMPUTER EDITION SHOWS A POWER

         18   MACINTOSH FOR $3800.  IT'S HARD TO SPEND THAT MUCH ON A

         19   WINDOWS MACHINE.  YOU COULD CHARGE TWO OR THREE HUNDRED

         20   DOLLARS FOR WINDOWS, AND IT WOULD MAKE A SMALL PERCENTAGE

         21   DIFFERENCE IN THE SYSTEM PRICE.

         22             I THINK IT'S VERY COMMON-SENSICAL THAT A

         23   MONOPOLIST OF THE KIND DESCRIBED HERE COULD CHARGE MANY

         24   HUNDREDS OF DOLLARS FOR WINDOWS.  AND IT STRIKES ME AS

         25   ABSOLUTELY AT ODDS WITH COMMON SENSE THAT SUCH A MONOPOLIST
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          1   WOULD SETTLE FOR $50 A COMPUTER SYSTEM.

          2   Q.  DEAN SCHMALENSEE, HAVE THE ECONOMIC EXPERTS REPRESENTING

          3   THE PLAINTIFFS IN THIS ACTION SEEN THE ANALYSIS YOU'VE JUST

          4   PRESENTED TO THE COURT?

          5   A.  YES.  IT WAS FILED WITH MY DIRECT TESTIMONY, AND, IN

          6   FACT, AS I MENTIONED, EARLIER VERSIONS OF IT HAVE BEEN

          7   PRESENTED FOR SOME YEARS NOW.

          8   Q.  AND EXACTLY HOW FAR BACK WOULD THAT GO?

          9   A.  ABOUT 1992.

         10   Q.  HAVE YOU RECEIVED A RESPONSE TO THIS ARGUMENT IN THE

         11   COURSE OF THAT TIME?

         12   A.  OTHER THAN PROFESSOR FISHER'S REACTIONS THE OTHER DAY,

         13   NO.  I'VE CERTAINLY NOT SEEN A QUANTITATIVE RESPONSE.

         14   Q.  CAN YOU SUMMARIZE IN A COUPLE OF SENTENCES YOUR

         15   CONCLUSION AS TO WHY MICROSOFT CHARGES SUCH A LOW PRICE?

         16   A.  BECAUSE -- YES, I CAN.  MICROSOFT IS CONCERNED, AS ANY

         17   RATIONAL BUSINESS, WITH ITS STREAM OF PROFITS OVER TIME.

         18   AND MICROSOFT MUST BELIEVE THAT HOLDING TODAY'S PRICE FOR

         19   WINDOWS SUBSTANTIALLY BELOW WHAT MIGHT MAXIMIZE TODAY'S

         20   PROFITS IS IN ITS LONG-RUN INTEREST.

         21             I DON'T BELIEVE THIS IS DONE FOR CHARITABLE

         22   REASONS.  I BELIEVE IT IS DONE -- AND ALL THE EVIDENCE I'VE

         23   SEEN IS CONSISTENT WITH ITS BEING DONE -- PRIMARILY BECAUSE

         24   MICROSOFT IS CONCERNED WITH, AS IT HAS BEEN CONCERNED WITH,

         25   THE POSSIBILITY OF ITS BEING DISPLACED AS A LEADING
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          1   PLATFORM.

          2             IN ADDITION, AS HIS HONOR SUGGESTS, IT'S PROBABLY

          3   CONCERNED WITH THE FACT THAT COMPUTATION MAY BE, TO SOME

          4   EXTENT, HABIT-FORMING, ALTHOUGH, OBVIOUSLY THE EXTENT OF

          5   THAT VARIES AMONG INDIVIDUALS, BUT THAT'S ANOTHER INSTANCE

          6   OF DYNAMICS AS MICROSOFT TRIES TO EXPAND THE USE OF ITS

          7   PLATFORM TODAY, IN THE EXPECTATION THAT THAT WILL PUT IT IN

          8   A BETTER POSITION TOMORROW, AS WELL AS, OF COURSE,

          9   BENEFITTING CONSUMERS TODAY.

         10   Q.  AND DO YOU REGARD THE CIRCUMSTANCES YOU'VE JUST

         11   DESCRIBED, AS AN ECONOMIST, AS CONSTRAINTS ON MICROSOFT'S

         12   PRICING?

         13   A.  OH, ABSOLUTELY.  MICROSOFT'S PRICING IS CLEARLY

         14   CONSTRAINED BY ELEMENTS LEFT OUT OF THE SIMPLE, STATIC,

         15   TRADITIONAL MARKET-SHARE ANALYSIS.

         16             THIS ANALYSIS DEMONSTRATES THAT THERE ARE

         17   APPRECIABLE CONSTRAINTS -- SIGNIFICANT CONSTRAINTS ON

         18   MICROSOFT'S PRICING TODAY, AND THE EVIDENCE I'VE SEEN

         19   INDICATES THAT THE MAIN SOURCE OF THOSE IS WHAT WE'VE BEEN

         20   CALLING DYNAMIC COMPETITION.

         21   Q.  DEAN SCHMALENSEE, WHAT IS LIMIT PRICING?  THAT WAS

         22   DISCUSSED, I THINK, BRIEFLY IN YOUR CROSS-EXAMINATION.

         23   A.  YES.  LIMIT PRICING REFERS TO A SITUATION IN WHICH A

         24   FIRM WITH MARKET POWER PRICES BELOW THE LEVEL THAT WOULD

         25   MAXIMIZE ITS SHORT-RUN PROFITS, IN ORDER TO DISCOURAGE THE
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          1   ENTRY OF NEW COMPETITION.

          2   Q.  AND DO YOU RECALL WHAT PROFESSOR FISHER'S TESTIMONY ON

          3   THAT SUBJECT WAS?  AND I WILL ASK THAT THAT TESTIMONY BE PUT

          4   UP ON THE SCREEN.

          5             FOR THE SAKE OF THE RECORD, THE TESTIMONY IN

          6   QUESTION APPEARS AT PAGE 49 OF THE AFTERNOON TRANSCRIPT FOR

          7   JANUARY 11TH, 1999.  I AM REFERRING SPECIFICALLY TO THE

          8   QUESTION POSED:  "WOULD YOU EXPLAIN WHAT THE TERM 'LIMIT

          9   PRICING' MEANS IN THE CONTEXT OF ECONOMIC ANALYSIS."

         10             AND THEN PROFESSOR FISHER'S ANSWER, WHICH I WILL

         11   NOT READ, FOLLOWS.

         12   A.  I'M SORRY, MR. UROWSKY.  IS THERE A QUESTION?

         13   Q.  THERE IS GOING TO BE, IF YOU'VE HAD A CHANCE TO LOOK AT

         14   THAT.

         15   A.  YES.

         16   Q.  DO YOU AGREE WITH WHAT PROFESSOR FISHER SAYS THERE?

         17   A.  WELL, WHAT HE SAYS IN THAT ANSWER IS A FAIRLY STANDARD

         18   DEFINITION OF LIMIT PRICING, AND I AM COMFORTABLE WITH THAT

         19   DEFINITION.  ANY TWO ECONOMISTS CAN ALWAYS HAVE A TECHNICAL

         20   QUIBBLE, BUT THERE ISN'T MUCH TO QUIBBLE WITH THERE.

         21   Q.  AND DO YOU BELIEVE THAT THAT CHARACTERIZATION OF THE

         22   MARKET AS ONE IN WHICH LIMIT PRICING OCCURS -- IS THAT

         23   CONSISTENT WITH THE TESTIMONY THAT YOU'VE GIVEN THIS

         24   MORNING?

         25   A.  YES, BUT LIMIT PRICING DESCRIBES A SITUATION IN WHICH

                                                                              24

          1   THE THREAT OF NEW COMPETITION APPRECIABLY CONSTRAINS --

          2   WELL, NOT APPRECIABLY, BUT CONSTRAINS CURRENT PRICING

          3   BEHAVIOR.  AND WHAT THE ANALYSIS I WENT THROUGH A LITTLE

          4   WHILE AGO INDICATES IS THAT THE CONSTRAINT IS QUITE

          5   SUBSTANTIAL.

          6   Q.  I'D LIKE TO SHOW YOU ANOTHER EXCERPT FROM PROFESSOR

          7   FISHER'S TESTIMONY, AND THIS IS A RESPONSE TO A QUESTION

          8   THAT ASKED PROFESSOR FISHER FOR THE FACTORS TO BE CONSIDERED

          9   IN DETERMINING WHETHER A PRICE IS HIGH OR LOW.

         10             AND FOR THE SAKE OF THE RECORD, THIS QUESTION AND

         11   ANSWER APPEAR AT PAGE 10 OF THE MORNING TRANSCRIPT ON

         12   JANUARY 12, 1999.

         13             I'D LIKE TO ASK YOU A QUESTION, DEAN SCHMALENSEE,

         14   WHEN YOU'VE HAD A CHANCE TO LOOK AT THAT.

         15   A.  YES.  I'VE LOOKED AT IT.

         16   Q.  PROFESSOR FISHER OFFERS A NUMBER OF CRITERIA FOR

         17   EVALUATING WHETHER A PRICE IS HIGH OR LOW, AND I'D LIKE TO

         18   ASK YOU ABOUT SOME OF THOSE ITEMS.  ONE OF THEM -- ONE OF

         19   THE CRITERIA OR METHODS OF EVALUATION IS TO COMPARE THE

         20   PRICE CHARGED TO THE COST OF THE ITEM.  AND I WANT TO ASK

         21   YOU WHETHER THAT KIND OF COMPARISON MAKES SENSE HERE.

         22   A.  IT DOESN'T.  AND PROFESSOR FISHER INDICATES WHY.  THE

         23   BENCHMARK NORMALLY IN THESE COMPARISONS IS MARGINAL COST.

         24   AND MARGINAL COST HERE IS ESSENTIALLY ZERO.  AND IT'S

         25   GENERALLY LOW IN SOFTWARE SO THAT EVEN THE SOFTWARE FIRMS IN
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          1   THE PROCESS OF GOING BANKRUPT SELL ABOVE MARGINAL COST.

          2             SO THAT COMPARISON IS JUST NOT ILLUMINATING IN

          3   THIS SORT OF BUSINESS.  FIXED COSTS ARE IMPORTANT.  DYNAMIC

          4   COMPETITION IS IMPORTANT.  AND EVERYONE HAS LOW MARGINAL

          5   COST.

          6   Q.  PROFESSOR FISHER NEXT TESTIFIED THAT ANOTHER WAY OF

          7   LOOKING AT THE QUESTION OF WHETHER PRICES ARE HIGH OR LOW IS

          8   TO COMPARE CURRENT PRICES TO PAST PRICES.  DOES THAT MAKE

          9   ANY SENSE, IN YOUR OPINION?

         10   A.  IT DOESN'T MAKE SENSE FOR THE QUESTION THAT I THINK

         11   MAINLY IS AT ISSUE HERE OF MONOPOLY.  IT'S A TEXTBOOK

         12   PROPOSITION THAT MONOPOLY IS ABOUT HIGH PRICE, NOT ABOUT

         13   RISING PRICE.

         14             HE POINTS HERE TO PRICE CHANGE.  NOW, IF THERE

         15   WERE AN ALLEGATION THAT THE EXTENT OF MARKET POWER HAD

         16   CHANGED OVER TIME, THAT MIGHT BE AN INTERESTING QUESTION TO

         17   ADDRESS, AND PERHAPS HE HAS SOMETHING LIKE THAT IN HIS MIND,

         18   BUT FOR THE ISSUE OF THE EXTENT OF MARKET POWER, PRICE

         19   CHANGE IS LOGICALLY IRRELEVANT.

         20   Q.  THE NEXT CRITERION PROFESSOR FISHER SUGGESTS, OR WAY OF

         21   TESTING WHETHER PRICES ARE HIGH OR LOW, IS TO LOOK AT PRICES

         22   OF COMPARABLE PRODUCTS.  DID YOU DO THAT HERE?

         23   A.  I DID ACTUALLY, YES.

         24             MR. UROWSKY:  AND I'D LIKE TO HAVE PLACED BEFORE

         25   THE WITNESS DEFENDANTS' EXHIBIT 2309, PLEASE.
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          1   BY MR. UROWSKY:

          2   Q.  WAS THIS EXHIBIT PREPARED UNDER YOUR DIRECTION?

          3   A.  YES, IT WAS.

          4             MR. UROWSKY:  I'D LIKE TO MOVE IT INTO EVIDENCE,

          5   PLEASE.

          6             MR. BOIES:  NO OBJECTION, YOUR HONOR.

          7             THE COURT:  ALL RIGHT.  DEFENDANT'S 2309 IS

          8   ADMITTED.  DO WE HAVE A DATE ON THIS?

          9             MR. UROWSKY:  I BELIEVE THE CAPTION SAYS CURRENT

         10   DISCOUNTED RETAIL PRICES, AND DEAN SCHMALENSEE CAN TELL US

         11   WHEN THIS EXHIBIT WAS PREPARED.

         12             THE WITNESS:  WITHIN THE LAST FEW WEEKS, YOUR

         13   HONOR.

         14             THE COURT:  ALL RIGHT.

         15             THE WITNESS:  THIS WAS PREPARED BY ESSENTIALLY

         16   LOOKING AT CATALOGS AND SOFTWARE OUTLETS.

         17                                   (WHEREUPON, DEFENDANT'S

         18                                   EXHIBIT NUMBER 2309 WAS

         19                                   RECEIVED IN EVIDENCE.)

         20   BY MR. UROWSKY:

         21   Q.  WOULD YOU TELL HIS HONOR WHAT IS DEPICTED IN DEFENDANT'S

         22   EXHIBIT 2309?

         23   A.  WHAT'S SHOWN THERE ARE THE PRICES THAT RESEARCHERS AT

         24   NERA WERE ABLE TO FIND -- AND IF THEY FOUND MORE THAN ONE,

         25   THE LOWEST PRICE -- FOR A NEW USER VERSION OF, SAY, IBM
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          1   PC DOS 2000.  THAT'S THE FIRST COLUMN, THE "NEW USER"

          2   COLUMN.

          3             AND THE COLUMN HEADED "VERSION UPGRADE" WERE THE

          4   PRICES THAT THEY WERE ABLE TO FIND FOR UPGRADES FROM

          5   PREVIOUS VERSIONS.  N/A MEANS THEY COULDN'T FIND A PRICE.

          6             SO, FOR INSTANCE, APPLE DOESN'T SELL THE MAC

          7   OPERATING SYSTEM SEPARATELY, AT LEAST NOT AT RETAIL.  BUT

          8   THEY DO SELL AN UPGRADE FOR VERSION 8.5 THAT IS AN UPGRADE

          9   FROM WHATEVER THE PREVIOUS VERSION WAS.  THAT'S PRICED AT

         10   $89.00, 90 CENTS BELOW THE LOWEST PRICE THEY COULD FIND FOR

         11   THE WINDOWS 98 UPGRADE.

         12             AND BOTH ARE BELOW THE OS/2 UPGRADE PRICE AND,

         13   PERHAPS NOT SURPRISINGLY, BELOW THE WINDOWS NT UPGRADE

         14   PRICE.

         15             SIMILARLY, THE NEW USER DATA -- THIS IS NOT A

         16   DETAILED STATISTICAL ANALYSIS, BUT IF YOU LOOK AT THE NEW

         17   USER PRICES, WHAT I TAKE FROM IT IS SIMPLY THAT THE

         18   MICROSOFT PRICES DO NOT STAND OUT AS BEING UNUSUALLY HIGH.

         19   THERE IS SOME VARIATION.  THESE OPERATING SYSTEMS HAVE

         20   DIFFERENT CHARACTERISTICS.  BUT THE MICROSOFT PRICES ARE NOT

         21   WILDLY OUT OF LINE WITH THE PRICES -- FROM THE PRICES OF

         22   OTHER OPERATING SYSTEMS WITH WHICH, TO SOME EXTENT, THEY

         23   COMPETE.

         24             WINDOWS 98 IS MORE EXPENSIVE THAN OPENLINUX.  IT'S

         25   LESS EXPENSIVE THAT OS/2 WARP.  IT'S NOT WILDLY OUT OF LINE,
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          1   OR, INDEED, OUT OF LINE.

          2   Q.  THE FOURTH ITEM ON PROFESSOR FISHER'S LIST OF WAYS OF

          3   LOOKING AT WHETHER PRICES ARE HIGH OR LOW IS

          4   QUALITY-CORRECTED PRICES.  DID YOU ATTEMPT TO LOOK AT

          5   QUALITY-ADJUSTED PRICES FOR MICROSOFT'S OPERATING SYSTEMS

          6   OVER TIME AS PART OF YOUR ANALYSIS?

          7   A.  I DID TO THE EXTENT IT WAS POSSIBLE.  ONE WAY OF LOOKING

          8   AT THEM WE DISCUSSED A FEW MINUTES AGO, THAT OEM'S SWITCHED

          9   FROM INEXPENSIVE TO EXPENSIVE SYSTEMS.  BUT IT WAS ALSO

         10   POSSIBLE TO LOOK AT FUNCTIONALITY AVAILABLE AT DIFFERENT

         11   POINTS IN TIME AND TO TRY TO DO A QUALITY ADJUSTMENT THAT

         12   WAY.

         13   Q.  IN THAT REGARD, WOULD YOU TURN TO CHART E4, WHICH IS

         14   PART OF DEFENDANT'S EXHIBIT 2098 IN EVIDENCE.

         15             MR. UROWSKY:  FOR THE SAKE OF CLARITY, YOUR HONOR,

         16   THE VERSION OF E4 ON THE SCREEN IS REDACTED.  THE VERSION

         17   THAT IS IN FRONT OF YOU IN PROFESSOR SCHMALENSEE'S TESTIMONY

         18   HAS AN ACTUAL NUMBER THAT WE ARE NOT DISCLOSING.

         19             THE COURT:  ALL RIGHT.

         20   BY MR. UROWSKY:

         21   Q.  DEAN SCHMALENSEE, WOULD YOU DESCRIBE WHAT IS DEPICTED IN

         22   CHART E4 AS A PART OF DEFENDANT'S 2098.

         23   A.  E4 DESCRIBES AN ATTEMPT -- NOT WHOLLY SUCCESSFUL -- TO

         24   SAY WHAT WOULD IT HAVE COST IN 1989 TO ASSEMBLE SOFTWARE

         25   WITH THE FEATURES AND FUNCTIONALITY THAT ARE INCLUDED IN
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          1   WINDOWS 98.

          2             SO WE START WITH MS-DOS.  MS-DOS, AS SOLD IN 1998,

          3   IS MISSING A LOT OF FEATURES THAT ARE PRESENT IN WINDOWS 98.

          4   WE CAN ADD -- AND YOU WILL SEE THERE -- WE COULD ADD FOUR OF

          5   THEM IN 1989 BY ACQUIRING SEPARATE PACKAGES OF SOFTWARE.

          6             PC TOOLS AND DESQVIEW WERE AVAILABLE.  THEY DID

          7   SOME THINGS.  THEY ARE NOT -- THEY WEREN'T INTEGRATED WITH

          8   DOS, BUT THEY DID SOME OF THE THINGS THAT WINDOWS 98 DOES.

          9             THE COST OF THE THREE ITEMS TOGETHER WAS AROUND

         10   $280.  THAT PACKAGE DOES NOT MATCH THE FUNCTIONALITY OF

         11   WINDOWS 98, WHICH COSTS, AS WE HAVE BEEN SAYING, AROUND $50.

         12   THAT SEEMED TO ME STRONG EVIDENCE THAT QUALITY-ADJUSTED

         13   PRICES HAVE FALLEN.

         14   Q.  THE LAST ITEM THAT I BELIEVE IS MENTIONED IN PROFESSOR

         15   FISHER'S TESTIMONY AS A WAY OF LOOKING AT WHETHER PRICES ARE

         16   HIGH OR LOW IS BY LOOKING AT THE GENERAL LEVEL OF PRICES FOR

         17   GOODS AND SERVICES.  DID YOU ATTEMPT TO LOOK AT THAT FACTOR

         18   IN EVALUATING MICROSOFT'S PRICES?

         19   A.  YES, AND I GATHER WE WILL SEE SOME OF THE DETAILS

         20   IN CAMERA, BUT CORRECTED FOR PRICE LEVEL CHANGES, THE PRICES

         21   OF MICROSOFT'S OPERATING SYSTEM PRODUCTS -- INDIVIDUAL

         22   PRODUCTS -- ARE ROUGHLY CONSTANT OR DECLINING.

         23             MR. UROWSKY:  I AM ABOUT TO MOVE ON TO --

         24             THE COURT:  WOULD THIS BE A GOOD TIME FOR A

         25   RECESS?
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          1             MR. UROWSKY:  YES, YOUR HONOR.

          2             (RECESS WAS TAKEN.)

          3             (AFTER RECESS.)

          4   BY MR. UROWSKY:

          5   Q.  DEAN SCHMALENSEE, I'D LIKE TO ADVERT BRIEFLY TO THE

          6   SUBJECT OF PRICE DISCRIMINATION.  I BELIEVE THAT PROFESSOR

          7   FISHER IN HIS TESTIMONY STATED THAT ONE OF THE BASES FOR HIS

          8   BELIEF THAT MICROSOFT HAD MONOPOLY POWER IS THAT IT ENGAGES

          9   IN PRICE DISCRIMINATION.  DO YOU RECALL THAT?

         10   A.  I BELIEVE HE SAID SOMETHING TO THAT EFFECT, YES.

         11   Q.  WHAT IS PRICE DISCRIMINATION?

         12   A.  THERE ARE ACTUALLY A RANGE OF DEFINITIONS, BUT IN THIS

         13   CONTEXT, AND IN THE SIMPLEST DEFINITION, IT MEANS SELLING

         14   ESSENTIALLY THE SAME PRODUCT WITH THE SAME COSTS TO

         15   DIFFERENT CUSTOMERS AT DIFFERENT PRICES.  SO DIFFERENT

         16   PRICES FOR THE SAME THING TO DIFFERENT CUSTOMERS.

         17   Q.  IS IT UNUSUAL FOR COMPANIES TO ENGAGE IN THAT KIND OF

         18   DISPARATE PRICING?

         19   A.  NO.  IT IS VERY, VERY COMMON.

         20   Q.  AND AS AN ECONOMIST, WOULD YOU DRAW ANY CONCLUSIONS FROM

         21   THAT PHENOMENON?

         22   A.  I WOULD CONCLUDE THAT A FIRM THAT IS ABLE TO PRICE

         23   DISCRIMINATE HAS SOME POWER OVER PRICE -- SOME MARKET

         24   POWER -- BUT I WOULD NOT CONCLUDE -- COULD NOT CONCLUDE THE

         25   PRESENCE OF MONOPOLY POWER.
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          1             PRICE DISCRIMINATION IS PRACTICED BY AIRLINES IN

          2   RECEIVERSHIP, FOR INSTANCE, THAT NO ONE WOULD ACCUSE OF

          3   BEING MONOPOLIES.

          4   Q.  I'D LIKE NOW TO TURN TO THE SUBJECT OF THE SO-CALLED

          5   APPLICATIONS BARRIER TO ENTRY INTO THE OPERATING SYSTEM

          6   BUSINESS AND ASK YOU SOME QUESTIONS ABOUT THAT.  LET'S START

          7   WITH THIS.  DO YOU AGREE WITH PLAINTIFFS' ECONOMISTS THAT

          8   THERE IS AN APPLICATIONS BARRIER TO ENTRY INTO THE P.C.

          9   OPERATING SYSTEMS BUSINESS?

         10   A.  NO.  I AGREE THAT TO BECOME A SUCCESSFUL OPERATING

         11   SYSTEM, OR MORE BROADLY, A SUCCESSFUL PLATFORM, AN ENTRANT

         12   NEEDS TO ATTRACT ISV'S -- NEEDS TO DEVELOP APPLICATIONS.

         13   THAT STATEMENT, BY ITSELF, DOES NOT ESTABLISH THE EXISTENCE

         14   OF A BARRIER TO ENTRY, SINCE I OBSERVE THAT OPERATING

         15   SYSTEMS WITH RELATIVELY FEW USERS, NONETHELESS, HAVE MANAGED

         16   TO ATTRACT ISV'S IN SIGNIFICANT NUMBERS.

         17   Q.  WELL, LET'S LOOK AT THIS SUBJECT A LITTLE MORE CLOSELY.

         18   WOULD YOU PLEASE TURN TO PAGE 26 OF YOUR DIRECT TESTIMONY

         19   AND GIVE ME YOUR DEFINITION OF A BARRIER TO ENTRY, WHICH I

         20   WILL THEN ASK YOU TO EXPLAIN TO HIS HONOR.

         21             THE COURT:  ALL RIGHT.  THIS IS PAGE 26 OF THE

         22   EXECUTIVE SUMMARY?

         23             MR. UROWSKY:  NO, YOUR HONOR.  I BELIEVE IT'S

         24   PAGE 26 --

         25             THE COURT:  OF THE TESTIMONY PROPER?
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          1             MR. UROWSKY:  OF THE TESTIMONY PROPER.

          2             THE WITNESS:  THE RELEVANT SENTENCE OCCURS IN

          3   PARAGRAPH 53 AND IT SAYS "ECONOMISTS, HOWEVER, APPLY A MORE

          4   RIGOROUS APPROACH AND CONSIDER A COST OR OBSTACLE TO BE A

          5   BARRIER TO ENTRY IF AND ONLY IF IT CAN PREVENT A MORE

          6   EFFICIENT ENTRANT (MORE EFFICIENT IN THE SENSE OF HAVING A

          7   BETTER PRODUCT OR A LOWER COST OF PRODUCTION) FROM COMPETING

          8   EFFECTIVELY WITH (AND PERHAPS DISPLACING) A LESS EFFICIENT

          9   INCUMBENT."

         10             AND THEN THERE'S A FOOTNOTE TO SOME RELATED

         11   WRITINGS BY PROFESSOR FISHER.

         12   Q.  WOULD YOU EXPLAIN TO THE COURT WHY ECONOMISTS USE THAT

         13   MORE, AS YOU DESCRIBE IT, RIGOROUS DEFINITION OF BARRIERS TO

         14   ENTRY, RATHER THAN SIMPLY IDENTIFYING EVERY OBSTACLE TO

         15   ENTRY INTO A MARKET AS A BARRIER?

         16   A.  WELL, THE ANALYTICAL USE OF BARRIER TO ENTRY IS THAT YOU

         17   AND I IDENTIFY OBSTACLES THAT PREVENT MARKETS FROM

         18   FUNCTIONING WELL.  SO, FOR INSTANCE, IN ORDER TO GET INTO

         19   THE SOFTWARE BUSINESS, I WOULD HAVE TO LEARN TO WRITE

         20   EFFECTIVE, EFFICIENT PROGRAMS.  I DON'T KNOW HOW TO DO THAT.

         21   LEARNING THAT WOULD BE A COST TO ME.

         22             BUT THE FACT THAT A COST IS REQUIRED TO ENTER SOME

         23   BUSINESS DOESN'T MEAN THAT ENTRY INTO THAT BUSINESS WILL BE

         24   DIFFICULT, WILL BE INEFFICIENT, OR WILL BE BLOCKED.  SO IT'S

         25   IMPORTANT TO DISTINGUISH BETWEEN A COST OF ENTRY AND A
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          1   BARRIER TO ENTRY.

          2             THE NEED TO ATTRACT ISV'S IS CERTAINLY A COST.  IT

          3   IS A BARRIER ONLY IF IT OPERATES IN SUCH A WAY AS TO

          4   DISADVANTAGE OR FORECLOSE FIRMS THAT WOULD OTHERWISE BE

          5   CAPABLE OF COMPETING EFFECTIVELY.

          6   Q.  NOW, USING THE DEFINITION YOU'VE JUST PRESENTED AND IN

          7   LIGHT OF THE EXPLANATION YOU'VE JUST GIVEN, WOULD YOU

          8   EXPLAIN WHY YOU BELIEVE THAT THERE ARE NO -- THAT THERE IS

          9   NO APPLICATIONS BARRIER TO ENTRY INTO THE P.C. OPERATING

         10   BUSINESS?

         11   A.  BECAUSE I HAVE SEEN NO EVIDENCE THAT SUGGESTS THAT

         12   APPLICATIONS -- EXCUSE ME -- THAT OPERATING SYSTEMS THAT ARE

         13   ATTRACTIVE HAVE DIFFICULTY ATTRACTING ISV'S.  CLEARLY AN

         14   OPERATING SYSTEM THAT DOESN'T OFFER ANYTHING TO ISV'S OR

         15   DOESN'T OFFER ANYTHING TO END USERS WON'T ATTRACT PEOPLE.

         16             THE QUESTION IS, IS A MORE EFFICIENT ENTRANT,

         17   SOMEBODY WITH A BETTER PRODUCT OR SOMEBODY THAT MIGHT

         18   DISPLACE A LEADER -- ARE THEY UNABLE TO ATTRACT ISV'S.  AND

         19   I HAVE SEEN NOTHING THAT SUGGESTS THAT.  IN FACT, THERE'S

         20   EVIDENCE IN MY TESTIMONY THAT EVEN AN OPERATING SYSTEM WITH

         21   A RELATIVELY SMALL BASE LIKE LINUX HAS ATTRACTED NOT ONLY

         22   NUMEROUS ISV'S, BUT LARGE ISV'S, BASED ON ITS POTENTIAL.

         23             SO, YES, THERE IS A COST.  NO, NOTHING I HAVE SEEN

         24   SUGGESTS THAT COST IS A BARRIER.

         25   Q.  I'D LIKE TO DIRECT YOUR ATTENTION TO PAGE E2 OF
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          1   DEFENDANT'S EXHIBIT 2098 IN EVIDENCE, WHICH IS ONE OF THE

          2   EXHIBITS TO YOUR DIRECT TESTIMONY.

          3             MR. UROWSKY:  THAT WAS E2, YOUR HONOR.

          4   BY MR. UROWSKY:

          5   Q.  AND I WANT TO ASK YOU TO DESCRIBE WHAT EXHIBIT E2

          6   DEPICTS.

          7   A.  E2 LISTS SEVERAL PLATFORMS, NOT ALL OF WHICH ARE DESKTOP

          8   PLATFORMS -- IN PARTICULAR, THE PALM OS IS NOT A DESKTOP OS,

          9   BUT IT IS A PLATFORM -- AND PROVIDES INFORMATION ON -- BEST

         10   INFORMATION WE WERE ABLE TO GATHER ON THE NUMBER OF USERS OF

         11   THAT PLATFORM AS OF, SAY, THE FALL OF 1998, AND INFORMATION

         12   AVAILABLE AS TO THE NUMBER OF APPLICATIONS THAT HAD BEEN

         13   WRITTEN FOR THAT PLATFORM.

         14             WE HAVE, OF COURSE, SURROUNDED IT WITH QUOTATIONS,

         15   INDICATING ISV INTEREST OR AGGRESSIVE SALESMANSHIP, IN SOME

         16   CASES, FOR THE PLATFORM.

         17             THE ONE THAT I WOULD PARTICULARLY NOTE -- IT'S A

         18   LITTLE HARD TO SEE AS IT'S PROJECTED -- IS IN THE UPPER

         19   RIGHT WHERE THERE IS A QUOTE FROM AN INTEL EXECUTIVE:  "THE

         20   BIGGEST THING DRIVING LINUX NOW IS THE BIG NAMES BEHIND IT."

         21   AND IN SOME SENSE, BEHIND THAT QUOTATION ARE THE NAMES

         22   COREL, ORACLE, COMPUTER ASSOCIATES AND NETSCAPE, SOME OF THE

         23   COMPANIES THAT HAVE WRITTEN APPLICATIONS FOR LINUX.

         24             THIS INDICATES TO ME THAT PROMISING OPERATING

         25   SYSTEMS ATTRACT ISV'S.
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          1   Q.  YOU WERE ASKED DURING CROSS-EXAMINATION WHETHER APPLE

          2   AND THE MAC PLATFORM HAD A SUFFICIENT NUMBER OF APPLICATIONS

          3   TO COMPETE AGAINST MICROSOFT.  DO YOU RECALL THAT TESTIMONY?

          4   A.  YES.

          5   Q.  IN YOUR OPINION, IS THAT A MEANINGFUL QUESTION?

          6   A.  NOT PARTICULARLY, AND I RECALL HAVING TROUBLE

          7   FORMULATING AN APPROPRIATE ANSWER.  THE MAC OS HAS ATTRACTED

          8   NUMEROUS APPLICATIONS WRITERS AND HAS NUMEROUS APPLICATIONS,

          9   BUT -- AND THE COUNTS UP THERE ARE THE DATA THAT ARE

         10   AVAILABLE.

         11             BUT WHAT'S MORE IMPORTANT TO MOST USERS IS ARE

         12   THERE APPLICATIONS AVAILABLE ON THE MAC, OR ON LINUX, OR ON

         13   BE, OR WHATEVER, THAT DO WHAT I WANT TO DO?  CAN I SOLVE MY

         14   PROBLEMS AND DO MY COMPUTATION AND SO FORTH ON THE SYSTEM?

         15   FOR LOTS OF USERS ON THE MAC, FOR INSTANCE, THE ANSWER IS

         16   "YES," EVEN THOUGH I DOUBT ANY HUMAN BEING HAS EVER RUN

         17   ALL -- SINGLE HUMAN BEING HAS EVER RUN ALL 12,000

         18   APPLICATIONS.

         19             ON BE, EVEN THOUGH VERY FEW PEOPLE RUN 900, I

         20   THINK AT PRESENT, THE ANSWER IS LESS CLEAR, BUT THE REAL

         21   QUESTION IS, IS THERE AVAILABLE GOOD-QUALITY SOFTWARE,

         22   POPULAR APPLICATIONS THAT PERFORM THE FUNCTIONS THAT USERS

         23   WANT TO PERFORM IN AN EFFECTIVE WAY?  FOR 12,000,500 USERS,

         24   AT LEAST, AND I GUESS RAPIDLY GROWING, THE ANSWER ON THE MAC

         25   IS "YES."
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          1   Q.  YOU WERE ALSO ASKED ON CROSS-EXAMINATION SOME QUESTIONS

          2   ABOUT OS/2 AND WHETHER OS/2 HAD BEEN ABLE TO ATTRACT ISV'S

          3   TO WRITE APPLICATIONS FOR IT.  DO YOU REMEMBER THAT

          4   TESTIMONY?

          5   A.  YES.

          6   Q.  DID OS/2 ATTRACT SIGNIFICANT ISV'S?

          7   A.  IT CERTAINLY DID.  THE FIRST VERSION OF WORDPERFECT THAT

          8   WAS WRITTEN TO EXPLOIT A GRAPHICAL USER INTERFACE WAS

          9   WRITTEN FOR OS/2.  AND, AT THAT TIME, WORDPERFECT WAS THE

         10   LEADING WORD-PROCESSING PACKAGE.  THE FIRST VERSION OF

         11   LOTUS 1-2-3 TO USE A GRAPHICAL USER INTERFACE WAS WRITTEN

         12   FOR OS/2.  AND, AT THAT TIME, IT WAS THE LEADING SPREADSHEET

         13   PROGRAM.

         14             SO THE VENDORS OF THE LEADING WORD PROCESSING AND

         15   SPREADSHEET PROGRAMS WROTE FOR OS/2 BEFORE THEY WROTE FOR

         16   WINDOWS.

         17   Q.  DO YOU HAVE AN UNDERSTANDING AS TO HOW MANY APPLICATIONS

         18   WERE WRITTEN TO OS/2?

         19   A.  I DON'T HAVE A COUNT.  AND I THINK ONE OF THE THINGS

         20   THAT HAPPENED WAS IBM BEGAN TO ADVERTISE THAT OS/2 RAN

         21   WINDOWS APPLICATIONS WELL.  SO IT MADE IT POSSIBLE FOR AN

         22   ISV TO SAY, "WELL, I CAN CAPTURE -- I CAN SATISFY THE

         23   DEMANDS OF OS/2 USERS BY WRITING A WINDOWS APPLICATION.

         24   THEREFORE, THERE IS NO POINT TO WRITING AN APPLICATION THAT,

         25   IF YOU WILL, IS NATIVE TO OS/2 OR OPTIMIZED FOR OS/2."
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          1             SO THERE WERE MANY APPLICATIONS THAT RAN ON OS/2,

          2   BUT, OF COURSE, LOTS OF THEM -- AND MORE OVER TIME -- BECAME

          3   WINDOWS APPLICATIONS.

          4   Q.  AND DO YOU HAVE AN OPINION AS TO THE QUALITY OF THE

          5   APPLICATIONS THAT WERE WRITTEN FOR OS/2 AND THEIR

          6   PERFORMANCE?

          7   A.  WELL, I HAVEN'T STUDIED IT, EXCEPT TO THE EXTENT THAT

          8   I'VE FOLLOWED THE INDUSTRY DURING THIS PERIOD, AND MY

          9   UNDERSTANDING IS THAT THE APPLICATIONS DIDN'T RUN WELL AND

         10   THERE WERE PROBLEMS WITH THE PERFORMANCE OF THE OPERATING

         11   SYSTEM, PARTICULARLY ON COMPUTERS THAT DIDN'T HAVE ABUNDANT

         12   MEMORY.

         13   Q.  DEAN SCHMALENSEE, ARE YOU AWARE OF THE EFFORTS THAT

         14   MICROSOFT MAKES TO PERSUADE ISV'S TO WRITE APPLICATIONS TO

         15   WINDOWS?

         16   A.  YES.  IT'S MY UNDERSTANDING THAT MICROSOFT SPENDS

         17   HUNDREDS OF MILLIONS OF DOLLARS A YEAR WORKING WITH ISV'S,

         18   ASSISTING THEM IN WRITING APPLICATIONS FOR WINDOWS,

         19   INVOLVING THEM, IN FACT, IN THE DESIGN PROCESS AS IT

         20   CONSIDERS WHAT FEATURES TO ADD TO WINDOWS, AND GENERALLY

         21   ENGAGING IN WHAT IS CALLED IN MICROSOFT AND OTHER FIRMS,

         22   EVANGELIZATION.

         23   Q.  DOES THE FACT THAT MICROSOFT MAKES THOSE EXPENDITURES

         24   BEAR AT ALL ON THE ISSUE OF AN APPLICATIONS BARRIER TO ENTRY

         25   INTO THE P.C. OPERATING BUSINESS?
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          1   A.  WELL, IF PLAINTIFFS ARE RIGHT IN THIS REGARD, THEN

          2   MICROSOFT IS WASTING MOST OF THAT MONEY, BECAUSE IF IT'S

          3   GUARANTEED THAT ISV'S WILL WRITE FOR WINDOWS FIRST, BECAUSE

          4   IT'S LARGEST -- IT HAS THE LARGEST USER BASE -- THEN

          5   MICROSOFT IS WASTING SEVERAL HUNDRED MILLION DOLLARS A YEAR

          6   TRYING TO PERSUADE THEM TO DO SOMETHING THEY WOULD DO

          7   ANYWAY.

          8             NO COMPANY IS PERFECT, BUT I FIND WASTE AT THAT

          9   LEVEL AT MICROSOFT IMPLAUSIBLE.

         10   Q.  IF THERE WERE A TRUE APPLICATIONS BARRIER TO ENTRY INTO

         11   THE OPERATING-SYSTEM BUSINESS, DO YOU HAVE AN OPINION AS TO

         12   WHETHER NETSCAPE OR SUN COULD SUCCEED IN COMPETING IN THAT

         13   BUSINESS?

         14   A.  WELL, MR. UROWSKY, IF THERE IS AN APPLICATIONS PROGRAM

         15   BARRIER TO ENTRY, IT APPLIES TO PLATFORMS, NOT JUST TO

         16   OPERATING SYSTEMS.  IT HAS TO DO WITH THE NEED FOR ANY

         17   ENTITY -- WHETHER AN OPERATING SYSTEM, OR A PLATFORM, OR

         18   MIDDLEWARE -- THAT ASPIRES TO BE A PLATFORM TO ATTRACT

         19   ISV'S.

         20             IF NETSCAPE HAD OFFERED A SET OF API'S -- HAD BEEN

         21   OR BECOME A PLATFORM, IT WOULD HAVE NEEDED TO ATTRACT ISV'S

         22   TO WRITE FOR IT IN ORDER TO COMPETE WITH WINDOWS.  IF

         23   PLAINTIFFS ARE RIGHT, AN ATTEMPT TO DO THAT WOULD HAVE BEEN

         24   FUTILE AND MICROSOFT NEED NOT HAVE BEEN CONCERNED.

         25             SIMILARLY, IF JAVA IS TO REALIZE ITS POTENTIAL --
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          1   ITS CROSS-PLATFORM POTENTIAL -- IT NEEDS TO ATTRACT ISV'S TO

          2   WRITE CROSS-PLATFORM APPLICATIONS -- TO WRITE IN PURE JAVA.

          3             IF PLAINTIFFS ARE CORRECT AND ISV'S WRITE ONLY TO

          4   THE MOST POPULAR PLATFORM, OR PRIMARILY, OR FIRST TO THE

          5   MOST POPULAR PLATFORM, SUN'S ATTEMPT TO PERSUADE ISV'S TO

          6   WRITE PURE JAVA APPLICATIONS WOULD BE FUTILE AND MICROSOFT

          7   NEED NOT WORRY ABOUT JAVA AND NEED NOT WORRY ABOUT NETSCAPE.

          8   Q.  A FINAL QUESTION ON THIS SUBJECT.  IS MICROSOFT'S LEVEL

          9   OF PRICING RELEVANT TO YOUR ANALYSIS OF WHETHER THERE IS AN

         10   APPLICATIONS BARRIER TO ENTRY INTO THE PLATFORM ARENA OR

         11   INTO THE OPERATING-SYSTEM BUSINESS?

         12   A.  IF MICROSOFT WERE NOT CONCERNED ABOUT ENTRY, IT WOULD

         13   NOT PRICE AS IT DOES.  AND I THINK I MIGHT -- IF I MAY,

         14   MR. UROWSKY, COULD I SUPPLEMENT THAT WITH SOME THOUGHTS I

         15   HAD ON THE ANALYSIS DURING THE BREAK?

         16   Q.  PLEASE PROCEED, DEAN SCHMALENSEE.

         17             THE WITNESS:  YOUR HONOR, THIS IS A REACTION TO

         18   THE POINT YOU RAISED ABOUT FUTURE REVENUES.

         19             THE COURT:  YES, SIR.

         20             THE WITNESS:  AND AN EXPERIENCED CLASSROOM TEACHER

         21   SHOULD BE A LITTLE QUICKER THAN I WAS, BUT THE WAY ONE

         22   INCORPORATES THE PHENOMENON THAT YOU'VE DESCRIBED INTO THE

         23   ANALYSIS IS BY THINKING ABOUT COMPLEMENTARY REVENUES.

         24   COMPLEMENTARY REVENUES DON'T HAVE TO OCCUR TODAY.  THEY

         25   COULD OCCUR IN FIVE YEARS, AND THEN IT WOULD BE APPROPRIATE
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          1   TO TAKE THE DISCOUNTED VALUE.

          2             SO YOU COULD SELL A WORD PROCESSING PACKAGE TODAY,

          3   OR YOU COULD SELL ANOTHER OPERATING SYSTEM IN FIVE YEARS.

          4   IF THAT'S A CONSEQUENCE OF TODAY'S SALE, THEN YOU WANT TO

          5   FACTOR IT INTO THE ANALYSIS.  AND THAT NATURAL WAY IS TO SAY

          6   THOSE FUTURE REVENUES REALLY ARE COMPLEMENTARY TO TODAY'S

          7   OPERATING SYSTEM SALE.

          8             THE TRICKY PART IN DOING IT IS TRYING TO DECIDE

          9   WHAT'S A REASONABLE ANTICIPATION OF THOSE FUTURE REVENUES,

         10   BECAUSE THE OPERATING SYSTEM DOESN'T WEAR OUT.  UPGRADES

         11   AREN'T CERTAIN.  FUTURE SOFTWARE SALES AREN'T CERTAIN.  SO

         12   WHAT WE TRIED TO DO -- AND I THINK IT CAPTURES THE

         13   PHENOMENON QUANTITATIVELY APPROPRIATELY -- IS SAY, "LET'S

         14   USE WHAT SEEMS TO BE A VERY GENEROUS NUMBER, $200, FOR THOSE

         15   ASSOCIATED REVENUES."  BUT IT WOULDN'T MATTER TO THE

         16   QUALITATIVE ANALYSIS IF WE USED 300 OR 400, WHICH IS A

         17   MULTIPLE, I THINK, OF WHAT'S REASONABLE.

         18             SO THAT I THINK IS THE MOST NATURAL WAY TO THINK

         19   ABOUT INCORPORATING THAT PHENOMENON.  AND AS I'VE REFLECTED

         20   ON THE NUMBERS WE USED, AT LEAST WALKING UP AND DOWN THE

         21   HALL, I THINK WE HAVE IT IN THERE ADEQUATELY.

         22             MR. UROWSKY:  I AM ABOUT TO TURN TO A NEW SUBJECT.

         23   SHALL I PROCEED, YOUR HONOR, OR IS THIS A GOOD TIME TO BREAK

         24   FOR LUNCH?

         25             THE COURT:  WELL, MAYBE IT IS A GOOD TIME.  ALL
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          1   RIGHT.  WE'LL COME BACK AT 2:00.

          2             (WHEREUPON, AT 12:05 P.M., THE ABOVE-ENTITLED

          3   MATTER WAS RECESSED FOR LUNCH.)

          4                     CERTIFICATE OF REPORTER

          5        THIS RECORD IS CERTIFIED BY THE UNDERSIGNED REPORTER TO

          6   BE THE OFFICIAL TRANSCRIPT OF THE PROCEEDINGS INDICATED.
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