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RICHARD LEE SCHMALENSEE .

CALLED AS A UITNESS ON BEHALF OF THE PLAINTIFFS. HAVING

BLEN FIRST DULY SWORN.

FOLLOUWS:

WAS EXARINED AND TESTIFIED AS
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PROCESSING UNITS.-
LET ME EXPLAIN. NOW~ HOW I ARRIVED AT THAT

CONCLUSION. AND I WOULD ... FOLLOW THE OUTLINEs MORE

OR LESS. THAT'S BEFORE YOU NOU.

I WANT TO TALK FIRST ABOUT ECONOMIC POWER
AND ITS SOURCES. TO JUST DISCUSS SOME ECONOMIC
CONCEPTS THAT I'LL BE APPLYING TO THE FACTS OF THIS
CASE A BIT LATER.

WHEN AN ECONOMIST THINKS ABOUT THE “POWER"
OF A PARTICULAR FIRM. HE OR SHE ASKS: DOES THE FIRH
HAVE THE POWER TO RAISE PRICES SIGNIFICANTLY ABOVE COST
UITHOUT SUFFERING AN UNACCEPTABLE LOSS OF SALES VOLUME?

IF THE ANSWER IS TYES-"™ THEN THE FIRM HAS
"POWER." SOMETIMES CALLED T"ECONOMIC POWER.™ OR TPOWER
OVER PRICE."

YOU MUST REALIZE- PARENTHETICALLY. BY TPRICE."
AN ECONOMIST MEANS DOLLARS PAID. CREDIT TERMS. DELIVERY
TERMS+ WARRANTIES. EVERYTHING THAT AFFECTS THE NET
VALUE TO THE CUSTOMER. TPOWER OVER PRICE."™ AS I USE
THE TERM. THUS INCLUDES THE POWER TO IMPOSE A TIE
OR OTHER BURDENSOME TERMS. IN LIEU OF CHARGING A HIGH
DOLLAR PRICE. IF YOU WILL- g

IN A PERFECTLY COMPETITIVE ENVIRONMENT A
SELLERS IN THE MARKETPLACE ARE WHAT ECONOMISTS REFER

TO AS "PRICE TAKERS™: THAT IS. THEY ARE REQUIRED. AS
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MORE GENERAL INSULATION FROM CONPETITION IS PRESENT.

PROTECTION AGAINST COMPETITION IN THE .FORHN
OF DUPLICATION CAN BE OBTAINED THROUGH THE ASSERTION
AND ENFORCEMENT OF RIGHTS AVAILABLE UNDER COPYRIGHT
OR TRADE SECRET LAUS. THE OUNER OF THE TSTAR UWARS®
HOVIE. FOR EXANPLE. HAY ENJOY. IN PART BY VIRTUE OF
HIS COPYRIGHT TO THE FILM. CONSIDERABLE LEEWAY TO
CHARGE NORE FOR HIS PRODUCT OR TO IHPO;E SOHE OTHER
(6NDITIONS ON THOSE WHO WANT TO LICENSE THE NOVIE
TO0 SHOU IN THEIR THEATERS. THE COPYRIGHT OWNER OF
A HIT RECORD HAY ENJOY THE SARE KIND OF ECONONMIC
POVER+ ON THE ONE HAND BECAUSE HIS RECORD IS IN
DEMAND. AND ON THE COTHER HAND BECAUSE IT CANNOT BE
DUPLICATED WITHOUT VIOLATING THE OUNER'S RIGHTS. THE
OWNER OF A FORMULA FOR A MEDICINE NEEDED OR DESIRED
BY AN APPRECIABLE NUNMBER OF CUSTOMNERSA AND THAT NO
ONE CAN DUPLICATE UITHOUT RISKING A TRADE SECRET
SUIT. MAY ENJOY EVEN MORE ECONOMIC PQUER.

COMPLEX TECHNOLOGY HMAY PROVIDE COMPARABLE
INSULATION FROM COMPETITORS AND THUS PRESERVE
SIGNIFICANT ECONONIC FOWER. DUPLICATION OF A PRODUCT
IN HIGH DEMAND MAY BE SO TECHNICALLY DIFFICULT THAT
IT (AN'T BE DONE- OR SUCH DUPLICATION HNAY BE 30
EXPENSIVE AS T0 BE ECONOMICALLY INMPRACTICAL- THAT

KIND OF BARRIER MAY PROVIDE SUBSTANTIAL ECONONIC POUER-
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IN SHORTs IN ECONOMIC TERNS+ DATA GENERAL HAD THE
BENEFIT OF THE PRODUCT DIFFERENTIATION.

THE INVESTRENT BY CUSTORERS IN APPLICATION
SOFTUARE WRITTEN TO RUN WITH DATA GENERAL SYSTENS GREU
ENORNOUSLY~ AS DATA GENERAL (ONPUTERS WERE UTILIZED
BY MANY CUSTORERS FOR A CONTINUOUSLY EXPANDED VARIETY
OF TASKS. AS NMORE AND HORE CUSTOHRERS BECANE COHHiTTED
TO THE USE OF DATA GENERAL SYSTEM SOFTWARE. THE LOCK-IN
PHENOMENON BECAME NORE IMPORTANT. LOCK-IN GAVE DATA
GENERAL AN ADVANTAGE OVER OTHLRS IN OBTAINING THE
REPEAT BUSINESS OF THOSE CUSTOMERS WHO HAD WRITTEN

APPLICATION PROGRANS TO RUN WITH DATA GENERAL'S SYSTEN

SOFTUARE.
LET KE TURN NOW EXPLICITLY TO THE ISSUEL OF

SOFTUARE LOCK-IN+ AS INDICATED ON THE OQUTLINE. AND :
DISCUSS HOW THIS PHENONMENON OPERATES IN ECONOMIC RATHER

THAN TECHNICAL TERNS.

IT IS HY UNDERSTANDING THAT FOR A LARGE
NUNBER OF DATA GENERAL (USTOMERS. THE PROSPECT OF
CONVERTING THEIR APPLICATIONS PROGRAMNS URITTEN TO RUN
WITH THE DATA GENERAL OPERATING SYSTEN TO RUN WITH
ANY OTHER OPERATING SYSTEM CARRIES WITH }T_SUFFICIENT
EXPENSE+ INCONVENIENCE AND RISK OF DELAY OR FAILURL
THAT THESE CUSTONERS DO NOT CONSIDER CONVERSION T0

BE A PRACTICAL CONMERCIAL ALTERNATIVE TO STAYING UITH
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DATA GENERAL OPERATING SYSTENS. THESE ARE THE .CUSTOMERS
REFERRED TO AS THE CONMMITTED OR LOCKED-IN CUSTOMERS.
HERE I°'f RELYING ON THE EXPERTS AND DATA GENERAL
CUSTORERS WHO HAVE TESTIFIED THAT THE RISKS AND
DIFFICULTIES OF CONVERSION ARE OFTEN HORRENDOUS AND
ARE Tb BE AVOIDED WHENEVER POSSIBLE. HY EXTENSIVE
REVIEL OF THIS TESTINRONY ANL OTHER MATERIALS IN THE
CASE CONVINCES ME THAT THIS LOCK-IN PHEN&HENON PLACES
VERY REAL AND VERY IMPORTANT ECONOMIC CONSTRAINTS ON
THE FREEDON OF ACTION OF LOCKED-IN CUSTOMERS.

AN ANALOGY WHICH I FIND HELPFUL. AT LEAST,
IN UNDERSTANDING THE ECONONIC EFFECT OF THE LOCK-IN
PHENONENON IS THAT OF A LOCK ON YOUR FRONT DOOR. THE
LOCK ON YOUR FRONT DOOR PERFORMNS THE FUNCTION OF
LINRITING ACCESS TO YOUR HONME~ BUT IT CANNOT PERFORN
THAT FUNCTION UITHOUT A KEY THAT MESHES WITH IT7
EXACTLY. SIMILARLY~ APPLICATICN SOFTWARE CANNOT
PERFORM ITS FUNCTION UNLESS IT IS USED WITH OPERATING
SYSTEM SOFTUARE THAT FITS IT EXACTLY. THERE HAY BE
FANY LOCKS WITH MATCHING KEYS THAT CAN BE USED TO
PROVIDE SECURITY. BUT ONCE A PARTICULAR LOCK IS
INSTALLED IN YOUR FRONT DOOS+ BEING DEPRIVED OF THE
PARTICULAR KEY TO THAT LOCK CAUSES GREAT INCONVENIENCE
AND MAY RENDER THE LOCK ALNOST VALUELESS. THERE ARE

MANY LOCKS UWITH MATCHING KEYS THAT FULFItL THE Sant
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IN THAT SITUATION~ DATA GENERAL WILL NOT GET ALL THE
BUSINESS+ BUT AS YOU HAVE HEARD FROM SEVERAL CUSTOMERS
THERE ARE A NUMBER OF JOBS TO WHICH DATA GENERAL'S
RDOS OPERATING SYSTEN IS CONSIDERED PARTICULARLY KELL
SUITED~ AND MANY CUSTONERS WILL CHOOSE TO PURCHASE FROM
DATA GENERAL FOR THAT REASON. AND IN ECONOMIC TERHS-
DATA GENERAL WOULD ENJOY SOME ADVANTAGE OVER COMPETITORS
IN MAKING THE FIRST OIL FIELD CONTROL SALE NERELY
BECAUSE OF THE DISTINCTIVE CAPABILITIES OF ITS
OPERATING SYSTEM SOFTUARE.

NOW. LET®S LOOK BACK AT THE SANME CUSTOMER.
ASSUNING THAT HE'S PURCHASED FROM DATA GENERAL. A YEAR
LATER. AFTER THE CUSTOMER HAS INVESTED A GREAT DEAL
OF TINE. EFFORT AND MONEY IN DEVELOPING CONPLEX
APPLICATION SOFTWARE. WRITTEN TO RUN WITH DATA GENERAL 'S
OPERATING SYSTEM. AND CREATED AN ENTIRE OIL FIELD
CONTROL SYSTEM. DATA GENERAL'S ADVANTAGE OVER ITS
RIVALS FOR ADDITIONAL SALES TO THAT CUSTONER BECOMES
MUCH MORE DRAMATIC.

SUPPOSE THAT THE CUSTOMER WANTS TO ADD AN
EXTENSION TO THE OIL FIELD CONTROL SYSTEM HE HAS
INSTALLED IN THE FIELD. OR SUPPOSE THAT THE CUSTONMER
HAS A NEUW JO0B TO INSTALL A NCW OIL FIELD CONTROL
SYSTER IN AN ENTIRELY DIFFERENT LOCATION-. IN EITHER

CASE~ THERE ARE NO LONGER ANY VIABLE ALTERNATIVES TO
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DATA GENERAL'S SOFTUARE. BECAUSE OF THE LOCK-IN
PHENOMENON~ NO DOUBT IN THAT SITUATION DATA GENERAL
COULD CHARGE A PREMIUN FOR THE LICENSING OF ITS
OPERATING SYSTEM SOFTUARE~ JLLUSTRATING ITS POUER
OVER PRICE+ NARROWLY DEFINED. OR IT COULD IMPOSE
SONME OTHER BURDEN ON THE CUSTOHER IN LIEU OF A
PRENIUM PRICE.

HOWEVER. UNLESS DATA GENERA; DOES LICENSE
ITS OPERATING SYSTEN SOFTWARE FOR USE WITH NON-DATA
GENERAL CPU'S IN THAT SITUATION. COMPETITION AMONG
CPU VENDORS IS TO A SIGNIFICANT DEGREE DAHPENED OR
INHIBITED. THIS OCCURS BECAUSE OF THE ADDITIONAL
TIME~ RISK AND COST WHICH THE CUSTOMER WOULD HAVE TO
INCUR EITHER TO WRITE NEW APPLICATIONS PROGRANS TO
RUN WITH THE NEW OPERATING SYSTEM OR TO CONVERT HIS
OLD APPLICATIONIS PROGRAM TO 'RUN WITH THE NEU
OPERATING SYSTEM. ASSUMING THAT WERE POSSIBLE.

{CONTINUED ON NEXT PAGE.}



