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PolyGram Holding, Inc. v. FTC
416 F.3d 29 (D.C. Cir. 2005)

GINSBURG, Chief Judge.

PolyGram Holding, Inc. and several of its affiliates petition for review of an order of
the Federal Trade Commission holding PolyGram violated § 5 of the Federal Trade
Commission Act. . .. PolyGram entered into an agreement with Warner Communications, Inc.
to distribute the recording of a concert to be given by “The Three Tenors” in 1998. The two
companies later entered into a separate agreement to suspend, for ten weeks, advertising
and discounting of two earlier Three Tenors concert albums, one distributed by PolyGram
and the other by Warner. The Commission held the latter agreement unlawful and prohibited
PolyGram from entering into any similar agreement in the future. We agree with the
Commission that, although not a per se violation of antitrust law, the agreement was
presumptively unlawful and PolyGram failed to rebut that presumption. We therefore deny
PolyGram’s petition for review.

I. Background

The Three Tenors—]José Carreras, Placido Domingo, and Luciano Pavarotti—put on
spectacular concerts coinciding with the World Cup soccer finals in 1990, 1994, and 1998.
PolyGram distributed the recording of the 1990 concert, which became one of the best-
selling classical albums of all time. Warner distributed the 1994 concert album, which also
met with great success. Both albums remained on the top-ten classical list throughout 1994,
1995, and 1996.

In late 1997 PolyGram and Warner agreed jointly to distribute the recording of The
Three Tenors’ July 1998 concert. Warner, which had the worldwide rights, retained the
United States rights but licensed to PolyGram the exclusive right to distribute the 1998
album outside the United States, and the companies agreed to share equally the worldwide
profit or loss on the project. The agreement also obligated PolyGram and Warner to consult
with one another on all “marketing and promotional activities” for the 1998 concert album,
but each company was free ultimately to pursue its own marketing strategy and to continue
exploiting its earlier Three Tenors concert album without limitation. The agreement also
provided that PolyGram and Warner would collaborate on the distribution of any future
Three Tenors album released through August 2002.

Representatives of PolyGram and Warner first met in January 1998 to discuss
“marketing and operational issues.” One of PolyGram’s representatives voiced concern about
the effect of marketing the earlier Three Tenors albums upon the prospects for the 1998
concert album and suggested the two companies impose an “advertising moratorium”
surrounding the 1998 release, which was scheduled for August 1. According to notes of their
next meeting (in March) PolyGram and Warner representatives agreed that “a big push” on
the earlier albums “shouldn’t take place before November 15.” After that meeting, each
company instructed its affiliates to cease all promotion of the 1990 and 1994 Three Tenors
albums for approximately six weeks, beginning in late July or early August.
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Apparently Warner’s overseas division did not get the message because in May it
announced an aggressive marketing campaign, scheduled to run through December, to
discount and to promote the 1994 album throughout Europe. When PolyGram learned of
this, it threatened to “retaliate” by cutting the price of its 1990 album. Accusations then flew
between the two companies about which had started the imminent price war. Meanwhile, in
June the promoter of The Three Tenors concert informed PolyGram and Warner that the
repertoire for the 1998 concert would substantially overlap those of the 1990 and 1994
concerts, which in the view of both PolyGram and Warner executives jeopardized the
commercial viability of the forthcoming concert album.

By the time The Three Tenors performed in Paris on July 10, PolyGram and Warner
had exchanged letters reaffirming their commitment to suspend advertising and discounting
the 1990 and 1994 concert albums and agreeing the moratorium would run from August 1
through October 15. About a week later, however, PolyGram’s Senior Marketing Director,
who had passed on the details of the agreement to PolyGram’s General Counsel, sent a
memorandum around the company stating, “Contrary to any previous suggestion, there has
been no agreement with [Warner] in relation to the pricing and marketing of the previous
Three Tenors albums.” Warner followed suit on August 10, sending a letter to PolyGram
repudiating any pricing or advertising restrictions relative to its 1994 album. At the same
time, however, PolyGram and Warner executives privately assured one another their
respective companies intended to honor the agreement, and in fact the companies did
substantially comply with the agreement through October 15, 1998.

In 2001 the Commission issued complaints against PolyGram and Warner charging
that, by entering into the moratorium agreement, the companies had engaged in an unfair
method of competition in violation of § 5 of the FTC Act. Warner soon consented to an order
barring it from making any similar agreement in the future. PolyGram contested the charge
and, after a trial, an Administrative Law Judge ruled that PolyGram had violated § 5 and
ordered PolyGram, like Warner, to refrain from making any similar agreement in the future.

The Commission affirmed the order of the AL]. After first observing (correctly) that
the analysis under § 5 of the FTC Act is the same in this case as it would be under § 1 of the
Sherman Act. The Commission revived the analytic framework it had first announced In re
Massachusetts Board of Optometry, 110 F.T.C. 549 (1988), which begins with the proposition
that conduct “inherently suspect” as a restraint of competition—that is, conduct that
“appears likely, absent an efficiency justification, to restrict competition and decrease
output”—is to be presumed unreasonable.

Only if the competitive harm wrought by the restraint is not readily apparent from
the nature of the restraint itself, or the charged party offers a plausible competitive
justification for the restraint, must the Commission, under this approach, engage in a more
searching analysis of the market circumstances surrounding the restraint.

Here the Commission determined the agreement between PolyGram and Warner to
prohibit discounts and advertising for a time was indeed “inherently suspect” because such
restraints by their nature tend to raise prices and to reduce output. The Commission then
looked to PolyGram to identify some competitive justification for the restraint.
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... PolyGram argued, the agreement was justified because it prevented PolyGram and
Warner, as distributors of the 1990 and 1994 albums, respectively, from free-riding upon—
and thereby diminishing each other’s efforts to promote the 1998 album. [That is], the
restraints created an incentive for each company vigorously to promote the 1998 album and
thereby increased output. The Commission rejected that purported efficiency justification as
legally insufficient. In the Commission’s view, the moratorium agreement could not have had
any such procompetitive effect but instead simply shielded the 1998 concert album from the
competition of the two earlier albums.

The Commission ... went on to rule that, even if PolyGram’s efficiency justification
were cognizable, the facts simply did not support it; indeed, the Commission found the
moratorium had no effect upon the degree to which the companies promoted the 1998
album and did not make the joint venturers any more likely to release a future Three Tenors
album. Thus, upon closer inspection, the Commission confirmed its initial conclusion that the
moratorium agreement was an unreasonable restraint of trade in violation of § 1 of the
Sherman Act and, hence, an unfair method of competition in violation of § 5 of the FTC Act.

I1. Analysis

... The Supreme Court’s approach to evaluating a § 1 claim has gone through a
transition over the last twenty-five years, from a dichotomous categorical approach to a
more nuanced and case-specific inquiry. In 1978, just before the transition began, the Court
summarized its doctrine as follows:

There are ... two complementary categories of antitrust analysis. In the
first category are agreements whose nature and necessary effect are so
plainly anticompetitive that no elaborate study of the industry is needed
to establish their illegality-they are “illegal per se.” In the second
category are agreements whose competitive effect can only be evaluated
by analyzing the facts particular to the business, the history of the
restraint, and the reasons why it was imposed. National Society of
Professional Engineers v. United States, 435 U.S. 679, 692 (1978).

Courts and commentators have recognized the trade-offs inherent in each category.
Per se analysis, which requires courts to generalize about the utility of a challenged practice,
reduces the cost of decision-making but correspondingly raises the total cost of error by
making it more likely some practices will be held unlawful in circumstances where they are
harmless or even procompetitive. See, e.g., Arizona v. Maricopa County Medical Society, 457
U.S. 332, 344 (1982) (“For the sake of business certainty and litigation efficiency, we have
tolerated the invalidation of some agreements that a full-blown inquiry might have proved
to be reasonable”).

The converse—increased litigation cost but reduced cost of error—obtains under the
rule of reason, which requires an exhaustive inquiry into all the myriad factors bearing on
whether the conduct is on balance anticompetitive or procompetitive.

Since Professional Engineers, the Supreme Court has steadily moved away from the
dichotomous approach—under which every restraint of trade is either unlawful per se, and
hence not susceptible to a procompetitive justification, or subject to full-blown rule-of-
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reason analysis—toward one in which the extent of the inquiry is tailored to the suspect
conduct in each particular case.

For instance, the Court did not hold unlawful per se an agreement limiting the number
of football games each participating college could sell to television, which agreement was
challenged in NCAA v. Board of Regents, 468 U.S. 85 (1984) ...; or the refusal of an
organization of dentists to provide x-rays to dental insurers, which was at issue in FTC v.
Indiana Federation of Dentists, 476 U.S. 447 (1986)....

At the same time, however, in NCAA and IFD the Court did not insist upon the
elaborate market analysis ordinarily required under the rule of reason to prove the
defendant had market power and the restraint it imposed had an anticompetitive effect. . ..
The Court instead adopted an intermediate inquiry, since dubbed the “quick look,” to
evaluate horizontal restraints of trade. . ..

It would be somewhat misleading, however, to say the “quick look” is just a new
category of analysis intermediate in complexity between “per se” condemnation and full-
blown “rule of reason” treatment, for that would suggest the Court has moved from a
dichotomy to a trichotomy, when in fact it has backed away from any reliance upon fixed
categories and toward a continuum. The Court said as much in California Dental Association:

The truth is that our categories of analysis of anticompetitive effect are
less fixed than terms like “per se,” “quick look,” and “rule of reason” tend
to make them appear. We have recognized, for example, that there is
often no bright line separating per se from Rule of Reason analysis, since
considerable inquiry into market conditions may be required before the
application of any so-called “per-se” condemnation is justified. California
Dental Association v. FTC, 526 U.S. 756,779 (1999)

Rather than focusing upon the category to which a particular restraint should be
assigned, therefore, the Court emphasized the basic point that under § 1 the essential inquiry
is “whether .. the challenged restraint enhances competition.” In order to make that
determination, a court must make “an enquiry meet for the case, looking to the
circumstances, details, and logic of a restraint,” California Dental Association, 526 U.S. at 781,
which in some cases may not require a full-blown market analysis. The Court continued: The
object is to see whether the experience of the market has been so clear, or necessarily will
be, that a confident conclusion about the principle tendency of a restriction will follow from
a quick (or at least quicker) look, in place of a more sedulous one. And of course what we see
may vary over time, if rule-of-reason analyses in case after case reach identical conclusions;
cf. United States v. Microsoft, 253 F.3d 34, 84 (D.C. Cir. 2001) (declining to condemn per se
tying arrangements involving platform software products because there was “no close
parallel in prior antitrust cases” and “simplistic application of per se tying rules carries a
serious risk of harm”).

In this case, ... the Commission analyzed PolyGram’s conduct under the legal
framework it had devised in Mass. Board (1988), which it maintains is consistent with the
Supreme Court’s teaching of more than a decade later in California Dental (1999). The Mass.
Board analysis proceeds in several distinct steps: First, the Commission must determine
whether it is obvious from the nature of the challenged conduct that it will likely harm

Page 4 of 7


https://antitru.st/

Barak Orbach: Antitrust & Competition Policy https://antitru.st

consumers. If so, then the restraint is deemed “inherently suspect” and, unless the defendant
comes forward with some plausible (and legally cognizable) competitive justification for the
restraint, summarily condemned. “Such justifications,” the Commission explained, “may
consist of plausible reasons why practices that are competitively suspect as a general matter
may not be expected to have adverse consequences in the context of the particular market
in question, or they may consist of reasons why the practices are likely to have beneficial
effects for consumers.”

If the defendant does offer such an explanation, then the Commission “must address
the justification” in one of two ways. First, the Commission may explain why it can
confidently conclude, without adducing evidence, that the restraint very likely harmed
consumers. Alternatively, the Commission may provide the tribunal with sufficient evidence
to show that anticompetitive effects are in fact likely. If the Commission succeeds in either
way, then the evidentiary burden shifts to the defendant to show the restraint in fact does
not harm consumers or has “procompetitive virtues” that outweigh its burden upon
consumers.

PolyGram argues the Commission’s framework conflicts with Supreme Court
precedent by condemning a restraint that is not per se illegal without the Commission having
to prove the restraint actually harms competition. According to PolyGram, “proof of actual
anticompetitive effect (or market power as its surrogate) is required in any Rule of Reason
case.”

For reasons we have already explained, we reject PolyGram’s attempt to [force a
categorical analysis of alleged restraints]. ... [T]he Sherman Act requires the court to
ascertain whether the challenged restraint hinders competition; the Commission’s
framework, at least as the Commission applied it in this case, does just that.

We therefore accept the Commission’s analytical framework. If, based upon
economic learning and the experience of the market, it is obvious that a restraint of trade
likely impairs competition, then the restraint is presumed unlawful and, in order to avoid
liability, the defendant must either identify some reason the restraint is unlikely to harm
consumers or identify some competitive benefit that plausibly offsets the apparent or
anticipated harm. That much follows from the caselaw; for instance, in NCAA the Court held
that a “naked restraint on price and output requires some competitive justification even in
the absence of a detailed market analysis.” Similarly, in IFD, the Supreme Court ruled a
horizontal agreement to withhold services could not be sustained because the dentists failed
to advance any “credible argument” that “some countervailing procompetitive virtue ...
[redeemed] an agreement limiting consumer choice by impeding the ‘ordinary give and take
of the market place.” [In this spirit, in] California Dental, [the Court remanded] for closer
look at challenged advertising restrictions after concluding they “might plausibly be thought
to have a net procompetitive effect, or possibly no effect at all on competition.”

[Under the Commission’s “inherently suspect” framework], the rebuttable
presumption of illegality arises not necessarily from anything “inherent” in a business
practice but from the close family resemblance between the suspect practice and another
practice that already stands convicted in the court of consumer welfare. The Commission
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appears to acknowledge, as it must, that as economic learning and market experience evolve,
so too will the class of restraints subject to summary adjudication. ...

That said, we have no difficulty with the Commission’s conclusion that PolyGram's
agreement with Warner in all likelihood had a deleterious effect upon consumers—unless
... PolyGram comes forward with some plausible explanation to the contrary. An agreement
between joint venturers to restrain price cutting and advertising with respect to products
not part of the joint venture looks suspiciously like a naked price fixing agreement between
competitors, which would ordinarily be condemned as per se unlawful.

The Supreme Court has recognized time and again that agreements restraining
autonomy in pricing and advertising impede the ordinary give and take of the marketplace.

PolyGram’s fate in this case therefore rests upon the plausibility of the sole
competitive justification it proffered for the moratorium agreement, namely, that the
restrictions on discounting and advertising enhanced the long-term profitability of all three
concert albums and promoted the “Three Tenors” brand. According to PolyGram, each
company was concerned the other would “free ride” on the promotional activities of the joint
venture by promoting its own earlier concert album; as a result, fewer Three Tenors albums
would be sold overall and the joint venture would be less likely to create future products,
such as a “greatest hits” album or a boxed set. Thus, PolyGram likens the moratorium
agreement here to the restraint at issue in Polk Brothers, Inc. v. Forest City Enterprises, 776
F.2d 185 (7th Cir.1985), where two potential retail competitors collaborated to build a store
offering some of each company’s products but agreed not to sell competing products at the
new store. Because the restraint arguably promoted productivity and output by controlling
each participant’s ability to free-ride on the other’s promotional efforts, the court, rather
than condemning the restraint summarily, went on to evaluate it under the rule of reason.

... The “free-riding” to be eliminated by the moratorium agreement, however, was
nothing more than the competition of products that were not part of the joint undertaking.
Why not an agreement by which PolyGram and Warner would eliminate advertising and
price competition on all their records for a time while they focused exclusively upon
promoting the new Three Tenors album? The “procompetitive” justification PolyGram offers
is “nothing less than a frontal assault on the basic policy of the Sherman Act.” Nat’l Soc’y of
Prof’l Engineers, 435 U.S. at 695.

To take the Commission’s example, if General Motors were vigorously to advertise
the release of a new model SUV, other SUV manufacturers would no doubt reap some of the
benefit of GM’s efforts. But that would not mean General Motors and its competitors could
lawfully agree to restrict prices and advertising on existing SUV models in return for General
Motors giving its rivals a share of its profit on the new model. Nor would an agreement to
restrain prices and advertising on existing SUVs be lawful if General Motors were to release
the new model SUV as a joint venture with one of its competitors.

A restraint cannot be justified solely on the ground that it increases the profitability
of the enterprise that introduces the new product, regardless whether that enterprise is a
joint venture or a solo undertaking. And it simply does not matter whether the new SUV
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would have been profitable absent the restraint; if the only way a new product can profitably
be introduced is to restrain the legitimate competition of older products, then one must
seriously wonder whether consumers are genuinely benefitted by the new product. As the
Supreme Court said in Catalano, Inc. v. Target Sales, Inc., 446 U.S. 643, 649 (1980):

In any case in which competitors are able to increase the price level or
to curtail production by agreement, it could be argued that the
agreement has the effect of making the market more attractive to
potential new entrants. If that potential justifies horizontal agreements
among competitors imposing one kind of voluntary restraint or another
on their competitive freedom, it would seem to follow that the more
successful an agreement is in raising the price level, the safer it is from
antitrust attack. Nothing could be more inconsistent with our cases.

In sum, because PolyGram has failed to identify any competitive justification for its
agreement with Warner to refrain from advertising or discounting their competitive Three
Tenors products, we hold it violated § 5 of the FTC Act. Hence, we need not go on to
determine whether the Commission’s findings of fact concerning actual competitive harm
are supported by substantial evidence.

Finally, we hold the remedy ordered by the Commission was reasonable. The
Commission found there was a significant risk that, if not prohibited from doing so, PolyGram
would enter into similar arrangements in the future. ...

II1. Conclusion

For the foregoing reasons, PolyGram’s petition for review is Denied.
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