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(PNA1982) . . o 27
United States v. Microsoft

98cv01232, 1999 WL 97524 (Feb. 25,1999) . ... ..ottt X

COMESNOW Caddera, Inc. complaining of Microsoft Corporation, and filesthis Memorandum
in Opposition to Defendant’ s Motion for Partid Summary Judgment on Plaintiff’s*Licensing Practices’
Claims.

INTRODUCTION

Beginning in 1990, Microsoft deployed what would become one of its most effective weapon
against DR DOS: exclusive licenses with OEMs. Although these licenses did not contain express
exclusvity clauses, they utilized a collection of devices to create the same exclusive effect as an express
contractud clause. Under these licenses, an OEM would have to pay Microsoft aroyalty on every
meachinethe OEM shipped regar dless of whether the machine contained MS-DOS. This* per processor”
term meant that an OEM could only ship acompeting operating systemiif it waswilling to pay twice: The
OEM had to pay the maker of the competing system, such as DRI, and it had to pay Microsoft.
Microsoft’s licensesa sorequired the OEM to makelarge minimum commitmentswith up-front payments
forthesecommitments. BecauseMicrosoft’ spricingstructurerewarded OEM sthat madeoverly-optimistic
minimum commitments, OEMsregularly had large pre-paid balanceswhen their licenses expired. OEMs
would forfeit these balances unless they renewed their license with Microsoft. Further tightening its
granglehold on OEMs, Microsoft dramatically increased the duration of these licenses to two, three, or
even four years — far in excess of the product life of MS-DOS versions.

Microsoft’ s own documents show that these restrictive terms were introduced to ensure that no

OEM could switchto DR DOS. In fact, dmost no OEM that adopted one of Microsoft’ s restrictive
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licensesever patronized DR DOS. OEMssimply could not afford to license DR DOS even though it was
asuperior product. Microsoft's OEM licenses thus cut off DR DOS from the single most important
customer base for operating systems.

RESPONSE TO
MICROSOFT’'S“STATEMENT OF UNDISPUTED FACTS’

Cdderadisputesinevery material respect Microsoft’ spurported“ Statement of Undi sputed Facts.”
Cadera incorporates by reference its Consolidated Statement of Facts in its entirety.

Caldera responds to Microsoft’ s numbered paragraphs as follows:

1. Cdderagenerdly agreeswith Microsoft’ sdescriptionsof itsper copy, per system, and per
processor licenseagreements. Though Microsoft obscuresthefact, the Court should understand that under
aper processor license, Microsoft required an OEM to identify the particular microprocessorsused in its
computers and to pay aroyaty to Microsoft for al computers shipped containing one of the designated
microprocessors, regardless of whether the computers contained MS-DOS. L eitzinger Report at
10-13.

2. Disagreed. Overwhelming record evidencedemonstratesthat OEM swere, infact required
to take per processor licenses, and were not given the option to choose either per copy or per system
licenses. Consolidated Statement of Facts 111 299-304, 387-388. Microsoft dso ignores the economic
coercioninvolvedinthe purported “choice’ it offered OEMs. 1d. 11139-143. Evenitsown evidence—
M cLauchlan Depo. at 31-32, Hosogi Depo. at 30; Lin DOJ Decl.; and Waitt DOJ Decl. —

recognizesthisfact. Microsoft’ sproffer aso explicitly recognizesan OEM had to pay Microsoft aroyalty
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under aper processor license whether or not MS-DOSwasincluded. See, e.g., Lum Depo. at 90; Fade
Depo. at 110; Hosogi Depo. at 30.

3. Disagreed. Microsoft offers no contemporaneous evidence of when, where, and why per
processor licenseswereorigindly offered, and thecredibility and honesty of itsemployeesisat issue. When
investigated by the Korean Fair Trade Commission, Microsoft's generd counsel specifically represented
that the practice began in early 1990. Exhibit 276; see Consolidated Statement of Facts  58.
Although Microsoft purports that per processor licenses made “ contract amendments’ easier, it failsto
recognize that the only thing complicating its licensing practices was the fact that it had itself neediesdy
complicated itslicensing practices. Microsoft’sown economist testified that other ways aside from a per
processor license were available to simplify contract administration. Schmalensee Depo. at 346.

4. Disagreed. Again, Microsoft offers absolutely no contemporaneous documentation that
reduction of piracy wasinany way amotivating factor for Microsoft’ simplementation of the per processor
license, and the credibility and honesty of itswitnessesisat issue. See Consolidated Statement of Facts
11305. Microsoft’seconomist testified that any OEM bent on perpetrating fraud against Microsoft could
do so under a per processor license, aswell asunder a per system or per copy license. Schmalensee
Depo. at 335-336, 371. Insofar as “naked” machines (i.e., machines sold without pre-loaded operating
systems) are concerned, Microsoft did not need to receive aroydty itsalf for every machineit shipped, but
at most needed to ensurethat someroyalty was paid asto every machine, whether to itsalf or to asupplier
of competing operating systems. See L eitzinger Report at 36-37. Moreover, Microsoft’ s economist
agreesthat per processor licenses were implemented even with major worldwide OEMss that posed

absolutely no threat of piracy. Schmalensee Depo. at 343; see also Leitzinger Report at 37-38.
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5. Disagreed. Microsoft purportsto identify a scant 27 instances in which it “ negotiated
exemptions’ with themany thousands of OEMsworldwide. Of itswitnessescited, Kempinwasequivoca
and could recall at best one instance; Lum stated it “might” have happened but could not recall any
particular instance; and Applereferred only to asmall exemption for orders from the federa government
at atimewhen Microsoft wasthen under investigation. Beyond this, Microsoft cites nothing other than an
interrogatory responseto the DOJto support itscontention; that response neither attachesthelicensesnor
identifiespertinent contract language and expresdly includes exceptions granted to both per processor and
per system licenses without any indication of which exceptions covered which type of license. Asto
Microsoft’ s suggestion that “other OEMs. . . nonetheless offered non-Microsoft operating systems with
their computersduring theterm of their per processor licenses,” Microsoft citesthefollowing: (1) Richard
Fade' stestimony that unidentified OEM sbought an extraoperating systemfor aspecia group of customers
who desired computerswithtwo systems(DOS and UNIX); (2) the declaration of Kent Robertsfrom Dell
Computers, in which he clams Ddll would pay for a second operating system if a customer wanted it
instead of MSDOS,; and (3) Theo Lieven’ stestimony inwhich he merely saysV obisbought DR DOSand
MSDOS a different times. See Licensng Memo. 5. Only Roberts s explanation actually supports
Microsoft’ sassertion that an OEM waswillingto pay for MS-DOS even though it was not actually loaded
onameachine. But hisexplanation of Ddl’ sposition, whichwasprovidedinaneffort to hel p Microsoft with
the FTC, isat oddswith what Ddll actudly told Novel in 1991: “Due to the contract with Microsoft
DR DOS needs to be offered on a no cost basis except for the upgrade program cost.” Exhibit 242
at A0116293 (emphasisadded). Asthe DOJ scurrent case against Microsoft reveds, Microsoft and Dell

have apecid reationship. See Testimony of Joachim Kempin, United Sates v. Microsoft, 98cv01232,
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1999 WL 97524, at 69-72 (Feb. 25, 1999) (Ddll is charged less for Windows than other OEMs). And
even asto Ddll, Microsoft makes no suggestion that it or any other OEM dready under a Microsoft per
processor license negotiated a further license for DR DOS. In fact, the evidenceisto the contrary. See
Consolidated Statement of Facts 1 136-138, 293, 299-300, 302-303, 387-388.

6. Disagreed. Microsoft waswell aware of the price pointsand tight marginsinvolvedinthe
OEM business. Microsoft presented extremely harsh price differentidsto OEMs that made per system
licenses, in fact, not aviable option. See Consolidated Statement of Facts 11 139-143. Asto the
purported ability of OEMs to license “ new processor lines as the OEM introduced them,” Microsoft
ignoresthat only fivetypesof Intel x86 (or compatible) processors existed in 1992 — 8086, 8088, x286,
X386, and x486 — and that licenses typicaly covered multiple processors and enhanced processors that
had not yet come to market. See, e.g., Exhibit 214 (specifying 386 and “486 or above’); L eitzinger
Report at 12. Microsoft asks this Court to ignore redity when suggesting that new processors were an
ordinary and frequent occurrence.

7. Disagreed. Therecord evidenceisthat Microsoft emphasized onerousprice differentias,
not “relatively minor suggested pricedifferentials’ asMicrosoft argues. See Consolidated Statement of
Factsq139-143. AstoMicrosoft’sinterna price guidelines, record evidence shows dramatic departure
from such guidelines. See Consolidated Statement of Facts 1 139-143.

8. Microsoft makesassertions about the extent of its use of per processor licenses, but in no
way provides actud evidencefor Caderaor the Court to scrutinize. Microsoft has elsewhere provided
evidencethat, in 1991 for example, per processor licenses accounted for 77.5% of all MS-DOS contracts

signed. See Leitzinger Report, Exhibit 4. Microsoft also ignores that it selectively deployed per
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processor licenses at OEMs where DRI/Novell had successfully made sales or was considered a threat.
See Consolidated Statement of Facts 11 137, 302-304 and Appendix C.

9. Disagreed. DRI did not do anything “smilarly” to Microsoft. Microsoft isamonopolist.
Its actions alone are subject to scrutiny in thisantitrust litigation. 1n any event, Microsoft ignores the fact
that any suchtermsin DRI contractswere“ highly exceptional” and were never employed for the purpose
of excluding competitorsfrom OEMs. DiCorti Depo. at 357; Gunn Depo. at 270, 271. Moreover, in
stark contrast to Microsoft, DRI only deployed such contract termsin circumstances where specific acts
of piracy had been previoudy identified; thus, such contracts addressed particular OEMs sdlling illegd
copiesof DR DOS. DiCorti Depo. at 168-173. Moreover, any pricing policy encouraging the actual
bundling of DR DOS was not anti-competitive: DRI was only paid when DR DOS was installed.
Microsoft’ s per processor licenses, on the other hand, were designed to extract aroyaty whether or not
the OEM shipped MS-DOS on any particular computer.

10. Cddera generdly agrees with Microsoft’ s description of the mechanics of its minimum
commitment practices. However, Microsoft totaly ignoresitscoercive useof minimum commitments, and
that it had in fact established apractice to ensure that large prepaid balances existed at the end of alicense
term to coerce affected OEMSss to negotiate follow-up licenses with Microsoft. See Consolidated
Statement of Facts 1l 144-146, 294-296. Microsoft recognized that its minimum commitment practices
tied OEMsto MS-DOS, and blocked out DR DOS. 1d. 11 146-148, 292, 294-296.

11. Disagreed. Microsoft did not allow OEM sto recoup prepaid balances*to preserve good
will,” assuggested by Microsoft. Indeed, thecited testimony of Hosogi and M cLauchlan does not express

suchmotivationat dl, and Kempin’ stestimony isoblique, at best. Instead, Microsoft ensured that prepaid
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bal ances would exist so that they could use them to block out DR DOS in subsequent negotiations. See
Consolidated Statement of Facts [ 146, 294, 296.

12. Disagreed. DRI and Novdl’s licensing practices did not operate anything “like’
Microsoft’ s minimum commitment provisons. Microsoftisamonopolis. Itsactionsaoneare subject to
scrutiny inthisantitrust lawsuit. 1nany event, minimum commitment provisionsin DRI and Novell licenses
did not result in prepaid balances that were subject to forfeiture at the end of the term, as were
Microsoft's. See Consolidated Statement of Facts 1 144-146. DRI’slicenses for DR DOS were
open-ended and never placed OEMsin the position of losing prepaid royaties due to contract expiration.
Speakman Depo. at 97-99; Owens Depo. at 72. Even if an OEM chose not to renew alicense with
DRI or Novdll, they were entitled to work off any prepaid balance after expiration of the license term.
Speakman Depo. at 97-99.

13. Theterm “standard” is ambiguous as to the duration of Microsoft's OEM licenses.
Microsoft ignoresthat even atwo-year term exceeds the MS-DOS life cycle, and that it was pushing for
its“standard” term to increase to three years after DR DOS arrived on the scene. See Consolidated
Statement of Facts 11 150-154, 297-298. If by “standard” Microsoft meansthat OEM s were subject
to apenalty if they opted for aone year term, and that they received adiscount if they opted for three or
more years, then Caderaagrees. See Consolidated Statement of Facts {1152, Asto the “discount”
received for entering into athree-year agreement, OEM executives have testified that even aone dollar

price differential was significant, given the tight marginsin the industry. 1d. 9 139.
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REITERATION OF CONSOLIDATED STATEMENT OF FACTS, IN PART,
FROM MICROSOFT'SOEM STATUSREPORTS

14, Contrary to the arguments of Microsoft’ s attorneys now, Microsoft employees knew
exactly theexclusonary effect of their licensing tactics. Their OEM statusreportsare awash with evidence
cripplingto Microsoft’ slameafter-the-fact rationdizationstoavoidliability. Althoughlaidout clearly inits
Consolidated Statement of Facts, Caldera reiterates some of the evidence here for emphasis.

. AsTo Per Processor Licenses:

15. Repeated entries in Microsoft OEM status reports starkly reveal awareness that per

processor licenses excluded DRI from the market:

Opus agreement hasfindly been sgned by Redmond. Another DRI prospect bites the
dust with a per processor DOS agreement.

Exhibit 81 (emphasis added)
Hyundai Electronics INC. (HEI)

DRIl isdill dive. Weare pushing them to Sign the amendment on processor based license.
Thiswill block out DR once signed.

Exhibit 96 at M S0049007 (emphasis added)
Congratulations are in order for John “DRI Killer” McLaughlan (No, heisn't having
another baby) who signed a $2.5M agreement with Acbel (Sun Moon Star). The
agreement licenses DOS 5 per processor on aworldwide basisfor 3 years (they will be
replacing DRI DOS which they currently ship outside the US).

Exhibit 101
Trigem
Their new agreement is per 86/286/386 processor system license for DOS3/4/5. No
more DR-DOS from Trigem.

Exhibit 102 (emphasis added)

194596/6691.4663 -Xiii-



Hyundai Electronics (HEI)
— DRI visited Hyundai executives and the pricing issue was raised again. The new
license is a per processor deal, which allowed us to completely kick out DRI.

Exhibit 108 at X556822 (emphasis added)

Liuski, which has been an MS-DOS PP [packaged product] customers for severd years
now at a run rate of approximately 25k-27k per year, has signed a license for
MS-DOS4.01 & 5.0. ThePER PROCESSOR licenseisaoneyear license a aone year
minimum of 18k units per year a aroyalty rate of $[ ]. On the surface this would seem
like a decreasein revenues. They currently pay 3 ] for MS-DOS PP (remember there
arecogsinthed ]). Thereasonfor the conversationto royalty isto retaintheir loyalty to
MS-DOS. They were serioudy consdering DRI product, thus we needed to be more
aggressive.

Exhibit 119 at X0590013 (emphasis added)

Budgetron is the one account in Canada where DRI’s presence was very strong.
Budgetron’ smarket isstrictly thelow end VAR (or dealer) who would endure DRI DOS
for a lower priced machine. This new contract guarantees MS-DOS on every
processor manufactured and shipped by Budgetron, therefore excluding DRI.

Exhibit 125 at X190989 (emphasis added)
Wehavetold EMI that wewill discussdirect licensang with them if we can get MS-DOS
“per processor” and lock out DRI. | dont want to do this but if they are redlly shipping
20K PC’'samonth loaded up with DRI — | have no choice. IF this continues and EMI

grows in the mass merchant channel then other oems in this channel will start
looking at DRI as a cheap alternative.

Exhibit 212 (emphasis added)
looks like it is not as bad as we may think. However, | still think we should get a
version ready for per processor deals and lock Novell OUT! | will work with Johnlu
to make this happen.

Exhibit 329 (emphasis added)

. AsTo Minimum Commitments;

16.  Aswith per processor licenses, Microsoft’s OEM status reports reveal that Microsoft
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used minimum commitments to block out DR DOS:
HYUNDAI ELECTRONICSINC. (HEI)
— TheDRthrest ill lives, especidly intheexport section which needsalow priced DOS
for XTs to be shipped to Eastern Block. We will maintain and utilize HEI’ s UPB
[ unspecified product billing] situation to keep out DRI.
Exhibit 74 at X561629 (emphasis added)
Through adjustments to the minimum commitments for OS2 and DOS Shell in order
to get a Per Processor DOS'Shdl agreement, we have effectively reduced our expected
revenue for FY 91 to lessthan $3 Million. . .. The mgjor goa wasto go Per Processor,
and wearewithin weeksof signing thisthreeyear commitment. Albeit till at avery good
royalty, but Per Processor is amajor commitment from HP.
Exhibit 122 at X0597322 (emphasis added)
Will sgn WIN and DOS per proc. LICENSE this Friday. . . . Thiswill include all of
Compuadd’ s notebooks (386sx up) which they had never licensed for Win. The only
concession we had to make was to let them recoup 500k prepaids this Q.
Exhibit 302 (emphasis added)
17.  OEM datus reports also reved that Microsoft was using a“ UPB [unspecified product
billing] Reduction Plan” to continue to wage war against DR DOS. See, e.g., Exhibit 209; Exhibit 170
(“I believe $2.3M PPB [prepaid balance] isfavorable balance for usto push Samsung at our site. (not too
bigand not too small)”); Exhibit 226 (“Beready to mergetheir agreementswith UPB issu€’; “close new
3 year agreement with UPB plan”); Exhibit 253 (“Therisk with thisisthat thereis no loyalty with our

package product customers. Their cost to switch to DR-DOS isminima since they have no long term

financial commitment with Microsoft”).
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18. Microsoft plainly manipul ated minimum commitmentstoitsadvantage. Aninternd memo
entitled “ Discussion of Prepaid Balances, Worldwide OEM, Q90-4" contains the following admission:

Prepaid ba ances have become a by-product of the way we conduct our OEM business.

They are well understood by our OEMs. They also have definite benefits, tying

customersto us.

We can use prepaid balances to encourage OEMSs to license more of our systems

products, increase our market penetration and create opportunities for increased sales of

our application products.

Exhibit 98 at X200770 (emphasis added)

19.  The exclusonary nature of Microsoft's minimum commitment practices were so
well-established that they found their way into Microsoft’ sBoard of Directors Report for thefourth quarter
of 1991.

Because prepaid balances can be recouped with royalties from products shipped in

succeeding quarters, prepaid reduce the amount of revenue we will recognize related to

future customer shipments. On the other hand, prepaid balances not only smooth the

revenue stream somewhat, but, in the face of increasing competition (Novell/DRI,

IBM), make it costly for a customer to move to a competitor.

Exhibit 104 at M S0164489 (emphasis added)

20. Indeed, the “OEM Sales Business Manual, Policies and Procedures’ from
September 1992 notes. “When properly managed at moderatelevels, PPB [pre-paid balances| can benefit
Microsoft.” Exhibit 324 at MS0013277.

. AsTo License Duration:
21.  Microsoft' sincreasing pushfor three-year licensedurationisevident in Microsoft' sstatus

reports and pricing proposals. See, e.g., Exhibit 79; Exhibit 101. The blocking effect was well

understood:
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Printaform

The new dedl is effective 10/1 for DOS 4.01/5.0 in Windows 3.0 on all 286, 386, and

future 486 systems. They will license DOS 3.3 onthe 8088's. The new contract isfor a

three year term so that we don’t have to worry about low end competition. Thiswill be

thefirst OEM in Mexico bundling Windows 3.0 on its systems, and we diminated DRI’ s

chances with Printaform for at least 3 years.

Exhibit 68 at X0590649 (emphasis added)

22. Microsoft' s OEM reports from this era make repeated reference to the “competitive
defense against DR DOS provided by 2-3 year license agreements.” Exhibit 167; see also Exhibit 255
at X0597052 (* Joon Park closed Samsung license much to my relief. Itisa3 year per processor license
agreement.”); Exhibit 211 at MS7090708 (“aggressively go after existing DR DOS accounts and keep
them out of our current ones. . . securelongterm M S-DOS 5.0 contracts (three or more years) whenever
possible’); Exhibit 225 at MS7031119 (“M Swill verify if DRisared threat or adeviceto obtain lower
roydties. . . if thethreat isreal | suggest MSlower their high volume royatiesfor the 386 SX to §[ ] and
increase the term of the agreement to three years’); Exhibit 226 (repeated reference to closing new
three-year agreements).

23.  Atapresentation in June 1991 to the Microsoft OEM sdesforce, the * Strategy Against
DRI” — indeed, one of the “Key Objectivesfor FY92" — was to “Push Longer Term Per Processor
Contract.” Exhibit 132. See also Exhibit 145 a X518126 (Kempin memo, July 1991: “Secure long

term contract with OEMs, whereby the standard contract length should be three years instead of two to

deny entry .. .").
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ARGUMENT

Microsoft’ s arguments defending its licensing practices are lifeless and stale. That is hardly
surprising: Microsoft presented the salf-same arguments to the United States Department of Justice, the
European Commission on Competition, and the Korean Fair Trade Commission, and each condemned
Microsoft. See Consolidated Statement of Facts 111 408-413. What is particularly objectionable,
however, isthat Microsoft lacks any sense of candor with this Court on theseissues. On the one hand,
Microsoft ignoresor distortsthe evidence againgt it; and, on the other hand, cites mideading propositions
of law without any attempt to make a connection with the facts of this case, and without any effort to
understand (or even to undertake analysis of) the complex issuesit glibly raises.

Thefactsandthelaw areoverwhel mingly against Microsoft. Summary judgment should bedenied.

SUMMARY JUDGMENT ISPARTICULARLY INAPPROPRIATE WHERE THE

MONOPOLIST DEFENDS ITS CONDUCT BY REFERENCE TO

PRO-COMPETITIVE BENEFITS

Summary judgment is generally disfavored in antitrust cases. See Consolidated Statement of
Facts at 9-11. Summary adjudication concerning Microsoft’s licensing practices is particularly
inappropriate, where the sole issue raised by Microsoft iswhether its licensing practices, when engaged
in by aclear monopoalist, had an unreasonabl e anti-competitive effect. See Ratinov. Medical Service, 718
F.2d 1260, 1268 n. 23 (4th Cir. 1983) (“ The question of whether a restraint promotes or suppresses
competitionisnot onethat cantypically beresolved through summary proceedings. Rather, resolutionmust

await afull-developed tria record. Thisisaso particularly applicablein cases of novel antitrust claims.”).

Such adetermination requires that “the factfinder weigh[] al of the circumstances of acase in deciding
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whether aredtrictive practice should be prohibited.”* Continental T.V. v. GTE Sylvania Incorp., 433
U.S. 36, 49 (1977).

The Supreme Court a so disapprovesgranting summary judgment merely because the monopolist
offers some theoretical economic judtification for its practices in order to convince the court that the
practices should be declared legd as a matter of law. Asthe Supreme Court has emphasized, economic
theory isno substitutefor devel opment of afactua record, unlessspecid circumstancesexist, such aswhen
the plaintiff’ stheory isincredible or counter-intuitive. See Eastman Kodak Co. v. Image Technical Sics,
504 U.S. 451, 471-478, 112 S.Ct. 2072, 2084-88 (1992); see also Consolidated Statement of Facts
at 10 n. 3 (distinguishing Matsushita Electric Industrial Co. v. Zenith Radio Corp., 475 U.S. 574, 106
S.Ct. 1348 (1986)).

. MICROSOFT’'SLICENSES CONSTRUCTED ILLEGAL EXCLUSIVE DEALINGS

It isasmple matter for this Court to conclude triable issues of fact exist to send Microsoft’s
licenang practicesto the jury. The Department of Justice specifically condemned Microsoft’ s practices,
and the most influentia of antitrust treatises agrees. Beyond this, Caldera has amassed a mountain of

evidence demonstrating the anti-competitive effect of Microsoft’s per processor licenses, minimum

1 Thisisnosmaltask. Thefactfinder“must ordinarily consider factspeculiar tothebusinesstowhich

therestraint isapplied; itscondition before and after the restraint wasimposed; the nature of the restraint
and its effects, actud or probable. The history of the restraint, the evil believed to exist, the reason for
adopting the particular remedy, the purpose or end sought to be attained . .. .” Chicago Bd. of Trade .
United Sates, 246 U.S. 231, 238 (1918). Moreover, evaluation of the specific type of restraint at issue
here— mechanismsto effectuate exclusve dealing— requires analyss of the practice's actual effect on
competition in the relevant market, which itsalf requires a detailed understanding of the operating system
market. Seeinfra, at 15-18. Microsoft has not even bothered to define the relevant market, much less
proffer evidence concerning the impact on either competition or the market.
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commitment practi ces, and extended licenseduration. Aswell, theevidencerefutesMicrosoft’ s purported
pro-competitive justifications.

Summary judgment should be denied.

A. Per Processor Licenses. An Infamous Pedigree

Microsoft arguesthat no reasonabl ejuror could conclude that Microsoft’ s per processor licensing
schemewas unreasonably anti-competitive. 'Y et Professor Areeda sfrequently cited antitrust treatiseand
the United States Department of Justice (after alengthy investigation) expressly condemned Microsoft's
licensing practices. Moreover, Microsoft agreed to stop these practices as part of the Consent Decree.
United Sates v. Microsoft, 1995-2 Trade Cases 1 71.096, 1995 WL 505998, at * 6 (D.D.C. 1995)
(Consent Decreewasin the“public interest”). Thisinfamous pedigree aone suggeststhat atriableissue
of fact exists as to whether per processor licenses are anti-competitive.

1. Areeda & Hovenkamp specifically condemn Microsoft’s per processor
licenses

In their authoritative text on antitrust law, Areeda & Hovenkamp condemn Microsoft’s per
processor license asanti-competitive conduct, lacking any pro-competitive justification. 3A P. Areeda&
H. Hovenkamp, ANTITRUST LAW ] 768b4, at 151-53; 11 id., 11807b, at 117-118. In a shocking lack
of candor with this Court, Microsoft ignoresthis tregtise entirely in its summary judgment paperson this
issue.

Areeda & Hovenkamp begin by warning of the dangerous possibilities for foreclosure by a
dominant firm in the computer software business:

Intellectua property has apeculiar atribute: Once developed, it can be used an infinite
number of times a no incrementa cost to the owner. Asaresult, there is no “ capacity
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condraint” on the number of timesthat aparticular piece of, say, computer software can
be licensed. This makes market-dominating software particularly useful for
foreclosure, because the number of licenses can always be infinitely expanded to take
up the entire market.

Id. at 151 (emphasis added).
Next, with explicit citation to Microsoft’ s conduct and the Consent Decree, the tregtise gives an
apt summary of the exclusionary nature of per processor licenses:

Suppose, for exampl e, that onefirm manufacturesamarket-dominating softwareoperating
systemfor new computers, which computer manufacturersordinarily ingtal at thefactory
before shipping the computer. Other nondominant operating systems are so available,
however, and in open competition and markets subject to quick technological change
it is quite possible that the dominant software will lose its position to a rival.
However, the dominant firm takes advantage of its current position by using alicense
agreement requiring computer manufacturersto pay afeefor each computer they produce,
whether or not that computer actually employs the dominant firm’s operating system.

For example, a computer manufacturer able to ingtall any operating system it pleases on
1000 computers annualy might respond to customer demand by installing 700 of the
dominant firm’ soperating system and 300 of the various dternative operating systems of
nondominant firms. But supposethat thelicensefeefor usng the dominant firm’ssystem
is$50 per computer manufactured, rather than per computer that actually incorporatesthe
system. Inthat case, the manufacturer must pay the $50 for each of the 1000 computers,
whether or not it ingals the dominant firm’'s system, and will have to add an additional
licenangfeefor ingdling the dternative system of anondominant firm. Alternatively the
only way the nondominant system maker can compete in price with the dominant
firmisto charge a licensing fee of zero.

Such licendng arrangements have been upheld when it isdifficult to determine whether a
particular unit of the product incorporates the licensed technology; so the mutual
convenience of licensor and licensee requires royalties based on the number of units
produced rather than the number actualy thought to employ thelicense. But software on
computersis readily detected, and there seem to be few or no offsetting efficiency
benefits from arrangements that simply raise the costs of nondominant firms.

Id. at 152 (emphasis added) (citing Automatic Radio Mfg. Co. v. Hazeltine Research, 339 U.S. 827

(1950); Microsoft Consent Decree, 59 Fed. Reg. 42,845 (1994)). The last paragraph of the above
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guotation is especidly dgnificant: Areeda & Hovenkamp anticipate and reject Microsoft’ s attempt to
defend the per processor license as some sort of total salesroyalty. See Licensing Memo. at 9-17.

Areeda & Hovenkamp aso expressly condemn the coercive “discount” Microsoft offered to
OEMsthat signed per processor licenses. After observing that ade facto exclusive dedling arrangement
iscreated by apolicy of offering discounts only to those buyers who agree to use exclusively the sdler’s
product, the treatise again takes Microsoft to task:

Also troublesomeisthe “dl or none” qudity of discounting policies of this nature. For
example. . . [tjhe impact of [Microsoft’s] policy was to give computer makers the
incentive, first, to agreeto the fee structurein order to get the lower price; and second, to
ingal Microsoft operating syslemsonall their computersoncethe agreement wasin place.

Such aschemeis problematic, however, only when the defendant is a dominant firm
in a pogition to force manufacturers to make an all-or-nothing choice. For example,
supposethat Microsoft hasa 90 percent share of |BM-compatible operating systems, and
compatibility concernsled some 90 percent of customersto prefer aMicrosoft operating
sysem. At the sametime, however, the remaining 10 percent of customers have unique
needs or tastes and would prefer anon-Microsoft system such asIBM’s OS2 system. In
such circumstances the computer manufacturer would be best off serving the mix of
customers that come to its door, perhaps selling 90 percent of its computers with a
Microsoft systemingtalled and theremaining 10 percent with the systems of rivals. Inthat
case the discount policy effectively forces the manufacturer to make the choice of
either installing the Microsoft system on 100 percent of its computers or on none at
all. Since the hardware makers cannot afford the second dternative, given Microsoft’s
dominance, it selects the first.

11 P. Areeda & H. Hovenkamp, 1 1807b, at 117-118 (emphasis added).

Once again, Areeda& Hovenkamp anticipate and reject Microsoft’ seffortsto defend its actions.
Microsoft clamsthat OEMswere*“free’ torgect theper processor license, and seeksto defend itsactions
by referenceto DRI's. Asthetreatise explains, only Microsoft — the monopolist — was “in aposition

to force manufacturers to make an al-or-nothing choice” presented by per processor licenses. 1d. Asa

194596/6691.4663 -5-



result, such discountseffectively coercethe buyer and makeitimpossblefor competing firmsto match the
discount.

2. The United States Department of Justice condemned Microsoft’s per
processor s as anti-competitive

The Department of Justice a so soundly condemned Microsoft’ s per processor license. The DOJ
published the following *“ Competitive Impact Statement” explaining the anti-competitive effect of this
practice:

Microsoft’s licensing practices deter OEMs from entering into licensing agreements
with operating system rivals and discourage OEMs who agree to sell non-Microsoft
operating systems from promoting those systems. By depriving rivals of a significant
number of salesthat they might otherwise secure, Microsoft makesit more difficult for
itsrivasto convince ISVsto write applicationsfor their systems, for OEMsto offer and
promote their systems, and for users to believe that their systems will remain viable
aternatives to MS-DOS and Windows.

Microsoft’s exclusionary contracts harm consumers. OEMs that sign Microsoft’s
exclusonary licenses but offer consumers achoice of operating systems may charge a
higher price, in order to cover thedoubleroydty, for PCsusing anon-Microsoft operating
system. Even consumers who do not receive a Microsoft operating system still pay
Microsoftindirectly. Thus, Microsoft’ slicensing practiceshaveraised thecost of persond
computersto consumers. Microsoft’s conduct also substantidly lengthens the period of
time required for competitors to recover their development costs and earn a profit, and
thereby increasestherisk that an entry attempt will fail. In combination, al these factors
deter entry by competitors and thus harm competition. By deterring the devel opment of
competitive operating systems, Microsoft has deprived consumers of a choice of
potentidly superior products. Similarly, thed ower growth of competing operating systems
has retarded the development of applications for such systems.

United Satesv. Microsoft Corp., 59 Fed. Reg. 42,845, at 42,851 (Aug. 19, 1994) (Proposed Final
Judgment and Competitive Impact Statement) (emphasis added).
Inanother shocking lack of candor, Microsoft utterly ignoresthisfinding by the DOJ— and offers

no explanation why it abandoned its practices rather than face prosecution. Aswell, Microsoft ignores
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amilar findingsby the K orean Fair Trade Commi ssion and the European Commissionon Competition. See
Consolidated Statement of Facts {1 408-413.
3. SmithKline Corp. v. Eli Lilly & Co.

InSmithKlineCorp. v. Eli Lilly & Co., the Third Circuit invalidated an arrangement that isclosaly
anaogous to Microsoft's per processor licensing scheme. Eli Lilly produced five different brands of a
particular drug, but offered athree percent discount on all purchasesif the buyer bought certain minimum
levels of three of thefive brands. SmithKline Corp. v. Eli Lilly & Co., 427 F. Supp. 1089, 1105 (E.D.
Pa. 1976). Two of thebrands— Keflin and K eflex — were dominant market |eaders, accounting for 75%
of al purchases. Both were under patent to Lilly. Two of the other brands had no market appeal. The
fifth brand — Kefzol — was a generic brand that was growing in popularity. Asapractica result,
hospitalscould only qualify for thediscount if they bought therequisteminimumsof theK eflin, Keflex, and
Kefzol brands? Seeid., a 1106 (“This meant that the great bulk of hospitals, in accordance with the
prescribing habits of their physicians and in order to qualify for the bonus rebate on Keflin and Keflex,
would purchase Kefzol in the specified amount”).

Thisaleged volume discount had an exclusionary effect akin to that of the per processor license.
Another manufacturer, SmithKline, had a license to make the generic brand. In other words, the
SmithKline generic— like DR DOS— wasin unique position to offer a competing version of the same

product withoutviolatingintellectua property laws. Andlike OEM sunder per processor licenses, hospitals

2 Thisarrangement was not anayzed as a tie because the discount only involved the purchase of

different brands of the same product type, not the linking of two separate products. Seeid., at 1101,
1107.
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were theoreticaly “free’ to buy the generic brand from SmithKline and the non-generic brands (Keflinand
Keflex) from Lilly. Doing so, however, would cause hospitals — like any OEM that wanted to put
DR DOSon someportion of itsmachines — to losethediscount not only asto the generic portion of their
purchases, but also as to their purchases of Keflin and Keflex, the dominant market brands. Seeid.
Likewise, nothingintheory stopped the hospital from buying the generic drugtwice: oncefrom Lilly toget
the discount and once from SmithKline to sdll to customers. OEMS, of course, also had this same highly
theoretical “choice.”

TheThirdCircuitdeclaredthearrangementillegd: “ thepractical effect of that decison[tobuy some
portion of requirements from SmithKline] would beto deny the. . . purchaser the 3% bonus rebate on dl
its. . . purchases.” SmithKline Corp. v. Eli Lilly & Co., 575 F.2d 1056, 1061-62 (3rd Cir. 1978).
Giventhe much greater consumer demand for the non-generic brand over the generic brand, the only way
SmithKline could match Lilly’s 3% across-the-board discount was to offer between a 16% and 35%
discount onitsbrand. Id., at 1062. The Third Circuit considered the arrangement especidly problematic
because Lilly had over 90% market share; there was evidence Lilly was using the discount to combat
eroson of an industry standard brand in the face of an upstart substitute; and there were high barriersto
entry in the market. SmithKline, 575 F.2d at 1059, 1061, 1065. The anaogy to Microsoft’ s use of per
processor licensesiscompelling. See Consolidated Statement of Facts 1 141-142 (pricing effect); id.
at 2n. 2, 181-82 (market share); id. 11 30-34, 104, 169-171, 292 (Microsoft fears of intra-standard

competition); Kearl Report at 14-19 (barriers to entry).
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B. A Triable Issue of Fact Exists as to Whether Per Processor Licenses Were
Exclusionary

CdderachdlengesMicrosoft’ slicensing practicesunder both sections 1 and 2 of the Sherman Act.
See Exhibit 1 | 72-77, 86-92 (First Amended Complaint). Section 1 prohibits contracts that
unreasonably restrain trade. Sandard Oil Co. v. United Sates, 221 U.S. 1, 59-60 (1911). Likewise,
section 2 prohibits* theuseof monopoly power ‘ toforecl ose competition, to gain acompetitive advantage,
or to destroy acompetitor.”” Eastman Kodak Co. v. Image Technical Svcs., 504 U.S. 451, 482-83,
112 S, Ct. 2072, 2090 (1992) (quoting United Sates v. Griffith, 334 U.S. 100, 107, 68 S. Ct. 941, 945
(1948)). Asthe Tenth Circuit hasexplained, contracts and dealingsto purchase exclusvely fromasingle
seller run afoul of sections 1 and 2 because of their tendency to destroy competition among sellers:

The antitrust vice of these arrangementsis the foreclosure of part of the market in which

the sdller competesby taking away the freedom of the buyer to choose from the products

of competing tradersin the seller’ s market.
See Perington Wholesale, Inc. v. Burger King Corp., 631 F.2d 1369, 1374 (10th Cir. 1979).

Atwo-partinquiry determineswhether anexclusivededingarrangement viol atestheantitrust laws:

(2) the agreement at issue must be exclusive; and (2) the agreement must have an adverse effect
on competition. Tampa Electric Co. v. Nashville Coal Co., 365 U.S. 320 (1961); see Licensing
Memo. at 3-4. Thefirgt inquiry focuses onthe contract or buyer level and asks whether the arrangement
truly excludes a particular buyer from purchasing from other sellers. The second inquiry focuses on the

market level and asks whether the use of the arrangement has an actual anti-competitive effect on the

marketplace.
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1. Step One: The Per Processor License Precluded Individual OEM s From
Considering DR DOS

This Court'sfirst enquiry isto determine whether an OEM under a per processor license could
actualy buy DOS from any manufacturer other than Microsoft. Asafactua matter, Caldera has brought
forth abundant evidence that individual OEMs and Microsoft viewed the per processor license as
exclusonary. See Consolidated Statement of Facts 1 130-154, 292-300. This alone is enough to
withstand summary judgment.

A contract need not be denominated exclusive nor must exclusivity be an express condition of the
arrangement, in order for it to be“exclusive’ under sections 1 and 2. Any agreement with the “practical
effect” of exclusvity iscovered. Tampa Electric, 365 U.S. at 327 (quoting United Shoe Machinery
Corp. v. United Sates, 258 U.S. 451, 457 (1922)). Asthe Tenth Circuit has explained: “An exclusive
supply agreement entailsacommitment by abuyer to ded only withaparticular sdler. ... The agreement
need not specifically require the buyer to forego other supply sourcesif the practical effect isthe same.”
Perington Wholesale, Inc., 631 F.2d, at 1374 (emphasis added). De facto exclusive contracts and
dedlingarrangementsarecommonly scrutinized under the Sherman Act andincluderequirementscontracts
and other arrangementswhere the sdller “ givesthe buyer a discount, arebate, or more favorabletermsin
exchangefor the buyer’ scommitment not to purchaseariva’sgoods.” 11 P. Areeda& H. Hovenkamp,
ANTITRUST LAW 11821, at 155.

De facto exclusve dedings may beinferred from the operation of incentive schemes that make
exclugvity thebuyer’ sonly feasibleeconomic choice. Courtshavereadily found theexistenceof exclusve

dealing where a monopolist offers a discount on terms that, due to market demand and price pressure,
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forceabuyer to purchasedl itsrequirementsfrom the monopolist even though such arestrictive condition
is not explicitly stated. E.g., SmithKline Corp. v. Eli Lilly & Co., 575 F.2d 1056 (3rd Cir. 1978)
(discussed, supra, at 7-8). Moreover, in the specific context of intellectua property licenses, alicensng
scheme may make it economicaly infeasible for alicensee to try competing technology: “A license that
does not explicitly require exclusve deding may have the effect of exclusve deding if it is structured to
increasesgnificantly alicensee’ scost when it uses competing technologies.” U.S. Department of Justice,
Antitrust Guiddinesfor the Licensing of Intellectua Property §4.1.2 (1995). Contrary to Microsoft’s
argument in itssummary judgment brief, adefendant (particularly adominant monopolist) cannot escape
liability merely by pointing out that buyers could have “ avoided” the exclusive effect by purchasing on
uneconomica terms. As pointed out above, both Areeda’ s treatise and the DOJ specificaly rejected

Microsoft’s argument.

194596/6691.4663 -11-



Microsoft’s motion makes no sustained argument that Calderals claim fails at step one.®> Empty
rhetoric isal Microsoft can muster: “Caldera cannot meet thisfirst hurdle: showing that two- or three-
year per processor licenses with minimum commitments excluded competitors.” Licensing Memo. & 4.
The current position taken by Microsoft’ s lawyersis starkly at odds with the statements of Microsoft’s
OEM account managers at the time the licenses were executed. See supra Y 15. Microsoft cannot
credibly contend before this Court that the per processor licensee did not exclude DR DOS from reaching
OEMs.

I ndeed, Microsoft offersno evidence supporting itscontention that OEM shad ameaningful choice
to rg ect the per processor licensein favor of other licensing schemes. Infact, no such choice existed, due

to the convergence of two market phenomena: First, OEMs had razor thin margins, making it hard for

®  AccordingtoMicrosoft, “ [c]ourtshavenot hesitatedtoregject antitrust claimswheretheagreements

were not truly exclusive.” Licensng Memo. at 4. It citesfour cases, without development or anaogy
— indeed, without even aparenthetica explanation. Microsoft’scasesarenot helpful to itscause. Firgt,
Cdderaisentitled to ajury trid. See Soitt Spark Plug Co., 840 F.2d 1253, 1257-58 (5th Cir. 1988):
“jury question” asto exclusivity created even by contract expressdy denominated “non-exclusive,” where
defendant allegedly offered promotiond giftstobuyerswhorefusedto carry competingproducts; upholding
directed verdict only because defendant lacked sufficient market power. Second, Microsoft is confused
about the step-one and step-two inquiries. See Perryton Wholesale, Inc. v. Pioneer Distributing Co.,
353 F.2d 618, 624 (10th Cir. 1965): no antitrust violation where truly exclusive contract foreclosed only
5% of the market. Third, Microsoft is confused about the evidence in this case, or rather, chooses to
ignoreit. See United Air Lines, Inc. v. Austin Travel Corp., 867 F.2d 737, 742 (2nd Cir. 1989):
refusing to label acontract requiring customersto use defendant’ s service for 50% of business ade facto
exclugve contract because the plaintiff failed to produce any evidence customers actually refrained from
using competing products, Western Parcel Expressv. United Parcel Service, No. C-96-1526-CAL,
1998 WL 328621, *14 (N.D. Cal. June 15, 1998): contract was not truly exclusive because it was
terminable at will by either party; did not require exclusivity; and did not base any discount upon
exclusive use; and the plaintiff failed to provide any testimony of customers that they believed the
contract had an exclusionary effect.
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OEMSsto turn down any discount. See, e.g., Exhibit 367 (“We consider DR DOS to be agood and
viable product but have since been precluded from consdering it serioudy even for asmall number of our
systemsbecause of the CPU licensing arrangement. Marginsand competition aresuchin our businessthat
we could not afford to use DR DOS.”). Second, MS-DOS was the entrenched monopoly product, and
the per processor discount wasal-or-nothing: an OEM could not merely forego the discount asto those
purchasesit decided to makefrom DRI. See Areeda& Hovenkamp, supra. Asaresult, an OEM — like
ahospitd in SmithKline—could not afford to forfeit the discount available on MS-DOS sdesby rejecting
the per processor license, merely to open up some machinesto DR DOS. See Consolidated Statement
of Facts 1 139-142.

Under these circumstances, the only way DRI and Novell could convince an OEM to license
DR DOSwasto offer it for azero royaty. See Exhibit 242 (“Dueto contract with Microsoft DR DOS
needs to be offered on ano cost basis’). Microsoft’s own expert summed up the effect of this discount
asfollows:

[ T]otheextent therewasadi scount associ ated with the per-processor discount, you could

think of it as a discount for a closer relationship or for something approaching

exclusivity.

Schmalensee Depo. at 342 (emphasis added).
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Even beyond the above evidence, Caldera has produced evidence that Microsoft smply refused
to offer any choiceto OEM s except the per processor license* Asthe correspondence and testimony of

OEMsiillustrates, OEMs were given a single take-it-or-leave choice:

. “The second issue is the fact that the only OEM agreement you have been
prepared to offer us on MS-DOS and Windows is a per processor license.”
Exhibit 306.

. “3. In order to obtain licensing rightsto MS-DOS from Microsoft, we were

requiredto enter intoan OEM Agreement with Microsoft which stipul atesthat we
must pay themalicensefeefor every system shipped, regardlessof whether or not
we use MS-DOS on that particular system.
4. We were not given the option of licensing MS-DOS on any other
basis. Foregoingalicensefor MS-DOS atogether was not an option. MS-DOS
isused by asubstantial segment of theindustry and our businesswould not survive
if we were not able to offer it to our customers.” Exhibit 367.
Microsoft also arguesthat the per processor license was not exclusive because Microsoft granted
exceptions. LicensngMemo. a 5. Y et, Microsoft only claimsto have granted twenty-seven exceptions
out of the many hundreds of OEMs covered by per processor licenses. Caldera believes even thistiny

number of exceptions is deceptive, see supra § 5, and thusis not evidence of a"habit" of granting

exceptions so widespread that in practice the per processor license was not exclusive. See Consolidated

4

Thisis precisely why the principle case relied upon by Microsoft — Barr Labs., Inc. v. Abbott
Lab., 1989-1 Trade Cas. (CCH) 168,647 (D. N.J. 1989) — in fact aids Cadera. There, the defendant
merdy offered atraditional volume discount to customers. However, plaintiff presented some testimony
that defendant’ s practice wasto coerce exclusivity. Thecourt held it “cannot find at thistimethat thereis
no evidence to show that there might not have been some implied or verbal agreement whereby the
purchaser also would not buy the product from Barr.” aff' d, 978 F.2d 98 (3rd Cir. 1992). Similarly, this
Court must assume for summary judgment purposes that Microsoft did not offer OEMs any choice, but
per processor licenses.
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Statement of Facts 11 301-304. But worse, the fact that Microsoft suggestsit had to grant exceptions
in order to permit OEMSs to license non-Microsoft operating systems smply proves that the per
processor licenseitsdf wasexclusve: Theonly way an OEM could license another product wasto get out
from under the per processor term.”

Microsoft also contendsthe per processor licensewas not exclusive because some OEM s actudly
licensed DR DOS® Licensing Memo. at 4-5 . Assuming Microsoft is not referring to OEMs that got
one of its mysterious exceptions, what Microsoft isreally saying is that someill-defined (but clearly
miniscule) number of OEMswerewilling to pay the penalty for breaking the exclusive arrangement. See
supra 1/ 5. The evidence is overwhelming that very few OEMs were willing to pay Microsoft’ stax. See
Exhibit 367 (“Both before and after entering into the OEM agreement, we have had requests from some
customersfor DR DOSthat we have not been abletofulfill. ... [W]ecould not affordto . . . pay adouble
license”); see also Exhibit 284 (*We clearly do not fed we, or our customers, should be forced to pay
Microsoft aroyalty on your software when it is not supplied or desired.”); Exhibit 306 (“[A] smal

proportion of our business involves providing Non Microsoft operating systems such as networks and

> Onewonderswhy exceptionswould be granted, too, if piracy were atrue motivating factor. See
infra.

®  Microsoft also baldly asserts that imposing an exclusionary arrangement on adistributor is less
harmful to competition than imposing it on actual consumers. SeeLicensng Memo. at 5. Microsoft
knows that such argument is deceptive and mideading, because OEMs are not mere “ distributors’ of
operating systems; they are the key consumers, accounting for almost 90% of the market. See Kearl
Report at 8. Microsoft has put forth not asingle shred of evidence that a competing manufacturer could
circumvent Microsoft’s exclusionary arrangements by creating its own exclusive distributorship.
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othersto our customers who requireit. This meansthat we will be paying aroyalty to Microsoft even
though we would not be supplying Microsoft products.”).

Andso, although Microsoft suggeststhat acontract must becompl etely exclus onary —i.e., 100%
of abuyer’ s purchases must be covered — to be deemed exclusionary for antitrust purposes, antitrust law
saysotherwise. See 3A P. Areeda & H. Hovenkamp, ANTITRUST LAW ] 768b4, at 149 (examples of
exclusonary conduct by aseller include where “the buyer agrees . . . to buy a high proportion of its
requirements from the monopolist . . . [or] to buy afixed amount that substantially approximates its
requirements’ (emphasis added)). Were Microsoft correct, amonopolist could escape antitrust scrutiny
by offering small exceptionsor carve-outs on asporadic basis.”  In practice, however, the per processor

license was exclusionary, under any definition of that term.

" Microsoft cites Barr Lab., Inc. v. Abbot Lab., 978 F.2d 98, 110 n.24 (3rd Cir. 1992), for the
propositionthat  [a] nagreement affectinglessthanall purchasesdoesnotamount totrueexclusivedealing.”
SeeLicensngMemo. a 5. Infact, that opinion merely posesthe question whether apartia exclusionary
contract comeswithin the coverage of the Clayton Act 8 3, which hasthe expresslimitation that it applies
to contracts containing a provison that abuyer “shal not use or dedl inthe goods. . . of acompetitor.”
15U.S.C. 814. That satutory phrasing has caused some courtsto concludethat partid exclusivecontracts
arenot covered by the Clayton Act because the buyer can useor ded in goods of acompetitor, dbeit only
patidly. See Tampa Electric Co. v. Nashville Coal Co., 365 U.S. 320 (1961) (declining to answer the
guestion). Sections 1 and 2 have no similar statutory limitation.

WerethisCourt to accept Microsoft’ sargument that section 1 has sometechnical requirement that the
contract be 100% exclusionary, Caderawould sill have aclaim under section 2. Cf. 3A P. Areeda &
H. Hovenkamp, ANTITRUST LAW 1768b2 (“[W]e seelittle need for an independent 82 offense, except
in the rare case where the buyer might be thought constrained in the absence of a qualifying agreement
[under section 81].").
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2. Step Two: The Per Processor Injured Competition.

AccordingtotheSupremeCourt, if useof theexclusi vecontract or dealing foreclosesa” substantial
share’ of the relevant market or causes“a sgnificant fraction of buyers or selers[to be] frozen out of a
market,” competitionisinjured. Tampa Electric Co. v. Nashville Coal Co., 365 U.S. 320 (1961). What
congtitutes foreclosure of asubstantial share turns on “the structure of the market for the products or
servicesin question — the number of sdlers and buyersin the market, the volume of their business, and
the ease with which the buyers and sellers can redirect their purchases or salesto others.” Jefferson
Parish Hospital Dist. No. 2 v. Hyde, 466 U.S. 2, 45 (1984) (O’ Connor J., concurring). Additionally,
cong deration must begiventheparticular termsof theagreement to assesshow tightly theexclusivity binds:
Courts consider factors such as the financial incentives of buyers to enter into the arrangement, the
existence of lengthy terms, and whether there are pendties for termination or non-renewal .2 See U.S.
Health Care, Inc., v. Healthsource, Inc., 986 F.2d 589, 595-596 (1st Cir. 1993).

Microsoft’ ssummary judgment papersmake, at best, asuperficial run at thesubstantial foreclosure
issue, but muster no evidence to define the market, its structure, or in any way explain OEM businessto
adthisCourt’ sconsderation. SeelicensngMemo. a 5-6. Thisisinsufficient to put this point at issue

on summary judgment.

& In addition to the per processor term, Microsoft included a host of other terms to magnify the

excdusveeffect, including: (1) theuseof minimum commitments, seeinfra; (2) unreasonably extendingthe
duration of thelicenses, seeinfra; (3) noearly termination provision; and (4) requiring accel erated payment
of al minimum commitments in the event of default. See Exhibit 214, at 8 and exhibit B.
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Indeed, Microsoft cannot serioudy contest that the exclusonary effect of the per processlicense
injured competition by foreclosing a substantial share of the market. Microsoft's highest executives
acknowledged that the per processor license permitted it — an entrenched monopolist — to prevent
displacement by atechnol ogical ly superior upstart competitor, depriving consumersof choice. JmAllchin
wrote to Bill Gates on March 26, 1992:

| feel we are much too smug in dedling with Novell. Perhaps, they didn’t hurt usin DOS

yet — but it’ s not because of product or their trying. It’s because we already had the

OEMSs wrapped up.

Exhibit 349 at MS7079459 (emphasis added)

Moreover, the per processor license precluded and retarded the ability of competing operating systems
to build reputation, experience, and consumer acceptance that are essential to longer-term viability,
epecidly intheface of high barriersto entry and largetipping effects. See, e.g., Exhibit 212 (explaining
that aper processor license was needed to “lock out DRI” at an OEM named EMI that was shipping
DR DOS becauseif “EMI growsin the mass merchant channd then other oemsin this channd will start
looking at DRI as a chegp dternative’); Exhibit 118 (desire to get VVobis under per processor license
motivated by “ Amstrad and other German companies. . . noticing Vobis successand itsDRI bundling”);
Letzinger Report at 5-6; Kearl Report at 14-19. After extensive investigation, the Department of
Justice found that the per processor license deprived consumers of choice, raised the cost for persondl
computers, and deterred innovation. See supra, at 5-6.

Even assuming Caderamust show per processor licenses foreclosed a substantial share of the

market, Caldera can easily meet that burden for summary judgment purposes. Microsoft concedes that
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as much as 60% of the OEM market from 1992 to 1994 was covered by per processor licenses, and
OEMs congtitute over 90% of theentire DOS market. SeeLicensing Memo. 8. But worse, Microsoft
was forcing OEMsto sign per processor licenses at an darming rate: in 1991 done, 77% of all OEM
licenses Microsoft executed for MS-DOSwere per processor licenses. Leitzinger Report, Exhibit 4.
Thesefiguresclearly demonstratethat prior to 1994 — when the Consent Decreeforced Microsoft to stop
the practice — per processor licenses werein place at most major OEMs around the world and were
rapidly being forced upon the remainder of the OEM channdl. And such numbers actualy underestimate
the true anti-competitive effect because Microsoft selectively prosecuted its per processor strategy:
Microsoft specificaly deployed per processor licensesat OEM swhere DRI/Nove | had successfully made
sales or was considered a threat. See Consolidated Statement of Facts 11 137, 302-304, and
Appendix C.°

C. There Were No Pro-Competitive Justifications for Per Processor Licenses.

“Neither theamsof intdllectud property law, nor the antitrust lawsjustify alowing amonopolist
to rely upon a pretextual business justification to mask anticompetitive conduct.” Image Technical
Services, 125 F.3d at 1218. Suspicion has clearly been cast on Microsoft’ s after-the-fact justifications

foritslicensang schemes. The Court should bear inmind that Microsoft offersnot onesingle piece of paper

®  Microsoft cites Bowen v. New York News, Inc., 366 F. Supp. 651, 679-80 (S.D.N.Y. 1973),
where the court found no substantia forecl osure because the plaintiff had failed to produce any evidence
that intra-brand competition was lessened and, in fact, competitors had "successfully competed” with
defendant. In contrast, DRI was run out of business, eliminating the only competing DOS product.
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ascontemporaneousevidenceof itsjustifications— but only the say-so of itsemployeesin deposition. The
jury is entitled to assess credibility.

1. Per processor licenses were an over broad, restrictive method by which to
combat piracy

Microsoft vaguely contendsthat it changed itslicensing practicesin order to combat “ piracy” and
counterfeiting. LicensngMemo. at 6. Microsoft's own economist conceded that per processor licenses
would not deter an OEM bent on defrauding Microsoft. Schmalensee Depo. at 336. Moreover,
Microsoft contradictsthisaleged businessjustification arguing out of the other sdeof itsmouththat OEMs
were free to choose whatever license type they wanted, and were alegedly able to get exemptions
anyway. Microsoft should at least pick astory and stick toit: giving a“pirate” its choice of licensesisnot
much protection against piracy.

If therewere ared problem with piracy, an obviousway existed to address the problem without
forcing such redtrictive terms on an OEM and reducing consumer choice: Microsoft could smply obtain
an agreement from its licensees not to ship naked machines.’® See Leitzinger Report at 37.
Charging OEMsMS-DOS licensefeesfor systemsthat ship with DR DOS because the customer prefers
DR DOS does nothing to deter piracy, but plenty to deter competition.

Other mgor software companies (and indeed, much smaller companies with far fewer resources
than Microsoft) have been able to address the piracy problem without such measures. P. Areeda &

H. Hovenkamp, ANTITRUST LAW 11502, at 372 (justification defense “will belogt if the plaintiff shows

10 A “naked maching’ is one shipped without an operating system, which likely may be loaded
illegitimately later.
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that it can be achieved by a substantially less restrictive alternative’). Alternative actions include
appropriate enforcement actions where warranted; use of sophisticated numbering and labeling
(holographic) technology; and regular compliance audits. Leitzinger Report at 37. Per processor
licenses did nothing to address the far more serious problem of unlawful copying and manufacturing of
MS-DOS packages that were then sold by alicensee to other OEMs or directly to end users. It did
nothing to prevent an OEM from trying to “cheat” asto the number of processorsit used. In short, it did
not address the heart of any purported piracy problem.

Finally, Microsoft did not employ per processor licenses only against suspected pirates.
Schmalensee Depo. at 343. The actual targets of Microsoft’s per processor strategy were not
small-scale, fly-by-night operations run out of an alley in Hong Kong or Taiwan, but were major
multinationa corporations,includingmajor U.S. companies, withsubstantia intellectua property portfolios
of their ownandwith highly visibleandtraceabl eproductionand distributionchannels. It stretchescredulity
to posit a piracy justification for companies such as these.

2. Per processor licenses were not mere volume discounts

Per processor licensngisclearly distinguishablefrom volumediscounting. SeelicensngMemo.
at 7. With true volume discounting, margina prices paid by an OEM for MS-DOS would decline with
increasing volume, but at no point would the OEM berequired to pay Microsoft aroyaty for sysemsthat
did not include Microsoft software. Indeed, Microsoft’s own economist agreed per processor licenses
were not volume discounts. Schmalensee Depo. at 341-342. So did Microsoft's worldwide director

of OEM sdes. Consolidated Statement of Facts 1 390.
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Moreover, inthenormal volume-discount situation, DRI or Novell would havehad an opportunity
to meet Microsoft’slowest price for the last increment of volume required by an OEM. Instead, under
the per processor licensing scheme, a new entrant with a better product not only had to meet the lowest
price, but also had to recompense the OEM for the penalty it was required to pay on the units shipped
whichdidnot containMS-DOS. Thisraisedthecostsfor Microsoft’ srivas, without corresponding benefit
elither tothe OEM or totheusers. Entry for theinnovative product was deterred because Microsoft chose
to make its lowest price available only in an exclusionary fashion.

Fromthepoint of view of the OEM, it may wel| have meaningful volumeefficienciesto beredized.
However, these efficiencies derive solely from volume — and high volume does not require a per
processor license. The OEM does not need to cut itsaf off from aproduct it might want to buy in order
to gain whatever efficiencies it seeks. The choice, in any event, should belong to the OEM.

3. Per processor licenses achieved no appreciable efficiencies

Exclusve dedling or tota requirements contracts are often defended on grounds of efficiencies
achieved. In passing, Microsoft trots out the argument here, and assarts it was “amethod of smplifying
the processes of contracting and accounting” for MS-DOS. Licensng Memo. at 6. Microsoft offersno
explanation at al why thisistrue™ Any “problems’ it had dedling with per sysem and per licenses arose
not from some theoretical marketplace constraint, but instead from the complicated way in which

Microsoft itsalf developed its contracting practices. See Schmalensee Depo. at 339-341. Moreover,

1 Aswdll, Microsoft offersnothing but unsupported and contradi ctory evidenceto supportitsclaim
that OEM s requested per processor licenses to ease their administrative burdens. See supra 3.
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Microsoft's per processor contracts imposed the same reporting requirements on OEMs as did its per
system licenses; indeed, even under the per processor license, OEMs were still required to report to
Microsoft the actua number of copies of MS-DOS shipped, just as under aper copy license. Letzinger
Report a 38-39. Microsoft leaves only deafening slence asto why it iseaser for an OEM to account
for thetotal number of computers shipped with a particular microprocessor — rather than account for the
total number of computers shipped using a particular mode number, or smply the tota number of MS-
DOS copies used.

D. Microsoft’ sMinimum Commitmentsand I ncreased Dur ation Contributed to This
Exclusionary Effect

To defend its minimum commitments practice, Microsoft extollsthe virtues of volume discounts.
But Cal deradoes not object to the concept of volume discounts.’? What CalderaobjectstoisMicrosoft's
impaosition of a non-refundable commitment to buy through the minimum commitment arrangement.
Unlikethe volume discount cases cited by Microsoft, its minimum commitments required OEM sto make
a prospective, binding commitment to meet certain levels and then make non-refundable quarterly
paymentsin order to qudify for the volume discount. Once an OEM got over-committed (i.e., whereits
prepayments exceeded the number of units actudly shipped), it was locked into Microsoft if it wanted to

recoup its prepaid balances. In such a circumstance, the minimum commitment had an even greater

12 Ordinarily, volume discounting is associated with cost savings since increases in the volume
purchased result in decreased production and transaction costs. However, themargina cost to Microsoft
of producing an additiona unit of an operating system for an OEM is zero. Thus, no volume-related
transaction costs exist where the OEM copieswhat it needs from the single copy of software provided by
Microsoft.
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exclusveeffect than apurerequirementscontract becausethe OEM hadto*buy” even morethanitsactua
requirements from Microsoft.

Microsoft hasnever offered ajustification explaining why itsvolumediscountshad to be structured
inthisway and, more importantly, why atraditiona volume discount would not have achieved the same
efficienciesallegedly providedby theminimumcommitment. Microsoft'sminimumcommitmentsviol atethe
Sherman Act for the smple reason that Microsoft is a monopolist, and must use devices that are “no
broader than necessary to effectuate [its] business.” SCFC ILC, Inc. v. Visa USA, Inc., 36 F.3d 958,
970 (10th Cir. 1994); see also Sullivan v. National Football League, 34 F.3d 1091, 1103 (1st Cir.
1994) (arestraintisnot reasonable”if areasonable, lessredtrictivedternativeto thepolicy existsthat would
provide the same benefits as the current restraint").

Microsoft suggests that minimum commitments were widespread in the industry. Licensing
Memo. at 7. Evenif that weretrue, widespread industry use of an exclusionary practice does not justify
it; to the contrary, such widespread use may make the monopolist’s use of exclusive deding especialy
egregious because competition in the market isalready dampened. See Tampa Electric Co. v. Nashville
Coal Co., 365 U.S. 320, 334 (1961) (pointing out that one of the serious problemswith exclusive dealing
invaidated in Sandard Qil Co. v. United Sates (Sandard Sations), 337 U.S. 293 (1940), was that
“therewasan industry-wide practice of relying upon exclusivecontracts’); seealsoinfra, at 27-28 (noting
that conduct which islegal when done by a non-dominant firm, may be illega when engaged in by a

monopolist).
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Microsoft asserts, with scarcely any support,® that “[m]inimum commitments have no
anticompetitive effects so long as the amounts to which OEMs committed themsalves were reasonable
estimatesof their likely use of thelicensed product (and thereisno evidenceto the contrary inthiscase).”
LicensngMemo. at 7. Y et Microsoft's own documents— indeed, its OEM SalesManua and areport
to its Board of Directors— specifically note that Microsoft pushed OEMs to over-commit so asto give
Microsoft leverage to block out would-be competitors. Consolidated Statement of Facts { 294-96.

Microsoft’ s assertion — that minimum commitments can only have an anti-competitive effect if
OEM sover-committed—overlooksthefact that Microsoft did not useminimum commitmentsinisol ation.
Rather, Microsoft used them in connection with per processor licenses and the unreasonabl e extension of

the duration of the licenses™ Caldera's section 2 claim chalenges the entirety of Microsoft's licensing

13 without any development or explanation, Microsoft cites two cases dealing with liquidated
damagesprovisons. Theunremarkableconclusionisthat such clausesarenot exclusionary solong asthey
arereasonable. See Barry Wright Corp. v. ITT Grinndl Corp., 724 F.2d 227, 238-239 (1<t Cir. 1983);
In re *Apollo’ Air Passenger Computer Reservations Sys. (CRS), 720 F. Supp. 1068, 1075-76
(S.D.N.Y. 1989). Reasonable liquidated damages, however, serve a speciaized function — i.e,, to
calculate damages in the event of breach — and are the least restrictive alternative of achieving this
purpose. Cadera scomplaintisquitedifferent: Microsoft’sminimum commitment provisonsarenot the
least redtrictive means by which to implement avolume discount, and so “ reasonableness’ does not even
enter the equation.

14 The Department of Justice stated it thisway: “Microsoft hasfurther foreclosed the OEM channel
through the use of long-term contracts with mgjor OEMs, some expiring as long asfive years from their
origina negotiation date. 1n some cases these contracts have left OEMs with unused balances on their
minimumcommitments, which Microsoft can alow to be used if the contract isextended, but whichwould
beforfeitedif the OEM does not extend the contract. These practices have dlowed Microsoft to extend
the effective duration of its OEM contracts, further impeding the access of PC operating system
competitors to the OEM channel.” 59 Fed. Reg. 42,845, at 42,850 (Proposed Final Judgment and
Competitive Impact Statement).
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practices, not merely each component individudly. See U.S Healthcare, Inc. v. Healthsource Inc., 986
F.2d 589, 597 (1t Cir. 1993) (* Exclusive contracts might in some situations congtitute the wrongful act
that isan ingredient in the monopolization claimsunder section 2”); seealso Caldera’'sMotion to Strike
Memao. at 4-6 (totality of conduct must be considered under section 2).

Moreover, the extended duration of Microsoft's licenses meant that DRI or Novell only got the
chanceto*match” Microsoft’ svolumediscount whenlicensesexpired, which Microsoft was pushing from
twotothreeyears. See Consolidated Statement of Facts 11 150-154. Microsoft does not even dispute
Cadera salegation that Microsoft intentionally extended the license terms beyond the life-cycle of
MS-DOSinan effort toforeclose DR DOS. Again, Microsoft’' sown documents show that thisallegation
istrue. See Consolidated Statement of Facts | 152-154. The exclusionary effect is aimost
tautological: If per processor licenses and minimum commitments were objectionable when executed
two-years a atime, then they are 50% worse three-years a atime.”® See Consolidated Statement of

Facts 1 154 (Lieven testimony).

15 Microsoft' s suggestion that |onger-term exclusive dedings have been upheld in other cases, such
as the 20-year requirement contract in Tampa Electric, is disingenuous. See Licensing Memo. at 8.
Thissort of raw, numerica comparison isobvioudy irrdlevant. Microsoft would surely object if Cddera
argued aone-year term was unreasonabl e because that was the length of the contracts invalidated in
Sandard Qil Co. v. United Sates (Sandard Sations), 337 U.S. 293 (1940). As Tampa Electric itsalf
indicates, whether adurationd term is reasonable turns entirely on the * particularized consderations’ of
theindustry and product at issue. 365 U.S,, at 334. And of course, Microsoft offers nothing other than
bald assertion, without reference to industry structure or redlity. But see Consolidated Statement of
Facts 11 150-154 and Appendix A.
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1. MICROSOFT'S “TOTAL SALES ROYALTY PROVISIONS’ CASES ARE
INAPPOSITE, AND OFFER NO PROTECTION IN ANY EVENT

Microsoft devotes the bulk of its argument to aline of cases dealing with the permissibility of
calculating a patent royalty based on total sales, rather than actual use. These cases actualy hurt
Microsoft’ sdefense, for their premi seisthat thereissomething improper about asdller charging something
for nothing, even when the sdller is, by virtue of his patent, alawful monopolist. Here, Microsoft stands
accused of using unlawful monopolization practices to achieve the same end.

Microsoft cannot avall itsdf by analogy to thetota sdesroydty defense, whichisonly adefense
to patent misuse. Thisisaspecia creature of patent law designed to accommodate the unique features of
patent licenang. Patent law sanctions such arrangements when it is difficult to determine whether a
particular patent has been incorporated into a product, e.g., when apatent islicensed as part of apackage
where many patents may be used in combination with each other and somenot used at dl. See E. Kintner
& J. Lahr, AN INTELLECTUAL PROPERTY LAW PRIMER 69 (2nd ed. 1982). As aresult, charging aroyaty
only for those products that incorporate the patent becomes an exceedingly complex task, and
consequently total sales royalties are permitted for convenience sake. See Automatic Radio
Manufacturing Co. v. Hazdltine Research, Inc., 339 U.S. 827 (1950). Indeed, whereit is difficult to
determineif the patent isin use, thelicenseeisnot really paying “ something for nothing,” evenin the event
the licensee does not use the patent: The licensee is, in effect, buying insurance against a claim of
infringement by the licensor. See Zenith Radio Corp. v. Hazeltine Research, Inc., 395 U.S. 100, 139-

140 (1969). If the licensee only paid on ausage basis, the licensor could claim the patent made its way
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into aproduct on which the licensee did not pay aroyalty, resulting in protracted litigation asthe licensee
attempted to prove the patent was not used.

No comparablejudtification exigsin therecord here. Asthe Areedatrestise explains, such policy
considerations have no place in the context of operating system software whose use in a particular
computer unit is easy to detect: It readily appears when you turn on the machine. See supra, at 4.

Findly, thetotal sdlesroyalty casescited by Microsoft, Licensng Memo. at 10-16, indicate that
the law seeks to discourages a monopolist, whether lawful or not, from coercing lucrative royalties
untethered from an actual sale. See, e.g., Hull v. Brunswick Corp., 704 F.2d 1195, 1199 (10th Cir.
1983) (meaningful dternativesmust bemadeavailable). Calderanot only contendsthat Microsoft’ spricing
structure madeany dternativeto per processor licensesnot meaningfully available, but dso that Microsoft
used naked coercion by offeringonly per processor licensesto OEM swho required Microsoft’ smonopoly
product on some of its computers. See Consolidated Statement of Facts 1 302-04. Thisis precisely
the sort of conduct condemned by the Supreme Court in Zenith Radio Corp. v. Hazeltine Research, Inc.,
395 U.S. 100, 140 (1969). Even given Microsoft’ sunderstanding of thelaw, atriableissue of fact exists
asto whether Microsoft has satisfied akey requirement for utilizing thetota sdesroydty defense—i.e,,
absence of coercion.

V. MICROSOFT'SATTEMPT TO ASSERT AN IN PARI DELICTO DEFENSE ISTO
NO AVAIL

Microsoft argues, without development, that both DRI and Novell engaged in the same
anti-competitive behavior as Microsoft. Licensing Memo. at 6. This allegation, even if true, would

present no defense for Microsoft. Microsoft is a dominant monopolist with 90% market share. See
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Consolidated Fact Statement at 2 n.2. Asone court recently observed in acaseinvolving asimilarly
dominant monopolist (Intdl), theantitrust law imposes*“ affirmative duties’ on monopoliststo refrain from
anti-competitive conduct. Intergraph Corp. v. Intel Corp., 3 F. Supp. 1255, 1277 (N.D. Ala. 1998).
Even conduct by a monopolist that is otherwise lawful may violate the antitrust laws where it has
anti-competitive effects. Image Technical Services, Inc. v. Eastman Kodak Co., 125 F.3d 1195, 1207
(9th Cir.1997) (“Legd actions, whentaken by amonopolist, may giverisetoligbility, if anticompetitive.”);
Greyhound Computer v. IBM, 559 F.2d 488, 498 (9th Cir. 1977), cert. denied, 434 U.S. 1040 (1978)
(otherwise lawful conduct may be unlawfully exclusionary when practiced by a monopalist); Oahu Gas
Service, Inc. v. Pacific Resources, Inc., 838 F.2d 360, 368 (9th Cir. 1988), cert. denied, 488 U.S. 870
(1988) (“Because of amonopolist’ sspecid position the antitrust lawsimpose what may be characterized
as affirmative duties’).

Moreover, amonopolist cannot escape antitrust liability upon allegation that its victim may have
engaged in Smilar conduct. See Caldera’sProduct Pre-announcement Opposition at 24-25. Thisis
especidly true given the conduct at issue. As Areeda & Hovenkamp explain, Microsoft’s licensing
practices had an anti-competitive effect precisely because of its dominant market position. See 11
P. Areeda& H. Hovenkamp, ANTITRUST LAW 1807b, at 117 (“ Such aschemeis problematic, however,
only when the defendant isadominant firm in aposition to force manufacturersto make an al-or-nothing

choice.).
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In any event, the licensing practices of DRI and Novell were fundamentally different from
Microsoft’ s in that they were not exclusonary and werein fact judtified by legitimate business reasons.
See supra 16, 9.

CONCLUSION
For dl of the foregoing reasons, Microsoft's Motion for Partial Summary Judgment Regarding

Plaintiff’s “Licensing Practices’ Claims should be denied.
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