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Abstract
Antitrust law recognizes that an important stakeholder might be able to exercise influence over another party “by voting or otherwise.”   My focus will be on “otherwise” – specifically, can one party gain influence over another party through a (possibly) non-voting debt-like or equity-like financial stake?  Ultimately, can two competing entities use such stakes to commit to each other to not compete?  There is some case law that is consistent with the intuitively appealing suggestion that even the holder of a large non-voting stake (debt or equity) could exercise influence over a target firm.  I explore this intuition and explore its limits by appealing to both the antitrust-relevant matters law and to the governance attributes of alternative modes of financing.

0.
Introduction
Antitrust law recognizes that an important stakeholder might be able to exercise influence over another party “by voting or otherwise.”
  My focus will be on “otherwise” – specifically, can one party gain influence over another party through a (possibly) non-voting debt-like or equity-like financial stake?  Ultimately, can two competing entities use such stakes to commit to each other to not compete?  

The questions matter, because competing entities sometimes present to the antitrust authorities equity-like or debt-like financial arrangements that appear, at least superficially, to mitigate or even neutralize the prospect of one party exercising influence over the other.
  Suppose, however, that the financial structure does enable influence “by voting or otherwise.”  Approving such structures amounts to giving the imprimatur of the antitrust authorities to a governance structure that is designed to “bring about … the substantial lessening of competition.”  Can the antitrust authorities identify such a hazard?

The law is certainly occupied with the prospect that an important stake-holder may exercise influence “by voting,” although it is not obvious what may constitute a small or large stake.  There is even some case law that is consistent with the intuitively appealing suggestion that even the holder of a large non-voting stake (debt or equity) could exercise influence over a target firm.
  A difficulty is that the intuition mostly remains an intuition, and intuitions alone do not constitute actionable antitrust theories of harm.  

This essay constitutes a step toward operationalizing formative theories of harm.  I survey four antitrust-relevant matters, and I identify in these matters three nascent theories.  The first  is that competing entities might use (possibly non-voting) financial arrangements to lock themselves in to a bilateral commitment to not compete.  An overlapping theory is that one entity may stage equity-like or debt-like investments over time in a target entity as a way of aligning the incentives of the target entity.  The third illuminates the role of a third party (e.g., a private equity investor) in channeling strategically-sensitive information between competing entities.  The remainder of the paper is organized by each of these three theories.
1.
Credible commitments to not compete
I first lay out a scenario that features ‘actual or potential competition’ between two firms, and I then indicate formative theories that suggest how the parties could exploit non-voting equity investments to diminish incentives to compete with each other.  I then discuss two antitrust-relevant matters that motivate some of the structure of the scenario. 

Suppose two firms are ‘actual competitors’ in an antitrust-cognizable market.  One acquires a 20% equity stake in the other.  The stake affords no voting rights and thus has the appearance of being ‘passive.’  Even so, the stake might yet afford certain control rights including negative, approval rights such as provisions enabling the acquiring firm to veto strategic initiatives of the target firm.  These other control rights could motivate antitrust concerns, but I put those aside here.
Absent strategic interaction that unfolds over time, voting rights mean little or nothing.  Consider, for example, the simplest environment featuring a robust duopoly, static competition, and outcomes consistent with the Supply Function Equilibrium concept.   (One can, for example, consider the simplest quantity-setting environment and Cournot equilibrium concept.)  The 20% stake distorts best-replies and softens competition.  Softer competition allows the two parties to yield a superior joint payoff; all that remains to be done is transfer a payment that allows each party to share those superior payoffs.  The parties can effect a transfer payment by pricing the equity stake in a way that allows them to share the anticompetitive premium.  End of story.
Suppose, now, that strategic interactions unfold over time.  The two firms might, for example, be ‘potential competitors’ in a market that is only beginning to emerge.  (That market might, for example, involve the commercialization of new technologies or the commercialization of new services that emerging technologies enable.)  Realizing the potential for competition may involve bearing significant fixed operating costs such as the stream of labor costs that attend healthcare services or media production.  (One needs staff to ‘keep the lights on’ at healthcare facilities or writers to produce ‘media content.’)  Suppose, further, that the acquiring firm is flush with cash and that the other must depend largely on external financing to ‘get the lights on’ in the first place.  All together, that makes for an ambitious set of conditions, but I will indicate a matter that has some of these characteristics.

Absent any equity infusion from an outside party, the finances of the prospective target firm may exhibit a periodic structure: the firm lines up debt financing, rolls out production, and realizes cash flows.  After each realization, the firm restructures its debt.  Favorable realizations give the firm the option of taking on new debt, expanding capacity, and, ultimately, expanding production.  Less favorable realizations may force credit constraints to bind, in which case the firm may draw down production capacity and assume less debt to finance the next round of production.
The firm ends up working within a financial constraint that evolves over time.  Yet, consider how finances evolve if the firm were to secure a sizable equity infusion from an outside party.  The firm might use some of the infusion to finance expansion, or it might induce creditors to advance to the firm new debt to finance expansion.
I put aside questions of ‘financial structure’ – questions about why the target firm depends heavily on debt and why it might not already have secured equity infusions.  Instead, consider the prospect of allowing the acquiring firm to go ahead and assume a 20%, non-voting equity stake in the target firm.  Voting can potentially matter, because strategic interactions unfold over time, but taking away voting rights gives the acquiring firm the appearance being a ‘passive investor.’  

One might characterize competition between the two firms as a sequence of stage games in which each stage involves competition in capacity.  (One might then appeal to Kreps and Scheinkman [1983] to justify characterizing competition as Cournot.)  Again, the 20% stake distorts ‘best-replies’ in each stage of interaction, but the dynamic structure of interaction may give the two parties more degrees of freedom for organizing mischief.
Antitrust-relevant matters suggest how the 20% stake can allow each party to make itself hostage to the other.  ‘Hostages’ matter, because the parties can use them to commit to competing less vigorously or even to neutralize competition entirely.  First consider the perspective of the acquiring firm.  The acquiring firm’s stake might ostensibly be passive, but informational advantages may attend being a market insider, especially in a market that has yet to fully emerge.  Informational advantages may also attend being a party with some hand in the target firm’s activities.  Knowing this, prospective buyers of the acquiring firm’s stake might perceive something of a ‘lemons’ problem: an offer on the part of the stake holder to sell may constitute a negative signal about how insiders perceive market prospects going forward.  The stake holder finds itself unable to unload its stake without offering a discount.  The stake is thus somewhat illiquid.  Accordingly, the decision to buy into the stake in the first place amounts to offering to the target firm a hostage (if only an imperfect one) by which the acquiring firm commits to maintaining its relationship with the target firm going forward.
Now consider the perspective of the target firm.  The equity stake makes the target firm dependent (if not wholly dependent) on the acquiring firm for equity financing going forward.  Suppose the target firm proposes to expand capacity for the next stage of production.  Again, an equity infusion could relieve financing constraints, but how might other prospective equity investors perceive solicitations from the target for equity infusions?  Not being a market insider, the prospective investor again might perceive something of a ‘lemons’ problem in that the failure of the (cash-rich) acquiring firm to finance capacity expansions itself may constitute a negative signal about the target firm’s immediate prospects.  Knowing this, the target firm’s decision to accept a ‘passive investment’ from the acquiring firm amounts to surrendering to the acquiring firm much influence over the target firm’s financing going forward.  The influence extends to both debt and equity financing.
‘Hostages’ and ‘credible commitments’ are more often invoked to characterize vertical relationships.  Indeed, Williamson’s (1983) articulation of the hostage concept revolved around the Hold-up Problem.  Ahmadjian and Oxley (2005) use the hostage concept to suggest how Japanese automobile assemblers enable Japanese automobile parts manufacturers to sink irreversible investments specific to the relationship between the two parties.  They suggest how an assembler’s stake in a parts manufacturer can be understood as a hostage.  Like here, the hostage result depends on much structure of the environment in which the parties interact.
The scenario featured here involves horizontal relationships in that the parties are ‘actual or potential competitors’ in an antitrust-cognizable market.  I suggest that the experience of the Antitrust Division of Department of Justice in United States v. Dairy Farmers of America 426 F.3d 850 (6th Circuit, 2005) (“DFA”) motivates some features of the scenario, and I suggest that an equity investment between two media companies, the Hearst Corporation (‘Hearst’) and the MediaNews Group (‘MNG’), highlight other features. 

 The DFA featured itself as a ‘marketing’ organization and ‘dairy cooperative.’  It would often assume equity stakes in dairy ‘processors.’  DFA had assumed a 50%, vote-bearing stake in one processor called Southern Belle Dairy Co., LLC (‘Southern Belle’), and it had already assumed stakes in other processors that competed with Southern Belle.  It is natural to suggest that DFA’s portfolio of equity stakes constituted but part of a structure designed to govern interactions between milk processors.  The Antitrust Division alleged that the DFA portfolio of equity stakes would effectively enable DFA to monopolize a market it for ‘school milk’ in decades of school districts in Kentucky and Tennessee.  Some time after the Antitrust Division took an interest in DFA, Southern Belle and DFA converted DFA’s to a non-voting stake.

DFA is interesting, because it suggests how parties might use non-voting equity stakes to influence target firms.  Earlier case law had suggested that non-voting financial stakes can make one party dependent on the other party in a way that distorts competition.  DFA constitutes an innovation over this case law in that it suggests how one party might become dependent on the other.  The court in DFA suggested a ‘lemons’ theory by which the financial arrangement could frustrate Southern Belle’s efforts to secure alternative (debt) financing going forward.  The DFA court observed that “[w]hile DFA does not have a voting interest under the revised agreement, it may leverage its position as Southern Belle's financier to control or influence Southern Belle's decisions.   Although Southern Belle may seek alternative financing, the United States correctly points out that such a switch may be a negative signal to other potential lenders…   In other words, Southern Belle may be ‘locked in’ to a relationship with DFA, a fact that DFA could use to its advantage.   As a result, DFA's financial relationship with Southern Belle could lead to anticompetitive effects..”  See 426 F.3d 850 (2005) at 862.  Courts entertained similar theories in MGM v. Transamerica 303 F.Supp. 1344 (1969) and Frank v. Waste Management 591 F.Supp. 859 (1984).

None of the case law goes far toward substantiating the theory, but DFA does suggest how a non-voting equity stake can serve as a hostage that the target firm yields to the acquirer.  One might suggest that the matter involving Hearst and MNG features a similar hostage but also features a hostage that the acquirer (Hearst) yields to the target firm (MNG).
Hearst and MNG own and manage traditional newspaper properties as well as other media properties.  The newspaper business continues to figure out how to reinvent itself on the Internet.  In 2006 Hearst and MNG set up a two-stage sequence of transactions by which Hearst would infuse $299.4 million in MNG in exchange for an non-voting equity stake that Hearst could ultimately convert into a 24% voting stake in MNG.  (The stake would also yield to Hearst various rights to veto MNG initiatives.  The arrangement is documented in an almost impenetrable set of agreements tucked away in public filings to the Securities and Exchange Commission.
)
The first of the two stages of transactions notionally broke MNG into two geographically distinct regions, the “Bay Area” and the “Non-Bay Area.” Hearst would assume a 30% stake in the one region, the Non-Bay Area, in which it had not competed with MNG in traditional newspaper markets. The stake would afford Hearst no voting rights at the MNG corporate level but would yield to Hearst voting and veto rights at the level of individual MNG businesses in the Non-Bay Area. The stake would also yield to Hearst other governance rights that extend to all of MNG. At the same time, Hearst would finance MNG’s acquisition of a handful of newspaper properties. Hearst reserved the option to launch the second stage of transactions – that is, to dispense with the distinctions “Bay Area” and “Non-Bay Area” – and to force conversion of Hearst’s stake in the “Non-Bay Area” to an equity stake, replete with veto rights and other governance rights, that would extend to all of MNG.  MNG reported in its Current Report of August 8, 2006 that the parties had dispensed with the conversion rights.  

I suggest that the arrangement between Hearst and MNG shares many of the features of the scenario outline above.  It would then be tempting to suggest that such an arrangement could allow the parties to diminish competition, but an outstanding question is “in what market?”  I suggest only for the sake of argument that the arrangement could diminish competition in emerging media markets rather than, say, in traditional newspaper markets.
  Taking that as given, the larger hypothesis has three parts: (1) MNG is highly leveraged and therefore must direct much of its cash flow to debt service; (2) MNG could commit to not competing vigorously with Hearst in these hypothesized emerging markets by making itself dependent on financing from Hearst going forward; (3) MNG has demand for financing going forward. I take each part up in turn.

MNG is highly leveraged: In June 2006, both Standard & Poor’s and Moody’s downgraded MNG’s debt in response to MNG’s announcement of plans to acquire the Contra Costa Times, the San Jose Mercury News, the Monterey County Herald, and the St. Paul Pioneer Press.  At the same time, MNG indicated in its annual report that its “substantial indebtedness could … limit our flexibility to adjust to changing business and market conditions, and make us more vulnerable to a downturn in general economic conditions as compared to our competitors that have any less debt.”  MNG also indicates that its substantial indebtedness” could “impair [its] ability to obtain additional financing” and absorb most of its cash flow.

MNG makes itself dependent on Hearst for all equity financing going forward: A prospective  advantage of MNG’s “substantial indebtedness” is that it could provide MNG with a way to commit to not competing with Hearst in emerging media markets. MNG could do this by making itself dependent on Hearst for all equity financing of newspaper and other media acquisitions going forward.   For starts, the deal allows Hearst to veto proposals by MNG to issue new equity stakes.
  Yet, even if Hearst were to refrain from exercising its veto, prospective stake holders might interpret Hearst’s failure to finance an acquisition for MNG as a negative signal. As something of an MNG insider (much less an insider to the newspaper and other media businesses), Hearst becomes well situated to send negative signals to alternative equity investors about investments that MNG might propose. Alternative equity investors will understand that Hearst is something of an MNG insider and will be disposed to interpret any proposal by MNG to them to finance an acquisition as evidence that Hearst has rejected MNG’s proposal. They would then be disposed to perceive MNG’s proposed investment as a ‘lemon,’ in which case they then also find themselves disposed to reject financing.

MNG has demand for financing going forward: Were MNG no longer interested in financing future acquisitions, then it no longer becomes dependent on Hearst or any other party for new financing. Yet, two things suggested that MNG remained intent on acquiring newspaper properties and making other media ‘investments.’ For starts, MNG has demonstrated year-on-year a pattern of acquiring papers. From 2002 through 2006, for example, MNG expended $100.9 million to acquire six publications. In addition, the deal before us features the acquisition of two other newspapers, the Monterey Herald and the St. Paul Pioneer Press. Since then, MNG has proposed folding the acquisition of a Los Angeles paper, the Daily Breeze into the transaction. In yet another recent transaction, MNG acquired a controlling interest in the Santa Cruz Sentinel.

Second, we can suggest why MNG is intent on acquiring media properties. It is virtually common knowledge that MNG is intent on extending its “clustering” strategy to the newspaper business.
 ‘Clustering’ simply involves economizing on fixed operating costs (mostly labor) from production of ‘content’.  The concept has included taking staff who had been dedicated to individual papers and applying their services to clusters of paper. So, for example, a cluster of media properties can get away with a single editorial voice rather than a separate voice for each paper, thus affording MNG the prospect of excusing editorial staff.

MNG’s difficulty is that extending its ‘clustering’ model involves financing the acquisition of media properties. Insofar as constraints on debt financing bind, then MNG would have to appeal to other sources of financing. The deal with Hearst thus relieves financing constraints and allows MNG to expand production.  The potential problem is that the deal also makes MNG dependent on Hearst going forward.
2.
Staged investments and convertible securities
Suppose one firm secures a (possibly non-voting) financial stake in another, and suppose the arrangement affords the stakeholder the option of converting the stake into a vote-bearing equity stake at some point in the future.  Does the prospect of conversion distort incentives to compete before conversion?  Can the parties use the prospect of conversion to diminish incentives to compete?
Studies relating to venture capital have illuminated roles for ‘convertible securities’ in resolving hold-up problems or resolving other incentive problems.
 The studies contemplate vertical relationships between parties who contribute complementary inputs to an uncertain production venture.  A ‘venture capitalist’ contributes capital, and an ‘entrepreneur’ provides know-how and labor.  A question remains about whether horizontally-oriented parties – actual or potential competitors – can use convertible securities to diminish incentives to compete.

To secure tractable results relating to venture capital, researchers have had to impose an enormous amount of structure.  Cornelli and Yosha (2003), for example, have to impose non-obvious structure in order to motivate a phenomenon known as ‘window-dressing.’  An entrepreneur might be able to take actions that make projects appear more profitable than they really are.  Distortions similar to window-dressing might obtain in matters involving horizontal relationships, but I submit that one also needs to impose much non-obvious structure to yield results.  The models of venture capital financing do not port directly into the relationships between competing entities.  
An absence of formal models has not entirely frustrated the efforts of antitrust insiders to pose formative theories that suggest how convertible securities can distort competition.  In a matter involving Northwest Airlines and Continental Airlines (1998), Northwest proposed assuming a equity stake that would convert from a 20% voting stake to a controlling 51% voting stake after four years.  The suggestion was two-fold: (1) a minority holding of 20% should mitigate concerns about Northwest exercising undue influence over Continental during the four-year interval, (2) the Antitrust Division could revisit the prospect of Northwest exercising undue influence at the time of conversion.  The Antitrust Division disagreed, suggesting that the prospect of conversion to a controlling stake would allow Northwest to effectively exercise control before conversion. 
  The Division suggested that “Continental executives are keenly aware that their fates will be controlled by Northwest in just four years. That knowledge will affect their decisions more and more as 2004 approaches.”
I also suggest that certain aspect of the transaction between Hearst and MNG are amenable to the formative theory that the prospect of conversion in the future can induce effective influence (if not outright control) in the present.  (Again, I do not suggest that the Hearst and MNG transaction completely fits the theory or that the transaction is necessarily anticompetitive.  I only suggest that aspects of the transaction illuminate aspects of the theory.)   The arrangement between Hearst and MNG had afforded Hearst the option of converting its stake in the ‘Non-Bay Area’ to a stake that would extend to all of MNG.
  Thus, knowing that Hearst could exercise at any time, would MNG’s incentives to invest in strategic initiatives in emerging markets be diminished or increased?  Might MNG contemplate coordinating its strategic initiatives with those of Hearst?
3.
Information sharing (In progress)
The private equity matter (Oaktree Capital) is interesting, because it extends the meaning of “interlocking directorates” contemplated in Section 8 of the Clayton Act to indirect interlocks by which a third party (e.g., the private equity partner) maintains a voice, if not a vote, on boards of competing entities.
  
4.
Conclusion
Many antitrust insiders perceive antitrust enforcement mostly through the lens of the Horizontal Merger Guidelines.  Guidelines were first assembled in 1968, and the Guidelines have been revised and expanded over the succeeding decades.  They constitute a thoughtful document about how the antitrust authorities will understand merger transactions or other transactions that enable ‘actual or potential competitors’ to coordinate.

The Guidelines are all well and good, but vertical relationships between firms or governance issues are not cognizable through the lens afforded by the Guidelines.  There are Vertical Guidelines, Collaboration Guidelines and Intellectual Property Guidelines, but even these guidelines mostly ‘punt the ball’ on governance issues if they recognize them at all.  I submit, however, that most of the interesting and difficult issues in antitrust involve vertical relationships or interesting governance relationships.  For example, invoking “intellectual property” amounts to illuminating important vertical relationships.  The antitrust problem amounts to proving how vertical relationships such as those between patent licensor and patent licensee can impose horizontal (anticompetitive) effects.  Then there are interesting governance structures the antitrust authorities sometimes find themselves examining.  These governance structures often come bundled in or even obscured by interesting financial arrangements.
It can be tempting for the antitrust investigator to view financial arrangements through the lens afforded by the Horizontal Guidelines and to end up ignoring interesting governance issues.  I hope, however, to have inspired in the reader some confidence that the antitrust implications of financial arrangements might yet prove susceptible to analysis by formalizing theories similar to economic theories motivated by analysis of certain types of vertical relationships.  Some antitrust case law has already hinted at ‘hostage’ theories and theories of ‘staged investment’.  Hostage theories have already been applied to the analysis of vertical contracts, and theories of staged investment have yielded results pertaining to venture capital contracts.  It remains to be seen whether or not these theories might inform theories that can be adapted to the antitrust analysis of financial contracts between ‘actual or potential competitors.’
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� See case law relating to the  “‘solely for investment’ exemption” featured in Section 7 of the Clayton Act.


� In a matter involving Northwest Airlines and Continental Airlines (1998), Northwest proposed assuming an equity stake that would yield to it a majority claim on Continental’s profit streams but only a minority holding of voting rights.  The suggestion was that a minority holding of the voting rights should mitigate concerns about Northwest exercising undue influence over Continental.


� There is not much case law, but, examples include MGM v. Transamerica 303 F.Supp. 1344 (1969) at 1351 and Frank v. Waste Management 591 F.Supp. 859 (1984) at 867.


� In the MGM matter the court observed “It would be naive, of course, to believe that a powerful creditor, which has placed a debtor in a position of dependency upon it, would not use its position as leverage to put pressure upon the debtor to conduct its business, including its control over others, in a way that would accord with the creditor's interests. If the evidence revealed such an intent, or if the likelihood of such conduct could reasonably be inferred from the surrounding circumstances, a case for injunctive relief might exist.” The Waste Management court observed “WMI's status as a substantial creditor could give it appreciable power over Chem-Clear's actions.  Cording described the debt as ‘two fairly significant bills,’ … and was sufficiently concerned about them that he ‘prevailed upon [WMI] to stay away from those bills for a while,’ ... WMI did not press for collection while it and Chem-Clear negotiated WMI's proposed takeover of Chem-Clear.”


� See the exhibits attending the MNG Current Reports (Forms 8-K) filed on April 26, 2006, May 4, 2006, and August 8, 2006.  The documents in clued a ‘Letter Agreement’ dated April 26, 2006, a ‘Shareholders Agreement,’ and a ‘Stock Purchase Agreement.’


� If, for example, certain emerging media markets are national in scope rather than limited to localities, then one can imagine the two parties being potential competitors in those nation-wide markets.  In turn, collaboration between the two parties could diminish competition in those markets.


� See the covenants indicated in paragraph 8.02 (a) of the Shareholders’ Agreement.


� See the press release dated February 2, 2007 put out by Community Newspaper Holdings, Inc.


� See, for example, Layton, Charles, “Surrounded by Singleton,” American Journalism Review, June/July


(2006).


� Tykova (2007) surveys many results.  See also  Cornelli and  Yosha (2003) and Schmidt (2003).


� See, for example, section III.D. of the Trial Brief the Division submitted in the matter of the United States v. Northwest Airlines and Continental Airlines posted at � HYPERLINK "http://www.usdoj.gov/atr/cases/f7200/7288.htm" ��http://www.usdoj.gov/atr/cases/f7200/7288.htm�.


� The fact that the arrangement contemplated conversion is indicated indirectly in an amendment the parties made to the Shareholders Agreement.  On May 1, 2007, the parties amended the agreement by, among other things, removing the conversion option.  See exhibit 99.1 to the MNG Current Report (Form 8-K) filed on August 8, 2008).


� See, for example, the amicus brief the Justice Department filed in the matter of Reading International v. Oaktree Capital Management (2003) 317 F.Supp.2d 301.  (See also pages 326-331 of the order.)   The Federal Trade Commission’s recent experience (2007) in a matter involving Kinder Morgan is also apposite.  (See In the Matter of TC Group, L.L.C., Riverstone Holdings LLC, Carlyle/Riverstone Global Energy and Power Fund II, L.P., and Carlyle/Riverstone Global Energy and Power Fund III, L.P.  FTC file No. 061 0197, Docket No. C-4183.)
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