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I, MALLORY KELLY, of the City of Ottawa in the Province of Ontario, AFFIRM THAT:

1.

7.

| am John Syme’s legal assistant at the Competition Bureau Legal Services in the
Department of Justice, and as such have knowledge of the matters herein
deposed.

I make this affidavit in support of the Commissioner of Competition’s Response to
a Notice of Motion by Kobo dated August 14, 2015.

On December 18, 2014 John Syme e-mailed Nikiforos latrou in relation to a
proposed s.11 order against Kobo Inc. A copy is attached hereto and marked as
Exhibit “A”.

On January 22, 2015, the Commissioner of Competition (the “Commissioner”)
filed applications for Orders pursuant to s. 11 of the Competition Act (the “Act”)
requiring Rakuten Kobo Inc. and Indigo Books & Music Inc. to produce certain
documents and written returns of information. In support of those applications, the
Commissioner filed the affidavit of Barbara Russel affirmed on January 15, 2015
for the applications. A copy of Barbara Russel Affidavit, without attachment, is
attached hereto and marked as Exhibit “B”.

On February 27, 2015 Chief Justice Crampton issued Reasons for the Reference
Order pursuant to s. 11 of the Act (File numbers T-61-15 and T-62-15). A copy of
the Reasons are attached hereto and marked as Exhibit “C”.

I am advised by Mr. Syme and verily believe that, further to the Kobo s. 11 Orders,
Kobo produced a number of documents including the following:

a. A copy of an e-mail dated January 22, 2010 from Michael Serbinis to
Heather Reisman is attached hereto and marked as Exhibit “D”.

b. A copy of a presentation titled “Understanding the New Digital Reader:
Digital Symposium February 15 & 17, 2010" is attached hereto and
marked as Exhibit “E”.

c. A copy of a presentation titled “Agency Status April 2, 201" is attached
hereto and marked as Exhibit “F”.

| am advised by Mr. Syme and verily believe that on July 10, 2013, the United
States District Court Southern District of New York issued its decision in United
States of America v. Apple, Inc. et al. Attached hereto and marked as Exhibit “G”.



10.

11.

12.

18,

14.

| am advised by Mr. Syme and verily believe that on June 30, 2015, the United
States Court of Appeals for the Second Circuit issued its decision in United States
of America v. Apple Inc. et al. Attached hereto and marked as Exhibit “H”.

| am advised by Mr. Syme and verily believe that on September 6, 2012, the
United States District Court Southern District of New York issued its Final
Judgment to defendants Hachette, HarperCollins, and Simon & Schuster. Attached
hereto and marked as Exhibit “I” is a copy of the Final Judgement.

| am advised by Mr. Syme and verily believe that on August 12, 2013, the United
States District Court Southern District of New York issued its Final Judgment to
defendants Verlagsgruppe Georg Von Holizbrink GMBH & Hotzbrink Publishers,
LLC D/B/A Macmillan. Attached hereto and marked as Exhibit “J” is a copy of the
Final Judgement.

| am advised by Mr. Syme and verily believe that on May 17, 2013, the United
States District Court Southern District of New York issued its Final Judgment to
defendants The Penguin Group, a Division of Pearson PLC, and Penguin Group
(USA), Inc. Attached hereto and marked as Exhibit “K” is a copy of the Final
Judgement.

John Syme advises me and | verily believe that in June 2010, just prior to the
launch the Canadian “iBook” store, Apple Canada entered into Agency
Agreements for the sale of e-books in Canada with three of the Publishers or their
affiliates who are signatories to the Consent Agreement between the
Commissioner and certain publishers dated February 6, 2014.

On February 7, 2014 the Competition Bureau made a News Release titled
“Competition Bureau Takes Action to Promote Competition for ebooks”. A copy of
the New Release is attached hereto and marked as Exhibit “L”.

Attached hereto and marked as Exhibit “M” is a copy of the Affidavit of Michael
Tamblyn.
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McGarry, Amanda: CB-BC

E— E— —
From: Syme, John; CB-BC
Sent: December-18-14 4:43 PM
To: 'niatrou@weirfoulds.com'
Cc: Chaplan, Jonathan: CB-BC; Rossman, Esther: CB-BC
Subject: Ebooks - s 11 - Pre-Application Dialogue
Niki,

| write further to our conversations regarding the Commissioner’s intention to file a section 11 order against Kobo.

On December 10, 2014, we advised you by telephone of the Commissioner’s intention to seek a s. 11 order against Kobo
from the Federal Court and indicated that we would be providing you with the Commissioner’s draft specs for review on
Friday, December 12, 2014. At the same time, we advised that we wanted to have pre-application dialogue early the
following week, with your client if they wished to join. We proposed that the pre-application dialogue be on Monday,
but specifically took the step of giving you this advance notice to ensure that you had adequate time to assess
availability and arrange schedules accordingly. You indicated that you were travelling on Monday. You indicated that
Tuesday morning at 10AM would work for you, but you wished to confirm Michael Tamblyn’s availability, which you
subsequently did.

As discussed, we provided you with the draft specifications Friday, December 12 (5:34 PM). On Tuesday morning at 9
AM, Richard Bilodeau, Barbara Russell and | called you to advise that the Commissioner’s Inquiry had been amended to
include Kobo as a subject. That amendment occurred on December 15, 2014. We wanted to advise you of that
occurrence because, as Richard indicated, it is generally the Commissioner’s practice to advise parties when they are the
subject of an inquiry (Communications During Inquiries — Bulletin). We also thought it appropriate to advise you of that
development before proceeding with the pre-application dialogue, though strictly speaking, from a legal perspective,
the two events are not linked —i.e., the Commissioner can seek section 11 orders against persons who are and who are
not, the subject of an inquiry and the test under s. 11 of the Act and the person’s obligation to respond are the same in
both instances.

We had our pre-application dialogue on Tuesday beginning at 10AM. Joining you on the phone were Michael Tamblyn
(Kobo), Joe Colston, Joel Bauers (Duff & Phelps), as well as counsel from your firm, a visiting student and your assistant.

At the outset of our call, you raised, for the first time, the concern you had with proceeding with pre-application
dialogue at that time. You indicated that in view of the holiday season being a very busy time of year for Kobo, while
you were able to get some views from Mr. Tamblyn regarding the specifications, you had been unable to confer with
other relevant persons at Kobo regarding same. You also indicated that you were busy with preparing your factum for
the FCA appeal, which was due on December 22, 2014. | note in passing that Kobo's factum was originally due on
December 8, 2014, but the Commissioner consented to your request to extend that date to the 22nd.

You also alleged that the Commissioner was bringing the s. 11 application to unfairly target Kobo for invoking its rights
under section 106(2) of the Competition Act. That was a theme you returned to several times during our call, suggesting
that the Commissioner was using s. 11 for an improper purpose. | stated categorically that the s. 11 application was not
being brought as a result of Kobo’s s. 106(2} and that | would be happy to make that statement in open court. In
connection with your suggestion that the Commissioner was using s. 11 improperly, you indicated your understanding
that s. 11 orders were not being sought against any other e-book retailer.

For the most part during our call, we discussed the specifications, with you making some overarching comments
regarding the scope of the questions, as well as a number of comments regarding various individual specifications. From

1



our perspective, we found these comments to be helpful and | indicated as much during the course of our discussion, as
well as at the end of our call.

You asked when we planned to file our s. 11 application. | advised that we planned to file this week. You again
reiterated your concerns with the timing of the process.

We asked whether Kobo had a separate US affiliate or subsidiary. You indicated that there was no operating US Kobo
subsidiary or affiliate, though there was a possibility there might have been a “Kobo US” for technical purposes, such as
of entering into a lease.

Having considered your desire for additional time to confer with Kobo regarding the specifications, the Commissioner
has decided to accommodate Kobo and not proceed, as planned, with filing its section 11 application this week. Further
to the comments you made when we spoke on Tuesday, the Bureau is considering ways to narrow the scope of the
specifications to take account of Kobo’s concerns, while at the same time ensuring that it obtains the information it
requires for purposes of the inquiry. For greater certainty, our decision to defer filing a s. 11 application is further to
your request for additional time to review the specifications with Kobo and should not, in any way, be construed as an
admission or acceptance of Kobo’s position regarding the propriety of the Commissioner’s s. 11 Application.

We anticipate sending you revised specifications on December 23, 2014 and are available for further pre-application
dialogue on December 29 or 30, 2014. Please advise at what time on either of those two dates you would like to speak
and the Bureau team will make itself available.

Regards,

John
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|, Barbara Russell, a Competition Law Officer with the Competition Bureau (the
“Bureau”), of the City of Ottawa, in the Province of Ontario, AFFIRM THAT:

1. | make this Affidavit in support of an ex parte application for an Order
pursuant to section 11 of the Competition Act, R.S.C., 1985, c. C-34 (the
“Act“)_

2. | am an authorized representative of the Commissioner of Competition (the

“Commissioner”) for the purpose of this application.

3. | have been employed by the Competition Bureau (the “Bureau”) as a
Competition Law Officer for over four years. During this time, | have been
involved in numerous investigations and inquiries under Part Vlil of the Act.
During the course of these investigations and inquiries, | have interviewed
market participants and reviewed records and information pertaining to
these investigations and inquiries.

4. | am part of a team of Competition Law Officers working on an inquiry under
Part Vil of the Act into certain alleged anti-competitive conduct to restrict e-
book retail price competition in the markets for e-books in Canada (the
“Inquiry”). | therefore have personal knowledge of the matters to which |
depose. Where | do not have personal knowledge of the matters to which |
depose, | have set out the grounds for my belief.

.  THE COMMISSIONER HAS COMMENCED AN INQUIRY

5. The Commissioner is an officer appointed by the Governor in Council under
section 7 of the Act and is responsible for the administration and
enforcement of the Act.

6. On 6 July 2012 the Commissioner commenced the Inquiry under
subparagraph 10(1)(b)(ii) of the Act on the basis that the Commissioner has
reason to believe that grounds exist for the making of an Order under Part




VIl of the Act with respect to certain alleged anti-competitive conduct to

restrict e-book retail price competition in the markets for e-books in Canada.

ll. CIRCUMSTANCES OF THE INQUIRY

Inquiry Upon Commencement

7. Upon commencement, the Inquiry concerned the following persons and

their Canadian affiliates:

a.

b.

e.

Hachette Book Group, Inc.;
HarperCollins Publishers L.L.C.;

Verlagsgruppe Georg Von Hoitzbrinck GmbH, Holtzbrinck
Publishers, LLC, doing business as Macmillan;

The Penguin Group, a division of Pearson plc, Penguin Group
(USA), Inc.; and

Simon & Schuster, Inc. (collectively, the “Publishers”).

8. Based on the Commissioner's preliminary investigation the Commissioner

concluded that there was reason to believe the following:

a.

two or more of the Publishers had entered into an agreement or
arrangement which restricted e-book retail price competition;

further to this agreement or arrangement, two or more of the
Publishers had engaged and were engaging in conduct to restrict e-
book retail price competition in Canada; and, in particular, that two
or more of the Publishers had entered into agency agreements with
e-book retailers that, among other things, limited or impeded the
ability of e-book retailers to set, alter or reduce the retail price of e-




10.

books sold to consumers (“Agency Agreements”) and that certain
of these agreements contained “most favoured nation" or MFN
provisions whereby the retail price at which one e-book retailer sells
an e-book to consumers depends on the retail price at which
another e-book retailer sells the same e-book to consumers; and

c. by engaging in the aforementioned conduct, two or more of the
Publishers had prevented or lessened compelition and were
preventing or lessening competition substantially in the markets for
e-books in Canada.

Based on information the Bureau has gathered to date, the Commissioner
has reason to believe that two or more of the Publishers engaged in the
aforementioned conduct since as early as 2010 and that two or more
Publishers continue 1o engage in this conduct through their ongoing Agency
Agreements with e-book retailers.

Background to the Inquiry
Wholesale and Agency

In the United States and Canada, e-book retailers have typically entered
into one of two types of contracts with e-book publishers:

a. under the wholesale model, a publisher typically enters into a
wholesale agreement with an e-book retailer pursuant to which the
retailer pays the publisher its designated wholesale price for each
e-book and the retailer sets the retail price; and

b. under the agency model, a publisher typically enters into an
agency agreement with an e-book retailer pursuant to which the




11.

12.

13.

publisher sets the retail price and the retailer sells the e-book on
the publisher’s behalf.

In Canada and the US, prior to the entry of Apple Inc. (“Apple”) in 2010,
most publishers and e-book retailers, including Amazon and Kobo Inc., now
Rakuten Kobo Inc., ("Kobo”), were operating under the wholesale model.
Apple began selling e-books in Canada and the US in 2010 under the
agency model.

In January 2010, Apple entered into Agency Agreements which were
operational in the US, with the following publishers; Hachette Book Group,
Inc.; HarperCollins Publishers L.L.C.; Holtzbrinck Publishers, LLC, doing
business as Macmillan; Penguin Group (USA) Inc.; and Simon & Schuster,
Inc. Under those agreements the publishers set the retail selling price for e- .
books. The agreements fixed Apple’'s commission on e-book sales at 30%
of the retail selling price of any given book. The agreements also contained
MFN provisions.

The MFN provisions in these Agency Agreements provided that the
publishers would adjust Apple’s retail price for any given “new release” e-
book to match any lower retail price offered by another e-book retailer. In
other words, while a publisher could set the retail price for a given e-book
for Apple {(and any other agency agreement retailers), if there was even one
retailer operating under the wholesale model, it could, in effect, determine
the retail price for all retailers. As such, the publishers had an incentive to

switch all e-book retailers to the agency model.




The US Investigation and Settlement’

14. On 11 April 2012 the United States Department of Justice (the “US DOJ")
filed a civil antitrust action, United States of America v. Apple, Inc., et al.
(the “US DOJ Complaint"), before the United States District Court for the
Southern District of New York (the "US Court”) against the following US
publishers:

a. Hachette Book Group, Inc.;
b. HarperCollins Publishers L.L.C.;

c. Verlagsgruppe Georg von Holtzbrinck GmbH and Holtzbrinck
Publishers, LLC d/b/a Macmillan;

d. The Penguin Group, a division of Pearson PLC, and Penguin
Group (USA), Inc.; and

*The European Commission {the “Commission”) also conducted an investigation in respect of e-
books. The Commission concluded that by jointly switching the business model for the sale of e-
books with the same key terms on a global basis, five publishers (see below) and Apple may
have engaged in a concerted practice with the object of raising retail prices of e-books in the
European Economic Area or preventing lower prices for e-books. The five EU Publishers and
Apple settled with the Commission. The Publishers agreed to terminate all existing agency
agreements that include retail price restrictions or a retail price MFN and not to enter into new
agreements that include price MFN clauses for five years. They also committed to a two-year
"cooling-off period", during which retailers would be free to offer retail price discounts for e-books
up to an amount equal to the commission the retailer receives from the publisher over a one year
period.

The 5 relerenced publishers are Hachette Livre SA; HarperCollins Publishers Limited and
HarperCollins Publishers, L.L.C; Georg von Holtzbrinck GmbH & Co. KG and Verlagsgruppe
Georg von Holtzbrinck GmbH; Simon & Schuster inc., Simon & Schuster (UK) Ltd., and Simon &
Schuster Digital Sales, Inc.; and The Penguin Publishing Company Limited, The Penguin Group
(a subsidiary of Pearson pic), Penguin Group (USA) Inc. and Dorling Kindersley Holdings Limited.




e. Simon & Schuster, Inc. (collectively, the "US Publisher

Defendants”).

15. The US DOJ Complaint was also filed against Apple (collectively with the

16.

17,

US Publisher Defendants, the “US Defendants”). Attached hereto as
Exhibit 1 is a copy of the US DOJ Complaint.

In the US DOJ Complaint, the US DOJ alleged that: 1) beginning no later
than 2009, the US Defendants engaged in a conspiracy and agreement to
raise, fix and stabilize retail e-book prices, to end price competition among
e-book retailers, and to limit retail price competition among the US
Publisher Defendants; 2) this conspiracy and agreement was ultimately
effectuated by collectively adopting and adhering to functionally identical
methods of selling e-books and price schedules; and 3) the conspiracy and
agreement among the US Defendants resulted in anti-competitive effects,
including increasing the retail prices of trade e-books and eliminating
competition on price among e-book retailers. See US DOJ Complaint,
Exhibit 1, at paragraphs 94 — 95 and 102.

The US Publisher Defendants each reached settlements with the US DOJ
that were entered as Final Judgments between 6 September 2012 and 12
August 2013. While the precise terms of the Final Judgments varied among
the US Publisher Defendants, they all required the US Publisher
Defendants to take steps, either by terminating agreements or not enforcing

them, to nullify provisions in their Agency Agreements that:

a. limited e-book retailers' ability to set, alter, or reduce the retail price

of any e-book or to offer price discounts to consumers; or
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The Final Judgments also prohibited the US Publisher Defendants from,
among other things: 1) entering into agreements with e-book retailers that
limit an e-book retailer's ability to set, alter or reduce an e-books price for as
long as two years and 2) entering into agreements with MFN provisions for
as long as five years, with the exception that the US Publisher Defendants
could enter into “agency lite” agreements with e-book retailers. Under the
agency lite model, publishers could continue to set the retail price for e-
books, but within certain limits, retailers had the ability to offer price
reductions or discounts to consumers. Attached hereto as Exhibits 2, 3, and

4 are copies of the Final Judgments with the US Publisher Defendants.

In paragraph 17 of the Affidavit filed in support of Kobo’s Stay Motion,
described below, Michael Tamblyn, at the time Kobo’s Chief Content Officer
and now its President and Chief Content Officer, states that, as a result of
the Final Judgments, certain of Kobo's US Agency Agreements with
publishers were altered, including its agreements with Hachette,
HarperCollins, Simon & Schuster, and Macmillan. The former Agency
Agreements became agency lite agreements. Attached hereto as Exhibit 5
is a copy of the public version of Mr. Tamblyn's Affidavit which was filed on
21 February 2014, without its accompanying exhibits, (“Tamblyn
Affidavit").

Mr. Tamblyn states that the implementation of the agency lite model has
had a “negative impact on Kobo's US market share and revenues” and that
“[Slince the entry of Agency Lite, Kobo has shed revenues as it has been
forced to discount titles to match the deep discounting that some US

? As "Price MFN" is defined in the Final Judgments.
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competitors have engaged in.” See Tamblyn Affidavit, Exhibit 5, at
paragraphs 18 and 19.

In respect of Canada, Kobo has Agency Agreements with, among others,
Hachette Digital, Inc.; HarperCollins Canada Limited; Holtzbrinck
Publishers, LLC, d/b/a Macmillan; and Simon & Schuster Canada, a division
of CBS Canada Holdings Co.

The Consent Agreement and Kobo'’s s-s. 106(2) Application
The Consent Agreement

On 7 February 2014, the Competition Tribunal (the “Tribunal”) registered a
consent agreement (the “Consent Agreement’) between the

Commissioner and:

a. Hachette Book Group Canada Ltd, Hachette Book Group, Inc.,
Hachette Digital, Inc.;

b. HarperCollins Canada Limited;
c. Holtzbrinck Publishers, LLC; and

d. Simon & Schuster Canada, a division of CBS Canada Holdings Co.
(collectively, the “Settling Publishers”).

Attached hereto as Exhibit 6 is a copy of the Consent Agreement.

The recitals to the Consent Agreement provide, in part, that the
Commissioner alleges that, further to an agreement or arrangement, the
Settling Publishers have engaged in conduct with the result that competition
in the markets for e-books in Canada has been substantially prevented or

lessened, contrary to section 90.1 of the Act and that, while the Settling
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Publishers do not accept or admit the Commissioner’s allegations, they will

not contest them for purposes of the Consent Agreement.

The Consent Agreement requires the Settling Publishers to, among other
things, terminate or amend any agreements with e-book retailers that
restrict the retailer's ability to reduce or discount the retail price of e-books
offered to consumers in Canada or that contain MFN provisions of the sort
described in paragraphs 8 (b) and 13 of this affidavit.

In the press release issued when the Consent Agreement was registered,
the Bureau noted its expectation that the implementation of the Consent
Agreement would lower the price of e-books in Canada. Attached hereto as

Exhibit 7 is a copy of the Bureau’s 7 February 2014 Press Release.

In the days following the registration of the Consent Agreement, certain of
the Settling Publishers began taking steps to implement its terms by
sending Kobo amendment and termination notices in respect of its Agency

Agreement’s with them.
Koba’s s-s. 106(2) Application

On 21 February 2014, Kobo Inc., Kobo filed an application pursuant to s-s.
106(2) of the Act seeking an Order rescinding the Consent Agreement or, in

the alternative, varying its terms.

Kobo also sought an Order staying the registration of the Consent
Agreement pending the determination of its application. On 18 March 2014,
the Tribunal stayed the Consent Agreement.

As a result of Kobo's s-s. 106(2) Application and Stay Motion, provisions in
the Settling Publishers’ Agency Agreements that restrict the ability of e-book

retailers in Canada, like Kobo and Amazon, to reduce or discount the price
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for the e-books they sell to Canadian consumers currently remain in place,

as do the MFN provisions of those agreements.

The Bureau's investigation has revealed that retail prices for many best-
selling or new release e-books in Canada are substantially higher than in
the United States where, as described, settlements which addressed
conduct similar to that addressed by the Consent Agreement were

implemented.

In connection with Kobo's s-s. 106(2) Application, on 15 April 2014, the
Commissioner filed a Reference with the Tribunal. On 8 September 2014,
the Tribunal issued its Reference Decision. Kobo appealed the Tribunal's
Decision to the Federal Court of Appeal on 17 September 2014. | am
advised by John Syme, counsel for the Commissioner, and verily believe
that: 1) the next step in the appeal is for the Commissioner to file his
Memorandum of Fact and Law on or before 6 February 2015; and 2) the
parties to the appeal have agreed to request an expedited hearing of the
appeal.

On 24 November 2014, the Tribunal held a case management conference
("CMC") further to the s-s 106(2) proceeding. | am advised by Jonathan
Michaud, Senior Competition Law Officer on the case team, and | verily
believe that, at the CMC, Mr. Syme indicated that the Commissioner was
prepared to consent to Kobo's application to rescind the Consent
Agreement. Counsel for Kobo and counsel for the Setiling Publishers
indicated, among other things, that they required time to consider their

respective positions in light of that development.

The Tribunal convened a second CMC on 22 December 2014 to obtain the
views of the Commissioner, the Settling Publishers, Kobo and Indigo Books

& Music Inc. ("Indigo”, which is seeking intervenor status in Kobo's s-s.
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106(2) Application) regarding whether Kobo's application should proceed as
then currently scheduled. Following that CMC, the Tribunal issued an Order
suspending the proceedings in respect of Kobo's s-s. 106(2) Application
pending the determination of Koba's appeal to the Federal Court of Appeal.
Attached hereto as Exhibit 8 is a copy of the Competition Tribunal's Order
of 22 December 2014.

RAKUTEN KOBO INC. HAS, OR IS LIKELY TO HAVE, INFORMATION
THAT IS RELEVANT TO THE INQUIRY

| believe that Kobo has, or is likely to have, information that is relevant to
the Inquiry. Kobo carries on business as an e-book retailer in the United

States and is the largest retailer of e-books in Canada.

Rakuten Kobo Inc. is a corporation registered in the province of Ontario. It
was amalgamated on 11 January 2012 under the corporate name Kobo Inc.
and changed its corporate name to Rakuten Kobo Inc. on 1 July 2014. It
has a registered office address of 135 Liberty Street, Suite #101, Toronto
ON, M6K 1A7. Attached hereto as Exhibit 9 is a copy of the Corporation
Profile Report from the Ontario Ministry of Government Services showing

the corporate information for Rakuten Kobo Inc.

On 14 December 2009, Indigo transferred all of the assets of “Shortcovers”,
its “digital reading initiative”, to Kobo Inc. Following the transfer, Indigo was
the majority shareholder of Kobo and Indigo’s CEO and Founder, Heather
Reisman, became the Chair of Kobo Inc. On 12 January 2012, Rakuten,
Inc. closed its acquisition of Kobo Inc. and acquired 100% of its total issued
and outstanding shares. Attached hereto as Exhibits 10 and 11,
respectively, are copies of Indigo’s 15 December 2009 press release,
“Indigo Spins Off Shortcovers to Launch Kobo” and Rakuten, Inc.'s 12

January 2012 press release, “Rakuten Closes Acquisition of Kobo".
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In the Tamblyn Affidavit, Mr. Tamblyn states that as a result of the e-books
settlement in the United States, certain of Kobo’s contracts with publishers
for the sale of e-books in the U.S. were altered. See Tamblyn Affidavit,

Exhibit 5, at paragraph 17.

In respect of Canada, Mr. Tamblyn states that “having been the one ‘on the |

ground’ negotiating the shift to Agency in Canada” he can “speak firsthand
to the fact that the shift to Agency in Canada occurred in a very different
manner than it is alleged to have happened in the US.” See Tamblyn
Affidavit, Exhibit 5, at paragraph 33.

In the period following the registration of the Consent Agreement, the
Commissioner has continued to gather information pursuant to the Inquiry
insofar as it relates to, among others, Pearson Canada Inc., Penguin
Canada Books Inc., Penguin Group (USA), Inc. (now Penguin Group (USA),
LLC) and The Penguin Group, a division of Pearson plic (collectively,

“Penguin”).

Information obtained over the course of the Inquiry, including information
obtained after the Consent Agreement was concluded, suggests that Kobo,
or in some instances Indigo negotiating on Kobo's behalf, may have
influenced or attempted to influence the switch from the wholesale model to

the agency model in Canada, including by:

a. revealing sensitive information to several publishers regarding the
status of negotiations of Kobo’s Agency Agreements with other
publishers;

b. discussing with a publisher the possibility of Amazon’s supply of e-

books being cut off in view of the fact that Amazon was allegedly
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delaying the shift from the wholesale model to the agency model in
Canada; and

¢. creating or trying to create an opportunity to speak with multiple

publishers during a joint meeting.

For example, with respect to paragraph 40(b) of this affidavit, according to
Kobo, Amazon was delaying the shift from the wholesale model to the
agency model in Canada. One of the strategies that had allegedly been
employed in the US to move Amazon from the wholesale model to the
agency model was for a publisher or publishers to cut off the supply of e-
books to Amazon which had resisted the move to agency model. This was

sometimes referred to as causing the e-book retailer to “go dark”.

In an email dated 24 February 2011 from Ami Greko, Kobo's Senior Vendor
Relations person in the US, to Mr. Fritz Foy, Executive Vice-President,
Digital Publishing, Macmillan US, Ms. Greko discusses this strategy with

respect to Canada:

FYI, just chatted with Canadians about Canadian
Agency — we have other publishers going dark with
retailers operating in Canada who can't support
agency as of March 31. The decision was made
specifically because Amazon has been claiming
delays of unknown duration to hold off the agency
rollout in CA in an attempt to try to starve us out.

You might already have this intel, but figured it
couldn't hurt to pass along. [...]

A copy of Ami Greko's 24 February 2011 email is attached hereto as Exhibit
12.

A review of documents and information obtained as part of the Inquiry

indicates that certain publishers did cause Amazon arid other retailers to
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“go dark” in Canada in Spring 2011. This review also indicates that at least
one publisher monitored the actions of other publishers in Spring 2011 in an
attempt to confirm whether they had also caused Amazon to “go dark” in

Canada.

For another example, with respect to paragraph 40(c) above, in an internal
Penguin email dated 23 February 2011, Mike Bryan, President of Penguin
Canada briefed David Shanks, CEO of Penguin USA, and Coram Williams,
CFO of the Penguin Group, on a conversation with an outside third-party

regarding Indigo:

[...] The other point that came out of the conversation
was [REDACTED]'s view that Indigo and the major
publishers all have a massive stake in ensuring that
the success of the physical book as a format
continues (they are not making money out of e-book
sales in the present price wars with Amazon) and that
[REDACTED] would welcome a combined meeting on
how we might achieve this in Canada.[...]

In his response to Mr. Bryan's email, Mr. Shanks stated:

[...]We would never meet with Bames and all our
competitors. The Government would be all over that.
We would meet separately with Indigo being the
facilitator and go between. That is how we worked with
Apple and the government is still looking into that. [...]

Attached hereto as Exhibit 13 is a copy of the 23 February 2011 internal
Penguin email, the above-referenced parts of which were made public in
the last slide of the US DOJ's Opening Statement in United States of
America v. Apple, Inc., et al. The entire email string has not been produced
because the balance of the string is in respect of unrelated matters, some of

which may be commercially sensitive, and does not pertain to creating or
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trying to create an opportunity to speak with multiple publishers during a

joint meeting.

Approximately one month later, in an email dated 18 March 2011, from Ami
Greko, Kobo's Senior Vendor Relations person in the US, to employees at
Macmillan, Ms. Greko suggests a meeting between Kobo and “key

publishers”:

[...] For the past two years in May, Kobo's CEQO
Michael Serbinis and EVP Michael Tamblyn have
come to New York City to visit with key publishers and
give insight into how the company has been doing and
our roadmap for the coming year.

This year we'd like to do it as a large (more fun!) event
for all of our key publishers at once, followed by a
cocktail reception for mingling. [...]

Attached hereto as Exhibit 14 is a copy of Ami Greko's 18 March 2011

email.

Kobo has acknowledged that it pressed several publishers to move to the
agency model in Canada, but has maintained that the agency model is not
something concocted by the Publishers and imposed on Kobo, but rather

something Kobo pursued on an individual basis with publishers.

On 15 December 2014, the Commissioner expanded the Inquiry in view of
his conclusion that there is reason to believe that there are grounds for
making an Order against Kobo under Part VIl of the Act. On that same
date, the Commissioner expanded the Inquiry to encompass another
person given his conclusion that there is reason to believe that there are
grounds for making an Order under Part VIl of the Act against that person.
That person has been advised that they are subject of the Inquiry, but the
name of that person has not been made public.

19



49.

5.

51.

AP

With the view of determining the facts in respect of the Publisher's alleged
anti-competitive conduct, in the Order sought the Commissioner has named
Ami Greko as a “Senior Officer” and seeks, among other things, records

relating to Kobo’s meeting with “key publishers”, as described above.
THE ORDER SOUGHT

The records and written returns of information the Commissioner seeks
from Kobo are set out in Schedules | and Il of the Order sought (the “Draft
Order”). The Commissioner seeks these records and written returns of

information with the view of determining the facts for purposes of the
Inquiry.

The Commissioner seeks records and written returns of information that

relate to matters including the following:

a. non-written communications between Kobo and any two or more e-
book publishers in relation to the sale, pricing or supply of e-books
in Canada;

b. non-written communications between Kobo and any e-book
publisher about the actions taken by another e-book publisher in

relation to the sale, pricing or supply of e-books in Canada;

c. the introduction or negotiation of agreements between e-book
publishers and e-book retailers relating to the sale, pricing or supply
of e-books in Canada or in the United States, including the shift

from the wholesale model to the agency model;

d. business and strategic considerations regarding agency
agreements;

e. the pricing of e-books in Canada;
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f. any competitive responses of Kobo in relation to potential or actual

entry, expansion or exit of e-book retailers in Canada; and

g. the relationship between Kobo and its retail partners and retail

affiliates, including Indigo.

The Commissioner seeks records created or modified during the period
from 1 September 2009 to the date of the issuance of the Order, and written
returns for the same period (the “Relevant Period”). It was in or about the
fall of 2009 when the US Defendants began communicating with one

another about agency.

The Commissioner seeks records further to paragraph 11(1)(b) and written
returns of information further to paragraph 11(1)(c) of the Act. Following a
review of those records and that information, the Commissioner will
determine whether to seek an Order compelling a person that has or is
likely to have information (including a “Senior Officer" of Kobo, as defined in
the Draft Order), to be examined under oath or solemn affirmation by a
representative of the Commissioner pursuant to paragraph 11(1)(a) of the
Act.

By way of a concurrent application to the Federal Court, the Commissioner
is seeking a s. 11 Order against Indigo in the context of the Inquiry to assist
him in determining the facts. In addition, the Commissioner intends to seek
a s. 11 Order against one or more other market participants in the context of

the Inquiry to assist him in determining the facts.

INFORMATION IN THE COMMISSIONER’'S POSSESSION

The case team has conducted a review of the Bureau's files to determine
whether the Commissioner has records or information that are responsive

to the Draft Order. In particular, the case team reviewed records and
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information provided in the course of this Inquiry. In addition, the team used
the Bureau's information management system to search for other
investigations and inquiries pursuant to which the Bureau may have
received records or information that are responsive to the Draft Order. | also
communicated with representatives of the Bureau's enforcement branches
to determine if there were other investigations or inquiries pursuant to which
the Bureau received records or information that are responsive to the Draft
Order.

Except as described below, | concluded that the Bureau has not received

records or information that are responsive to the Draft Order.
Information Previously Provided by Rakuten Kobo Inc.
Information Provided in the Context of the Inquiry

Kobo has from time to time voluntarily provided information to the Bureau in
connection with the Inquiry since at least 14 June 2012, when counsel for
the Commissioner, members of the Bureau case team and Nick Catros,
Senior Vice President Business and Legal Affairs at Kobo, held a
conference call to discuss Kobo's business and the use of Agency
Agreements in Canada. On 17 October 2012, the Bureau received
additional information from Mr. Catros, including written returns on the
introduction of the agency model in Canada and one third-party study
relating to, among other things, e-books.

On 16 November 2012, Douglas Clark, then an Assistant Deputy
Commissioner of Competition in the Civil Matters Branch, sent Kobo a
voluntary Request for Information (“RFI"). The RF| contained seven written

return specifications, including one data specification, and 10 records
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specifications. Attached hereto as Exhibit 15 is a copy of the Mr. Clark’s
letter to Kobo and the RFI.

In response to the RFI, Kobo provided the Bureau:

a. on 4 January 2013, with data responses (the "2013 Data

Responses”).
b. on 14 January 2013, with:

i. written information responses, which included general
information, as well as responses to specific information

requested in the RFI; and

ii. a copy of Kobo's organizational chart current as of the date of

the written responses (the “Organizational Chart”);

c. on 1 March 2013, with profit and loss statements, (the “Profit and
Loss Statements”); and

d. in or around March and April 2013, with nine agreements with
publishers (the “Spring Agreements”).

In addition, on 9 September 2013, counsel for the Commissioner sent Kobo
an email requesting certain of its agreements with publishers in force as of
that date, as well as a description of changes made to certain of its
agreements with publishers. In response, Kobo provided sixteen additional
agreements (the “Fall Agreements”) and summaries of changes made to

certain of those agreements.

The Organizational Chart, the Profit and Loss Statements and the Spring
Agreements were the only records received from Kobo further to the RFI.

The Draft Order does not require Kobo to reproduce these records nor does
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it require Kobo to reproduce the Fall Agreements, which were also provided

voluntarily.

The Bureau did not require Kobo to provide the balance of the records
contemplated by the RFI. Certain of the records the Bureau did not require
Kobo to produce previously are contemplated by the Draft Order. As
indicated above, the Commissioner's Inquiry is ongoing and the
Commissioner has obtained additional information in connection with the

Inquiry since 9 September 2013.

Specification 12 of Schedule Il of the Order requires Kobo to reproduce the
2013 Data Responses. Specification 12 requests four additional fields of
data to the 2013 Data Responses and requests data for the full Relevant
Period. A reproduction of the 2013 Data Responses as part of the response
to Specification 12 is necessary to ensure a complete and workable

production of data in response to the Draft Order.

As a member or the case team and by virtue of my own attendance, | know
that Kobo voluntarily participated in a number of meetings and phone calls
with the Bureau in the context of the Inquiry. In connection with these
meetings, Kobo has on occasion provided slide decks prepared for the case
team and letters to the Bureau containing information on, among other
things, e-book markets, e-book retailers and the shift from the wholesale

model to agency model for e-books in Canada.
Information Provided in the Context of Other Examinations

Mr. Michaud, Senior Competition Law Officer on the case team, advises me
and | verily believe that a review he had the Bureau case team conduct

indicates, in the context of other investigations and inquiries, Kobo has
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provided limited information to the Commissioner and no records that would
be responsive to the Draft Order.

66. Nevertheless, if Kobo has previously provided records to the Commissioner
that are responsive to the Draft Order, paragraph 11 of the Draft Order
allows the Commissioner to waive further production of the records.

Paragraph 11 provides:

THIS COURT FURTHER ORDERS that where a
Respondent previously produced a record to the
Commissioner the Respondent is not required to
produce an additional copy of the record or thing
provided that the Respondent: (1) identifies the
previously produced record or thing to the
Commissioner's satisfaction; (2) makes and delivers a
written return of information in which it agrees and
confirms that the record was either in the possession
of the Respondent, on premises used or occupied by
the Respondent or was in the possession of an officer,
agent, servant, employee or representative of the
Respondent; and where this is not the case, the
Respondent shall make and deliver a written return of
information explaining the factual circumstances about
the possession, power, control and location of such
record; and (3) receives confirmation from the
Commissioner that such records or things need not be
produced. Where the Respondents' affiliate, as
identified in Schedule |, previously produced a record
or thing to the Commissioner, the Respondent is not
required to produce an additional copy of the record,
provided that the Respondent complies with the three
conditions above.

67. In addition, specifications in Schedule | to the Draft Order which may
capture records previously provided by Kobo expressly provide that such
records need not be re-produced.
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Information Provided in the Inquiry by Third Parties

With certain of the specifications in Schedule |, the Commissioner is
seeking some records from Kobo that he may already have in his
possession from third parties. For example, the Commissioner has obtained
records and information from the Settling Publishers pursuant to a request
for information provided to each of the Settling Publishers on 7 February
2014. In particular, following the registration of the Consent Agreement, the
Settling Publishers provided the Bureau with records, including records
relating to the negotiation or enforcement of any agency agreement
between any major e-book publisher and certain retailel;s (including Kobo).
Certain of these records and information may be partially responsive to the
Draft Order.

The Settling Publishers have agreed to provide the Commissioner with
records or additional information on an ongoing basis in the context of
“actual (or anticipated) legal proceedings commenced before a Tribunal or
court further to the Inquiry.” The Settling Publishers’ commitment is without
prejudice to the Commissioner’s ability to seek s. 11 Orders against one or
more of the Settling Publishers if the Commissioner is not satisfied with the
Settling Publishers’ responses to the Commissioners fequest for information
or if the Consent Agreement is rescinded. A copy of a 7 February 2014
letter from Parul Shah, counsel to the Commissioner at that time, pertaining

to the above is attached hereto as Exhibit 16.

In addition, on 3 March 2014, the Commissioner obtained a s. 11 Order
against Pearson Canada Inc. and Penguin Canada Books Inc. (the
“Penguin Order") further to the Inquiry. Certain records and information
obtained pursuant to that Order may be partially responsive to the Draft
Order. A copy of the Penguin Order is attached hereto as Exhibit 17.
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The Commissioner requires records and information requested in the Draft
Order from Kobo to determine the facts relating to the Inquiry, as well as to
ensure the completeness of the information that the Commissioner now has

in his possession.
COMMUNICATIONS WITH RAKUTEN KOBO INC.

On 10 December 2014, | attended a call wherein counsel for the
Commissioner, Mr. Syme, informed counsel for Kobo, Nikiforos latrou, that
the Commissioner would be seeking an Order on an ex parte basis to
obtain records and information from Kobo pursuant to paragraphs 11(1)(b)
and 11(1)(c) of the Act.

This was confirmed in a letter from Mr. Syme to Mr. latrou on 12 December
2014. The letter also enclosed a draft of the specifications without the form
of the Order attached and invited Kobo to participate in a conference call
with the Bureau with the purpose of determining whether there are
alternative sources or forms of information that may respond more directly
to the Commissioner's request for records and information and identifying
any issues that may impair Kobo's ability to comply with the specifications
of the Draft Order, among other things. Attached hereto as Exhibit 18 is a
copy of the letter sent on 12 December 2014.

On 16 December 2014, Assistant Deputy Commissioner of the Civil Matters
Branch, Richard Bilodeau, Mr. Syme and | had a conference call with Mr.
latrou. During this call, Mr. Bilodeau advised Mr. latrou that Kobo was a
subject of the Inquiry.

On 16 December 2014, Mr. Syme, Mr. Bilodeau, members of the case team
and | had a conference call with Mr. latrou, Mr. Tamblyn and other
members of the Kobo team (the “First Pre-Application Call").
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During the First Pre-Application Call, Mr. latrou expressed concerns related
to both the s. 11 application, in general, and to certain specifications
specifically. The general concerns related primarily to timing. Mr. latrou
indicated that the holiday season is Kobo's busiest time of the year, and
therefore he had had insufficient time to properly review and discuss the
Draft Order with Kobo representatives. Mr. latrou indicated that the holiday
season would be particularly busy for a retailer.

Mr. latrou suggested that the Commissioner was bringing a s. 11
application at this time to unfairly target Kobo for invoking its rights under s-
s. 106(2) of the Act. In that connection, he noted his understanding that only
Kobo and Indigo were being targeted with s. 11 Orders. Mr. Syme asserted
categorically that the Commissioner's s. 11 application was unrelated to
Kobo's s-s. 106(2) Application. Mr. latrou opined that if the Commissioner
were proceeding with a s. 11 against Kobo, he should also seek s. 11
Orders against other similarly placed e-book market participants, as Kobo's
information, by itself, would be of no use to the Commissioner in his Inquiry.
Finally, Mr. latrou asserted that it would be more appropriate for the
Commissioner to seek some of the records and information contemplated
by the Draft Order from the Publishers, rather than Kobo.

Mr. latrou further indicated that, in view of the busy holiday season, some
employees who Mr. latrou would have wanted to review the Draft Order

were unavailable and would continue to be unavailable until early January
2015.

In terms of the draft specifications Mr. latrou expressed concems including:
1) the duration of the Relevant Period, as defined in the Draft Order; 2) the
overall burden responding to the Draft Order would place on Kobo; 3) the
inclusion of the US market in some of the Draft Order’s specifications; 4)

overlap with the RFI; and 5) his view that some of the information sought in

28



80.

81.

82.

83.

-96 -

the Draft Order pertains to publisher activity, not retailer activity, and should
more properly be sought from a publisher. The Bureau team and Mr. Syme

asked questions of Mr. latrou to better understand Kobo'’s concerns.

During the course of the call, counsel for the Commissioner indicated that,
should the Order be issued, the Bureau would be amenable to post-
issuance dialogue with Kobo. The purpose of this dialogue would be to,
amongst other things, address outstanding issues. At the conclusion of the
call, Mr. Syme thanked Mr. latrou for his comments and indicated that the
Bureau would consider them in due course.

On 17 December 2014, Mr. latrou sent a letter to Mr. Syme asking for
additional information in relation to Kobo being made a subject of the
Inquiry. Specifically, Mr. latrou asked for: 1) the section of the Act under
which Kobo was being investigated; and 2) the information that led the
Commissioner to make Kobo a subject of the Inquiry, including when that

information came to the Commissioner’s attention.

Mr. latrou also reiterated concerns that were raised during the First Pre-
Application Call, including: 1) the Commissioner's timing in seeking to apply
for a s. 11 Order; and 2) the appropriate source for some of the information
sought in the draft specifications. Mr. latrou suggested that further dialogue
should occur after the holiday season has passed. A copy of Mr. latrou's 17
December 2014 letter is attached hereto as Exhibit 19.

On 18 December 2014, Mr. latrou emailed Mr. Syme to elaborate upon a
comment provided during the First Pre-Application Call related to document
retention. Mr. latrou confirmed that in mid-September 2014, Kobo
proactively took steps to preserve the records and files of its critical
business people insofar as relationships with the publishers were

concerned. Mr. latrou stated this obviated:
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a. the need to request Kobo’s document retention policies as the
documents had already been preserved, irrespective of any
applicable policies; and

b. any need to obtain files from individuals other than those selected
by Kobo, since individuals whom Kobo believed were likely to have
any documents relevant to the matters in issue had already had

records preserved.
Mr. latrou’s 18 December 2014 email is attached hereto as Exhibit 20.

On 18 December 2014, Mr. Syme emailed Mr. latrou advising him that,
having considered Kobo's desire for additional time to review the draft
specifications, the decision had been made not to proceed, as planned, with
filing a s. 11 application that week. Mr. Syme further advised that the
Bureau anticipated sending Kobo revised specifications on 23 December
2014 and would be available for further pre-application dialogue on 29 or 30
December 2014.

Mr. Syme also stated, for greater certainty, that the decision to defer filing
was further to Kobo's request for additional time, and should not be
construed as an admission or acceptance of Kobo's position regarding the
propriety of the Commissioner's s. 11 application. Mr. Syme's 18 December
2014 email is attached hereto as Exhibit 21.

On 19 December 2014, Mr. Syme sent a letter to Mr. latrou in response to
his letter of 17 December 2014 and email of 18 December 2014. Mr. Syme
advised Mr. latrou that since the conclusion of the Consent Agreement, the
Commissioner obtained additional information in the context of the Inquiry.
Mr. Syme further advised Mr. latrou that the primary focus of the Inquiry is
in respect of s. 90.1 of the Act. Mr. Syme also noted Mr. latrou's views

30



87.

88.

89.

20,

- 08 .

regarding steps previously taken by Kobo to preserve its records and
suggested that this, as well as Mr. latrou's concern regarding the
appropriate Relevant Period, would be matters best canvassed in further
pre-application dialogue. Mr. Syme's 19 December 2014 letter is attached
hereto as Exhibit 22.

On 22 December 2014, Mr. latrou sent an email to Mr. Syme indicating that
Kobo would welcome the chance for further dialogue, but that the Bureau's
proposed days were problematic because of the busy holiday season and
Mr. Tamblyn's schedule. Mr. latrou requested that the dialogue occur early
in the New Year. Mr. latrou also underscored the following aspects of
concerns previously raised: 1) the fact that the Commissioner had not
identified for Kobo what information had been received to prompt the
Commissioner to include Kobo in his Inquiry; and 2) his view that Kobo was
being presented with a s. 11 while other involved parties were not. Mr.

latrou’s 22 December 2014 email is attached hereto as Exhibit 23.

On 23 December 2014, Mr. Syme sent Mr. latrou revised draft schedules
for Kobo's review and an invitation to participate in a second round of pre-
application dialogue. Attached hereto as Exhibit 24 is a copy of the letter
sent on 23 December 2014.

On 30 December 2014, Mr. Syme, members of the case team and | had
another conference call with Mr. latrou, various members of his counsel
team and representatives from a firm engaged by Kobo to assjst in the

records preservation process (the “Second Pre-Application Call”).

At the outset of the call, Mr. latrou indicated that neither Mr. Tamblyn nor
members of Kobo’s business team were available for the call due to the

holiday period. However, Mr. latrou confirmed that he had gone through the

31



g1,

92.

93.

94,

-29.

revised Draft Order and had some discussions with Mr. Tamblyn, though
not in great detail.

During the call, Mr. latrou again expressed concerns relating to the
specifications of the Draft Order, including: 1) the duration of the Relevant
Period, as defined in the Draft Order; 2) the inclusion of the US market in
some of the Draft Order's specifications; 3) overlap with the RFI; 4) written
returns specifications that could potentially capture information pertaining to
an individual e-book title; 5) the Commissioner seeking information from
Kobo that it felt should be sought from e-book publishers; and 6) the ability
to accurately respond to written returns specifications regarding past

communications.

In an effort to narrow certain specifications in the Draft Order, the Bureau
case team asked for additional details regarding Kobo's Retail Partner and
Affiliate programs. That request was confirmed by email on 30 December
2014 and Kobo was asked to provide further information regarding that
question by 5 January 2015. Attached hereto as Exhibit 25 is a copy of the
30 December 2014 email.

By email on 1 January 2015, Mr. latrou indicated that he had been as-yet
unable to obtain a full answer regarding the affiliate and partnership
programs, due to the holiday season; however, he did provide what he

described as a “high level” answer to the Bureau's query.

In his email, Mr. latrou also reiterated Kobo's objections with respect to
specification 12 in Schedule II; namely, having to re-produce data that Kobo
already provided in response to the RFI, the time period the Draft Order
covered, and certain additional fields of data for which Kobo does not keep
records.
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Mr. latrou also advised that, in respect of the additional fields of information
contemplated by Specification 12 in Schedule I, Kobo cannot provide the
data fields beyond what was provided in response to the 2012 RFI because
it does not keep the necessary data or records. Mr. latrou stated that there
is no reasonable or feasible way for Kobo to assemble the data or otherwise
create it so as to respond to Specification 12. He advised that although
Kobo's merchandisers categorize books as bestsellers or new releases,
these are subjective judgment calls that Kobo's staff make, based on their
knowledge of inventory and sales and the space available on the website to
promote these books. Mr. latrou advised that these appear on Kobo's

website and change constantly.

Finally, Mr. latrou reiterated his assertion that some of the information
sought by the Commissioner should be obtained from the publishers; his
request for additional information with respect to the Commissioner's
decision to seek a s. 11 Order against Kobo; and his view that Kobo's
response to the proposed s. 11 Order could not possibly advance the
Inquiry in the absence of similar orders being sought from all market
participants. Attached hereto as Exhibit 26 is a copy of Mr. latrou's 1
January 2015 email.

By email on 5 January 2015, Mr. latrou advised that Kobo made a priority
request of its team to obtain the information the Bureau had requested
regarding Kobo's Retail Partner and Affiliates programs and on 7 January
2015, Mr. Syme, and members of the case team, including myself, had a
conference call with Mr. latrou to clarify the team's understanding. Attached
hereto as Exhibit 27 is a copy of Mr. latrou’s 5 January 2015 email.

By email on 12 January 2015, Mr. latrou provided Mr. Syme further
concerns pertaining to three specific specifications in the 23 December
2014 Draft Order. These three concerns pertained to: 1) the breadth of
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records captured in a specification regarding communications; 2) the
burden a specification requesting all relevant Records would place on Kobo;
and 3) a reiteration of Mr. latrou’s concern about the ability to accurately
respond to a written returns specification regarding past communications,
and the breadth of this written return specification. Attached hereto as

Exhibit 28 is a copy of Mr. latrou’s 12 January 2015 email.

The Commissioner made changes to the earlier versions of the
specifications provided to Kobo on 12 and 23 December 2014, including,

but not limited to:

a. narrowing the duration for which certain records or returns are to be

provided;

b. amending a particular specification so as not to require Kobo to

produce all related records, but rather a specified subset of records;

c. removing the inclusion of the US market in numerous

specifications;

d. amending particular specifications to indicate that documents
previously provided by Kobo to the Commissioner may be excluded

from Kobo's response;

e. specifying that, for written returns of specifications regarding past
communications, Kobo may exercise best efforts to recall, including
by reviewing calendars, emails or such other documents and

materials as available;

f. amending particular specifications to indicate that the specification
is not intended to capture information pertaining to an individual e-
book title; and
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g. amending the definition of “Top Kobo Associate” to include the
Company's top four highest gross revenue generating Kobo
Partners and top four highest gross revenue generating Kobo
Affiliates, rather than the top 15.

All of the changes enumerated above as well as numerous additional
changes have been made with a view to narrowing the scope and breadth
of the requested records and information, and to facilitating production for
Kobo. A copy of the schedules of the current Draft Order illustrating the
changes made 1o the 12 December 2014 schedules sent to Kobo is
attached hereto as Exhibit 29.

Following the First Pre-Application call, the Bureau removed from the Draft
Order a specification requesting all records relating to, among other things,
communications between Kobo and two or more publishers. However,
following the Second Pre-Application Call, the Bureau added to the Draft
Order a narrowed version of this previously-deleted specification in order to
capture records relating to a proposed meeting between Kobo and “key
publishers” in 2011, as discussed at paragraph 46 of this affidavit. As a
result, Kabo has not had the opportunity to comment on this specification.

As described in paragraphs 77, 79, 82 and 96 of this affidavit, in the course
of pre-application dialogue, Mr. latrou stated that the Commissioner should
obtain from publishers certain of the information and documents that the
Commissioner seeks from Kobo. As described in paragraphs 68 to 71 of
this affidavit, the Commissioner has received, and may continue to receive,
records and information from the Settling Publishers and Penguin.

As noted to Kobo in the First Pre-Application Call and described in
paragraph 80 of this affidavit, the Bureau would be amenable to post-
issuance dialogue with Kobo for the purpose of, among other things:
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a. prioritizing information to be supplied to the Bureau;

b. discussing custodians and search terms to be used in conducting

electronic searches; and

c. where information has been produced on a rolling basis, confirming
whether further information is required by the Bureau in response to

a particular specification of the Order.

AFFIRMED BEFORE ME at the City of Gatineau in the Province of Québec this
15" day of January 2015.

Nl

A Commissioner of Affidavits Barbara Russell

(cwaef s ;;“Z,td“*m ¢
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REASONS FOR ORDERS

CRAMPTON C..L.

{H On January 22. 2015 1 granted the ex parte application by the Commissioner of
Competition for Orders requiring the production of records and the delivery of written returns by
the Respondents. pursuant to paragraphs 11(1)(6) and 1L(1)(c) of the Competition Act. RSC.

1985, ¢ C-34 [the ~Act™]. respectively.

[2] The purpose of these reasons is to address certain positions advanced by one or both of
the Respondents in their exchanges ot correspondence with the Commissioner prior to the ex

puarie hearing.

I Background
[3] As described more tully In Canada (Commissioner of Competition) v Pearson Cunada

Inc, 2014 FFC 376 ["Pearson”|. in mid-2012 the Commissioner commenced an inquiry [the
“Inquiry”] under subparagraph 10(1)(b)(ii) of the Act with respect to certain alleged anti-
competitive conduct to restrict electronic boﬁk (“E-book™) retail price competition in the
markets for E-books in Canada. Among other things, that conduct involved a change by the
largest publishers of general interest and non-fiction books in Canada from a wholesale
distribution model 10 an agency distribution model. As a result of that chunge. retail price

competition in the markets for E-books in Canada is alleged to have been restricted.
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4] The mitiation of the Inquiry followed investigations and subsequent enforcement action
taken in the United States and Europe in relation to a similar change from a wholesale

distribution model to an agency distribution model that occurred in those jurisdictions.

(3] On Febroary 7, 2014, a consent agreement [the “CA "] between the Commissioner and

four of those publishers [the “Settling Publishers™] was filed with the Competition Tribunal [the
“Tribixnal”fl. The Settling Publishers are Hachette Book Canada Lid. and certain of its z‘;ﬂiliates.
Hétlzbrinck Publishers. LLC (doing business as Macmillan). HarperCollins Canada Limited and

Simon & Schuster Canada. a division of CBS Canada Holdings Co.

{6] One of the recitals to the CA states that “the Commissioner alleges that further to an
agreement or arrangement. the [Settling Publishers] have engaged in conduct with the result that
competition in the markets for E-books in Canada has been substantially prevented or lessened.

contrary to section 90.1 of the Act.”

[7] Broadly speaking. the CA is directed towards distribution agreements between the
Settling Publishers and retailers of E-books. Among other things, the CA prohibits the Settling
Publishers from directly or indirectly restricting, limiting or impeding an E-book retailer’s ability
to sct. alter or reduce the retail price of any E-book for sale to consumers in Canada, or to offer
price discounts or any other form of promotions to encourage consumers in Canada to purchase
one or more E-books. The CA also prohibits the Settling Publishers from entering into an
agreement with any E-book retailer that has one of those effects. These prohibitions apply for 18

months. commencing on the fortieth day following the registration of the CA.
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[8] Certain other terms in the CA prohibit the Settling Publishers from entéring into
agreements with E-book retailers that contain particular types ot most-favoured nation clauses,

for a period of four vears and six months from the date of the registration of the CA.

[9] In addition, the CA requires the Settling Publishers to take steps to terminate, and not
renew or extend. agreements with E-book retailers that have certain types of provisions. In lieu
of such action. the CA permiis the Settling Publishers to take certain alternative steps to satisty

their obligations.

[10]  According to an affidavit filed by Barbara Russell on behalf of the Commissioner in each
of these applications [the “Russell Affidavits™]. in the days following the registration of the CA,
certain of the Settling Publishers began taking steps to implement its terms by sending
amendment and termination notices to E-book retailers. including Kobo Inc., \ﬂliCh has since

changed its name to Rakuten Kobo Inc. [collectively, “Kobo™}.

[11]  Kobo also develops and retails E-Book reading devices and creates free application

software for reading E-books on computers and mobile devices.

[12}]  On February 21. 2014, Kobo filed a Notice of Application pursuant {o subsection 106(2)
of the Act for. among other things:
A. an order rescinding the CA: and

B. in the alternative, an order varyving the terms of the CA. to remove certain

obligations of the Settling Publishers:
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[153]  Pursuant to an order issued by Justice Rennie. dated March 18, 2014. the registration of
the CA has been stayed “pending the determination of Kobo's application under section 106 of

the Act.”

[14]  On April 15. 2014, the Commissioner filed a Notice of Reference pursuant to subsection
124.2(2) of the Act. concerning the nature and scope of the Tribunal’s jurisdiction under

subsection 106(2).

[15] In September 2014. the Competition Tribunal issued its decision in connection with that
reference (Kobo Inc v The Commissioner of Competition. 2014 Comp Trib 14). That decision is

currently under appeal before the Federal Court of Appeal.

[16]  On December 15. 2014, the Commissioner expanded the Inquiry to include Kobo and an
unnamed third party as targets. The Commissioner then engaged in a dialogue with Kobo and

Indigo. respectively. regarding early versions of the draft Orders that he sent to each of them.

[17]  According to the Russell Affidavits. on December 14, 2009, Indigo Books & Music Inc.
[“Indigo”] transferred all of the assets of its “Shortcovers” digital reading business to Kobo.
Following the transfer, Indigo was the majority sharcholder of Kobo and Indigo’s Chief

Executive Officer. Heather Reisman, became the Chair of Kobo.

{18]  Atthe hearing ol this application. the Commissioner confirmed that Indigo is not a target

of the Inquiry.
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[19] In January 2012. Rakuten Inc. acquired 100% of the issued and outstanding shares of
Kobo Inc., and changed its name to Rakuten Kobo Inc. According to an affidavit sworn by
Ms. Reisman in connection with Indigo’s request for leave to intervene in Kobo's above-
mentioned application under subsection 106(2) of the Act. Kobo®s business remains “a central

and integral component of Indigo’s E-book and broader eReading strategy.™

I1. Relevant legislation

[20]  The legislation that is relevant to this application is essentially the same as the legislation

addressed in Pearson, above. at paras 22-27.

[, The Draft Orders and their Schedules

[211  The draft Orders submitted by the Conunissioner on these applications (the “Kobo Draft

Order™ and the ~Indigo Draft Order,” respectively) were virtually identical in all material
respects to the orders recently issued by this Court pursuant to section 11 of the Act. As noted in
Peurson. above. at para 28. those Orders have evolved into essentially a template that reflects
comments provided by the Court to the Commiissioner in prior hearings under section 11. The
Court expects that that templaie will continue to evolve as circumstances warrant. In their
correspondence with the Commissioner prior to the hearing of this applicdtion. and as has
cenerally been the case in recent applications under section 11, the Respondents did not raise any

=

concerns with respect to the text in the main body of the draft Orders.
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[22]  Schedules I and I1 to the draft Orders described the records to be produced pursuant to
subparagraph 11(1)(b) of the Act and the written returns of information to be produced pursuant
to subparagraph 1 1{1)(c). respectively. Those schedules each had a modest number of
specifications and, at least to some extent, reflected input previously provided by the

Respondents to the Commissioner.

[23]  Inits correspondence with the Commissioner. Kobo raised a number of concerns with
respect to Schedules I and 11 to the Kobo Draft Order. I will address below those concerns that
may be relevant to other respondents to ex parre applicatiens under section 11 of the Act in the
future. I will also address certain general concerns that were raised by each of Kobo and Indigo.
However, [ will refrain from addressing concerns that led the Commissioner to make changes to
earlier versions of the Kobo Draft Order or the Indigo Draft Order. prior to making these

applications.

{24] At the outset. it bears repeating that the Court’s focus in proccedings initiated under
section 11 of the Act typically will be on satisfying itself that (1) an inquiry is in fact being made,
(i1) the Commissioner has provided full and frank disclosure. (iii) the information or records
described in the Order(s) being sought are relevani to the inquiry in question, and (iv) the scope
of such information or records is not excessive. disproportionate or unnecessarily burdensome

(Peurson, above, at paras 32-39).

[25]  In this application, after reviewing the materials tiled by the Commissioner. | satisfied

myselt as to the first two of those matters. After the Commissioner agreed during the hearing to
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make certain changes to the draft Order. 1 was also satisfied with respect to the third and fourth

of those matters.

[26]  Inits correspondence, Kobo noted that the Commissioner has been investigating this
matter for over two years and had already entered into the CA. In those circumstances. it
submitted that it was incumbent upon the Commissioner to provide a clear, full and compelling

explanation for suddenly imposing upon Kobo an onerous request for information.

[271  Inmy view. paragraphs 40 — 48 of the Russell Affidavit filed in proceeding T-62-15
provided that explanation. In brief, those paragraphs described the basis for the Commissioner’s
reason to believe that grounds exist for the making of an order under Part VIII of the Act against
Kobo. Among other things. the Russell Affidavit explained that information obtained after the
CA was concluded suggests that Kobo. or in some instances Indigo negotiating on Kobo's

behalf, may have influenced or attempted to influence the switch from the wholesale model to

the agency model in Canada.

[28] Kobo also was troubled that the Russell Affidavit failed to address the fact that Kobo had
offered to voluntarily provide any information that the Commissioner might still require. after
having reviewed the substantial amount of information that Kobo previously provided to the

Commisstoner.

[29]  There are perfectly valid reasons why the Commissioner may prefer to seek information

under section 11, rather than on a voluntary basis. from targets of inquiries as well as from third
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parties. These include the fact that compliance with an order issued under section 11 may be
more cffectively and efticiently enforced than compliance with a less formal request for
information by the Commissioner. This Court will not interfere with this exercise of the

Commissioner’s discretion.

[30] Kobo further asserted that some of the information described in the Kobo Draft Order had
previously been provided; and that Kobo “should not be put to the cost of having to re-review
prior answers and engage in a line-by-line analysis in order to filter out duplicative responses.™
Kobo maintained that “the proper way to proceed 1s for the Commissioner to actually determine
what it [sic| nceds, then seck it. rather than shifting the burden and cost on a respondent like

Kobo.™

[31] lam very sympathetic to this position. In my view. the burden should be on the
Commissioner to demonstrate persuasively why information that has previously been provided

by a respondent should be provided again.

[32] In this application, the key focus of Kobo's concern in this regard appeared to be upon an
extensive request for data that was described in specification 12 of Schedule 11 to the Kobp Dratt
Order. Among other things, that specification sought such data for the entire Relevant Peried, as
defined in the introduction to Schedules I and [T (September 1. 2009 to the date of the Order).
This request was made notwithstanding the fact that Kobo had voluntarily provided essentially
the same data. for the period September 1. 2008 1o mid-November 2012. pursuant to a request

for information issued by the Competition Bureau on November 16, 2012,



Page: 11

[36]  Inmy view. the more appropriate way for Kobo to deal with this latter issue is to invoke
paragraph 10 of the Order. which contemplates that Kobo necd not provide information that it

does not have., because it never existed.

[37]  Asto the additional two vears™ worth of data, I am satisfied that this will be relevant to
the Commissioner’s assessment of whether competition is or is likely to be prevented or lessened

substantially, as set forth in section 90.1 of the Act.

[38] Kobo raised a related objection that because E-book distribution “contracts disclose a
gradual shift to agency in Canada. beginning in 2010 and ending in 2012 ... that period of time
should be the focus of the Draft Order.” Once again. I am satisfied that information pre-dating
(to September 2009) and post-dating (tc; the date of the Order) that period of time 1s relevant to
the Commissioner’s assessment of whether competition is or is likely to be prevented or lessened
substantially. I am also satisfied that it would not be disproportionate or unduly burdensome for

the Commissioner to request such information from Kobe.

[39]  Stated differently. it is understandable that the Commissioner might require information
pertaining to a reasonable period of time pre-dating and post-dating the period of time that is the
tocus ot the Inquiry. Such information typically will be relevant to the Commissioner’s
assessment of the business context in which the conduct that is the subject of the Inquiry may
have taken place and the extent to which, if at all. that conduct prevented or lessened
competition. or is likely to prevent or lessen competition substantially. refative to the situation

that would have existed “but for™ that conduct (Pearson. above. at paras 77-79).
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] Initially, counsel to the Commissioner explained that the information previously supplied

ol
I

was being requested again to ensure that “there is no break in the data.™ However. it was not
immediately apparent why it would be necessary to request the information in question again for

that purpose.

[34] When pressed on this issue during the hearing. and after being given an opportunity to
confer with staff in the Competition Bureau, cgunsel explained that their concern was that they
were Tnot going to be able to sew the original response together with the new response because
there may be some new fields or the data set may not be compatible. In other words, we may not
be able to put them together ... to do an analysis or a complete run™ (Transcript. at 55). [ was
satisfied with this explanation. particularly after the Commissioner agreed to amend
Specification 12 of Schedule 11 of the draft Order to state that Kobo need not reproduce the data
previously submitted. provided that the additional data is in the same format and based on the
same mcthodology as the prior data. and is capable of being successfully merged with that prior

data. to create a continuous, successive and uninterrupted data base.

W

] Kobo also objected te having to provide five additional ticids of data. relative to the data

G)

|

it previously supplied. and to having to provide “two extra vears of data. etfectively doubling the
size of the request.” With respect to the five additional ficlds. Kobe explained that it does not

keep its data in a format that has those ficlds.
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[40] Kobo also asserted that it had filed an application pursuant to subsection 106(2) of the
Act in respect of the CA. that the Commissioner then filed a reference under subsection 124.2(2)
of the Act. and that. as a result of that reference. the Commissioner had not yet filed a response
to that application. It maintained that the effect of the Order being sought under section 11 of the
Act was “to unfairly circumvent the normal Tribunal process. and remove from the Tribunal its
ability to exercise oversight over the discovery process.” Indigo shared this concern, and added
that it fully expected that, “as part of the Tribunal proceedings, the Commissioner will seek to
compel Indigo to produce relevant records and other information in furtherance of its application

for leave 1o intervene or as part of the ultimate proceedings.”

[41] Insupport of its position, Indigo referred to Justice McKeown's decision in Canada
(Competition Act. Director of Investigation and Researchy v Canadian Pacific Lid. 1997 CanLll
2729 (CT). 74 CPR (3d) 35 [*CP”]. That case concerned a motion by the Director of
Investigation and Research (now the Commissioner) to strike out portions of a response liled by
the respondents (o that proceeding. Among other things, the respondents there alleged that the
Director had —abused his section 11 powers by using them as a substitute for the Tribunal’s
discovery process. gaining advantages (such as productions from third parties) not available to
CP." In essence, the Director took the position that the Tribunal has no supervisory jurisdiction
over the Director’s exercise of his statutory powers accorded to him under the Act. CP replied
that subsection 8(1) of the Comperition Tribunal Act, RSC. 1985, ¢ 19 (2nd Supp). provides the
Tribunal with the jurisdiction to govern its own process. and that implicit in this jurisdiction is
the power to ensure that such process 1s not subverted through the Dircctor’s conduct of

inguiries.
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[42]  Justice McKeown agreed with both the position of the Director and with CP. He therefore
declined to strike the allegations of abuse of process on the basis that the Tribunal lacks
jurisdiction. However. he proceeded to strike the above-quoted allegation from the respondents’
response on the ground that it was “plain and obvious™ and “*bevond doubt™ that it should be
struck, as it contained no reasonable defence and was immaterial. In so doing. he observed: ~Any

24

o

advantage which the Director obtains through the use of section 11 examinations is an advanta
accorded to him under the Act.” He added: “If, hewever, at a later date. cvidence is obtained by
the respondents wlﬁch would directly link the Director’s conduct in his inquiry to a subversion of
the process of the Tribunal. it would be open to the respondents to bring a motion before the

Tribunal to deal with such an allegation.™ (C'P. above, at para 13).

{43]  In the proceedings that Kobo has initiated belore the Tribunal under subsection 106(2) of
the Act, it will similarly be open to Kobo or Indigo to bring such a motion. should they wish to
do so. However, for the purposes of the present application before me under section 11 of the
Aci, 1 do not agree with the suggestions of Kobo and Indigo that the Commissioner is acting
inappropriately by secking the information described in Schedules [ and I of the Orders,
pursuant to section 11 rather than as part of the Tribunal’s discovery process. Stated differentiy.
Kobo and Indigo have not displaced the presumption that actions taken by the Commissioner

pursuant to the Act are hona fide and in the public interest (Pearson. above. at para 43).

[44]  The information described in Schedules 1 and 11 to the Orders is relevant to the Inquiry
and relates to matters which are much broader in scope than those being raised in Kobo's

application before the Tribunal. pursuant to subsection 106(2) of the Act. Among other things.
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the focus of that application is upon the CA between the Comunissioner and the Scttling
Publishers. By contrast, the information being sought from Kobo and Indigo pursuant to the
present application under scction 11 of the Act relates to an inquiry that continues to evolve. and

now includes Kobo and an unmamed third party as targets.

[45]  Irecognize that. in its application before the Tribunal. Kobo is seeking broad rights to
“test the basis o™ the CA ~ a position that has been rejected by the Tribunal and is now being
advanced before the Federal Court of Appeal. However. Kobo clarified in its oral submissions
before the Tribunal that it does not wish to make submissions with respect 1o whether the
impugned conduct of the Settling Publishers “prevents or lessens. or is likely (o prevent or
lessen. competition substantially in a market,” as 1s also required by subsection 90.1(1). (Kvbo.

above. at paras 27-28).

{46] Kobo and Indigo also suggested that the Commissioner is acting inappropriately because
he is only secking information pursuant to section 11 from the two parties seeking to have the
CA set aside or varied. and 1s not seeking to obtain information from other participants in the

Canadian book industry. including the Settling Publishers.

[47]  Leaving aside the Settling Publishers for a moment. for the reasons discussed at
paragraphs 27 to 29 above. and based on the information sct forth in section 11 of the Russell
Affidavit filed in proceeding T-61-15. | am satisfied that it is entirely legitimate for the
Commissioner to be seeking. pursuant to section 11. the information described in Schedules |

and I to the Orders. 1f the Commissioner later decides to seek information pursuant to section 11
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from additional parties in the Canadian book industry. the Court will assess the Commissioner’s
applications at that time. For the purposes of the present application. there does not appear to be
anything untoward associated with the Commissioner seeking information under section 11 only
from Kobo and Indigo. Contrary to the position taken by Kobo and Indigo. 1 am satisfied that

they are not being targeted as a result of their involvement in proceedings before the Tribunal.

[48]  With respect to the Settling Publishers. the Commissioner has entered into the CA and
has preserved his right to obtain additional information trom those persons. In this regard.
paragraph 68 of the Russell Aftidavit filed in proceeding T-62-135 states that “the Commissioner
has obtained records and information from the Settling Publishers pursuant to a request for
information [the “SP RFI”] provided to cach of the Settling Publishers on 7 February 2014.” A
similar statement is made at paragraph 39 of the Russell Affidavit filed in proceeding T-61-15.
Exhibits 16 and 14 (o those affidavits. respectively. include a copy of the cover letter to the SP
RFI that was sent to one of the Settling Publishers. That document states that the Cominissioner
may seck additional information on a voluntary basis in certain circumstances. and that the
Commissioner may seck an order under section 11 of the Act only in the following
circumstances:

... if the Commissioner is not satisfied with the response to the RF]

or the additional requests Tor records or information as set out

above. and his concerns are not addressed to his satisfaction within

a reasonable time period after having provided written notice to the

Settling Publisher setting out his concern(s) regarding the response

referred to above, and having provided to the Settling Publisher a

reasonable opportunity to address those concerns: or if (for any

reason) the agreement between the Commissioner and the Settling

Publisher. which the Competition Tribunal registered on 7
February 2014 pursuant to section 105 of the Act. is rescinded.
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[49]  When pressed during the hearing on the scope of the limitations in the cover letter to the
SP RF1. counsel to the Commissioner categorically rejected the suggestion that the terms of the
letter might preciude the Commissioner from secking information described in Schedules ] or [
of the Order from the Settling Publishers. In this regard, counsel stated that the Commissioner
reads the tel;ms.of the letter as reflecting his view that the Settling Publishers have a broad based
commitment to cooperate with the Commissioner’s ongoing inquiry. He added that those terms
do not preclude the Commissioner from obtaining any of the information that Kobo and Indigo
state 1s more appropriately sought from the Settling Publishers (Transcript. at 33). In my view,

that is a reasonable interpretation of the terms ot that letter.

[50] For greater certainty. there 1s nothing inappropriate about the Commissioner having taken
the position described immediately above with the Settling Publishers. As stated earlier, it is
within the Commissioner’s discretion to decide whether to seek information from targets of
inquiries or third parties on a voluntary basis or pursuant 1o section 11 of the Act. There may be
very legitimate reasons for the Commissioner to exercise that discretion in favour of electing to
scek certain types of information on a voluntary basis. including where this is done as part of a
negotiated settlement. I do not read terms of the letter desceribed above as precluding the
Commissioner from seeking from the Settling Publishers. pursuant to section 11 of the Act, the
type of information that he has decided to seek from Kobo and Indigo. should he decide that it is

necessary to do so, i.¢.. because he is not able to obtain that information on a voluntary basis.

[51] Morc broadly, while it may be the case that information that is relevant to an inquiry may

be more conveniently. expeditiously or efficiently provided by a person other than a respondent
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to an application under section 11 ol the Act. it is within the Commissioner’s discretion to seek

the information trom that respondent. rather than from such other person.

[52] In any event. counsel to the Commissioner provided reasonable explanations for seeking
information from Kobo and Indigo that they believe should have been sought from the Settling
Publishers. In brict. he stated that the case tcam had assessed the extent to which the Settling
Publishers might have some of the information being sought from Kaobo and Indigo, and
concluded that such information was minimai. and largely contined to the agency agreements
and communications between Kobo or Indigo and the Settling Publishers. With respect to the
agency agreements. counsel added that the Commissioner wants to ensure that he has a full set of
them (Transcript. at 36-37). With respect to communications with the Settling Publishers, he
stated:™ In other words. if there 1s follow-on communications internal to Kobo or Indigo or with
some third party commenting upon or discussing the strategy and so forth, we are not going to
see that” if they only request a copy of the communications from the Settling Publishers

(Transcript. at 34).

[S3]  Finally, some of the specifications in Schedules I and IT of the draft Orders requested
information in respeet of the U.S. operations of Kobo and Indigo. Neither Kobo nor Indigo raised
a question with respect to this issue. Nevertheless. it was not immediately apparent why such
mformation might be relevant to the Inquiry. given that focus of the Inquiry. as described at
paragraphs 8 and 40 — 47 of the Russell Affidavit filed in procecding T-62-15, is upon the impact

on competition in Canada that has resulted from, or is likely to result from. the shift Trom
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wholesale distribution agreements to agency distribution agreements tor the sale of E-books in

this country.

[54] When pressed on this point during the hearing ol this application, counsel to the
Commissioner explained that information pertaining to the market(s) for the sale of E-books in
the U.S. is relevant to the Inquiry because it can assist the Commissioner to understand how
competition in the sale of E-books in Canada may have evolved. in the absence of the shift trom
wholesale distribution agi‘eemcnts to agency distribution agreements. In this regard. counsel
noted that, as a result of the final judgments issued in the U.S., there was a movement away from

greements. That

=
=

agency agreements and from some of the terms that were contained in those a
movement resulted in some changes in the market. such that the Commissioner can assess “what
happened through that whole period. from wholesale to agency. and then the removal of agency

o

... [in terms of] price and other competitive dynamics in the market.” (Transeript. at 26).

[55] Tagree with the Commissioner that such information is relevant, and may indeed be very

helptul. to the Inquiry.

[36] Nevertheless. the Court will remain vigilant in the futul_'e to ensure that information
sought from respondents in respect of their U.S. operations is not disproportionate, having regard
to the scope of those operations, relative to the scope of the respondents’ Canadian operations.
Where. for example, it may not be necessary to seek information in respect of a respondent’s
operations throughout the U.S., the Court’s proportionality concern may be adequately addresscd

by seeking such information only in respect of certain representative States in the U.S.
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V. Conclusion

[57]  Given all of the foregoing, and the changes that the Commissioner made prior to {iling
these applications 1o address various specific concerns that were raised either by Kobo or Indigo.
I was satisfied that the information sct forth in the Orders that I have issued, including the
schedules thereto. is relevant to the Inquiry and not disproportionate. excessive or unnecessarily

burdensome.

“Paul S. Crampton™
Chief Justice

Ottawa, Ontario
February 27, 2013
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Message

From: Miichael Serbinis

Sent: 1/22/2010 10:12:27 PM

To: Heather Reisman [HReisman@indgo.ca)
Subject: Re: Highlights: Meetings in New York

wilY ¢call u when I land.

Also wil1l have some time to think about it this weekend and talk to Joel.

If the agency modal happens - we’' 11 havae 30 prs of gross sargin vi 3 today.

And this coaparas to 7/5/3 points through our Indigo deal.

we can spend a let more on direct acquisition {tv ¢tg) and paying devige partners to bring us customers.,

Its a huge <hife in the model.

In the suggested Indigo model it aay be the Kobo brand, with newly added Kobo customer sarvice costs and

che customee remaing Indigos and we get only 7 percent va 30,

Michael Serbinis
Chief gxacutive Officer
xcbo Inc.

----- original Message -----
Frea: Heather Relgman «<HReveman@indiga.cas
Ta: Michasl Serbinis
Sant: Fri Jan 22 13:54:32 201G
ubicct: BE: Highlights: Mectiags in Now York

Thanks for updsze. .. would love to ralg sore. wWiYY you have Tise to
caill ne when you get back,

Alsa... woirid leve to hear thowghts on work Joel has done., #He has
really looking ay this as much fron KO85 as Iadion., 1 do think we need
one unifled brand. I chink we could push Borders thers. Thx too fur
guick connect oa the uX guys. I think they are awesome and could ba
very interesting for us.

BT
these things are always Jong shots..... our job to keep pushing to be a
“real player here.

----- original Message~--«-

From: Michael sSerbinis {mayito:mserbinisikobobooks. com}
sant: Friday, Januvary 22, 2010 4:49 #m

To; Heather Roisman

subject: Highlighrts: meerings in New York

Teday was an intense day in kew York, The antire industry moded is
changing and it was wery imporzant to be here,

1. agency sodel

~Pubs want it; they szt the price, we get a comaission of 30%. Prices
will vary from 16.99 7 14,99 / 12.99

~this will sake us far more profitable; but take away price contral from
2%/ everyone

~They are not Chepre yet, bul ars anrking down 10 the wire aver the
waekend

-They will 'use' Apple as the catalyst to change their model

-apple was here working to make it hagpan

~smpzon was herg working to fight it as the change in terns will appily
to ewaryone selling ebooks

-Harper 1s out is fromt, Hachetie is bullish, Simon 15 working towards
it, Random House isn't There yet. RH is tha msst amazon friandiy

-1f snough Publiskers get there, ae’ 1l sce on announcement. If not, we



wan' t.
-If there is an an anncunceirgnr, we’ll all have a periad of ziase to
prepare To launch 'aith the new model - including amazon

2. Frhanced Content
~Many are working to deltver richer cantent, But not all believe ig
justafias a higher price

3. wWindowing
-Mobody wants Lo ¢o ¢ but it i5 & strategic imperative for aow,

-we are definitely gecting 1n their way of acquiring distribution

5. Qur 4pps
~universal proise of our sipbile apps, website, ¢ink app and sablet app
-also very pasitive feadback an the kabo ereader

B.Bundling
~Generally no interest in bundling an ebook Tor free / snall fee. no one
vants t¢ devalua the ebook as it is tha future. Also no interest in Ads
or Lending,

Michael Serbinis
Cniet Executive Offacer
Leho ing.
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Mallory Kelly
Affirmed 28 August 2015



KOBO0010558

Understanding the New Digital Reader
Digital Symposium
February 15 & 17, 2010

MICHAEL TAMBLYN
EVP CONTENT, SALES & MERCHANDISING, KOBO, INC.

mtamblyn@kobobooks.com
@mtamblyn

t. (416) 977-8737 x3346
m. (416) 409-5925

Kabo

Text

KOBO0010560

Michael Tamblyn
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why ebook should
be cheaper

why ebook could
be more expensive
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kobo

wﬂll

We are based In Toronto.

KOBO0010578
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September 2008

To talk about us, we need to go back about a year.

KOBOQ0010580

Indigo most of you know — §1B book retaller, also had the advantage of doing very well through the most recent downtum
Indigo had been looking at the ebook space
- how would ebocks impact bricks and mortar
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Estimate:

Lose 5-10% of print sales
to ebooks in 5 years

And that's a falrly significant hit if you are a retaller. 10% would be like the worst recession in living memory, except that it

would never get bettsr. It would only get worse.

KOBO0010582

Choice:

So they had a cholce
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a) Let someone else take
5-10% of Indigo’s sales.

KOBO0010584

b) Enter the ebook market
and take it ourselves.
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There are great devices out
there.
There will be more.
They will get better.

KOBO0010588

Let the reader choose the
right device for them.
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KOBQ0010585 KOBO0010598

. kob
We sell ebooks via the web... =%

| Nuwhl:am I Freeenouks | ManeAp'p:

4]‘ aﬂuﬂm ﬂ unuwul-a ]

200
Countries

(~120 countries/week)

Browse By Category: The New York Timnes Bestseller List

* Mystery s» Eik ) V ;“
« Religion & Spirituality »
+ Romance >

et ria.

r
« Blography & Mamalir > :

« Fiction & Literature >» ' &W i %
«Food & Drink » lz}ﬁ.

» Health & Wellbeing » :

+ History » ! !
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...and on mobile devices

e T

kobo

W L1
Find. Add. Read.
eBooks.

Already have a0 sceount?
Sign in 20 synch your reading lis.

Signin @

Browse & Buy eBooks
and read on your phone

Find an ¢Book now:

;o Discover Lisls »

—

m Browse Categories »»

"
Q Search

KOBO0010598

Browsing and Searching

. Hesthers ka (23)

! New York Thaes
b g ilms«l!-mlul
e

GE

As Semoa TV (1)

n Oprah's Picka (104}

Ll

[

Ll Twitight
bee el o

e e

J8| The Twitight Sign
&

Callection

| «vo0al wiw (X

Both Friset Jows

Touched By A

B Vampire: Discoverin,

Freoel a S

kobo
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A full bookstore in your
pocket.

Keep as much of the experience inside the app as possible. Search, browse.

KOBO0010600

Buy a book...

tvaey
Twilight

By Stephenis Meyer
eSask 3

MORE ASOUT

Tha #1 New York Times bestseller ls

wallable for the first time In & mass

market paperback edition, fraturing

a striking movie tie-ln cover, Belln

Swan's move o Freka, a small,
rainy towa i

perpetually
Washington, cnuld have brea the
mom boring move she ever made.

ko
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in,

Reading Designed by Booklovers

TABL P OF (ONTESTR
Twilight

MR, DARCY, YAMTYRE

: .'. |
o
S L J
[ Y . N

AmANDA GRaNGL

We care that the books look good.

KOBO0010606

Trk 124318 SURVEGAL ST

Complete Protection
From The Living Dead

*Is ot that suther o largu thing to
expect u3 to begin upon?” suid Filby, a
peeson with red hale

*I do ot mean to ask you to accept
anything without reasopable ground
for It, You will soon admit as rouch ns.
1 pved from you. You keow of course
st o mathematical line, a Bne of
thickness oil, has na seal existence.
They taught you that? Neither hasa
mathemalical plane. has no real exis-
tence. They titght vou that? Neither

‘I do not mvan to ask you b scoept
amything without reasonable ground
far it. You will soon adunit as mecliae
1 veed from yuu. You know of course
that a mathematical line, a line of
thickness ull, has no real exlstence.
They Iaught you that? Neither hasa
mothemaileal plane.

‘I da nut meds to ask you fo sccept
anytling without reasunable ground
for it. You will soon adindt as moch as
1 nievd from you. You know of course
that & mathematical line,  line of
thickness nll, Bas no real axdstence.
They taught you that? Nelther hasa
mathematical plane,

= Covapleis P2 s Phiom Fho L2439 Dorad =

and that the reading experiance Is Immersive and uncluttered.
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With the ability to customize

Advanced Seltings e |

[ N’gh!rlead!ng T Tore?

!Rnuuonm:k "l oFF

| Colors & The..  Defaull - Blackon. >
- b

kobo,

but you can always customize

KOBO0010808

And share recommendations kabo

and start a conversation about the books you love, or find the next in the serles or spread the word about a book you like.
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Also available on Blackberry, ...

Browse & Buy eBooks
Find an eBook now:

Dewse
Carvgaces.

Sesn o

Find. Add, Read.
eBook:

Ateady have sn mermar?
Rign la 13 4ynch yoms ecndlog lit
Sienin 0

Jotg

KOBOO0010610

... Android, and Palm Pre

Froaks And Revelstiozs
DyDA WES Hama LTy,

ATghp» A¥AT

S 1873 JevenTrays tefme

I973: v Years getors
19331 tve Years Detove
1078 Mowr Years Before

1976 P taars Defore

Kerdiryn Smckent
The Help

rewwy

Dan Brown
The Lost Symbol

Resnn

Anne Tyee
Noah's Compass

facenr

kobo
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Desktops, Netbooks, Tablets & iPad o ...for an even better store experience Jabo

Itl.;ckleberry ﬁn:
Ly Mark Freamn
Wwwrd, 387 40

i SRS ! ann ] TE]

3
A Bullet For 5
| i Billy The Kid
| by er1ey ‘
Ouan 414/ NWipe
3 and. The Adventures of
S < B Huekleberry Finn

| by tack Twao
i Cloirs, 40d 3p.

T ————~
An Echo in The Bone

70 sne Gatakion

| Onep. 31/ atapp

A:lxlhouy B\ilgm acd! The Adventures of
uEThity *— Huckleberry Finn
2 h || by Mt Task
) Cleind abé o
' EPEE An Echo in The Bone * EEE ABulletFor

and we'ra very excited about what tablets can do in terms of providing the same page size as printed books.
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elnk Devices

o

BOGCKS, BY TITLE
ABCDEFGNIJXLMNOPQRITYV WA 1
“A-

A Bullet For Biily The Kid
by Wil Heney » 40¢ 7 503 PAGES

The Adventures of Huckleberry
Finn
by Mark Twain « 107 403 PAGES
7 An 2;110 in ‘The Bone
by Diane Gabalden « 35 / 430 PAGES

v Anm«;ny Bur;;ls and Modermity
v by Alan Roughley « UNREAD, 223 #S0ES

b F
C ig in Japan: A Ghost Story
by M Thomes Gamamading « UNIEAD 439 F

BOOCKS, BY TITLE

ABCDEFGHIJELMNOPQRSTUY WXTZ IO

Buoks 131 of 84

2

That sald, we haven't forgotten about elnk devices, and i'll alk a bit more about those later on.

KOBO0010814
Reading Experience: Cover Art & Title Page kobo
THE ADVENTURES OF
HUCKLEBERRY FINN
by Mark Twain
] e Al laris of
sHUCKLEBERRY
LUADING @t} '. reningig - PENGLIN FIELSH NG
2
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Adobe Digital Editions
(Sony Reader, Nook, Cool-
er, and more)

KOBO0010616

DRM
tied to users account
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books

The focus of our store Is cartainly books.

KOBO0010818

newspapers,
magazines
and more

But we are bullding out our selection of newspapers, magazines, perlodicals, research reports, textbooks, and more.
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new partners

KOBO0010622

[

Indigo

BORDERS.

@ca

Largest bookseller in Australia,
New Zealand and Singapore

Largest bookseller in Canada
Second-largest bookseller in US

15 telecom carriers, 10,000 retail
locations in UK, EU, Asia

kg
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REDgroup
launch:
March/April
2010

KOBO0010624

Content, Sales &
Merchandising

As | said at the beginning, my job Is to head up content, sales & merchandising for Kobo. That means | spend all of my
time acquiring content, opening new markets and making sure that people find what they're tooking for when they visit us,
or or even better that we surprise them In new and exciting ways. In other words, | spend all of my time thinking about...(#)
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What publishers want.

Now it should be no surprise to anyona that there is no easy answer to what publishers want. But whenever possible, we
fry to get a read on it. Every once In a while, we capture a publisher in the wild, bring them back to the lab (#)

KOBCO0010628

Creative Commons: Liz Henry, 2007

hook them up to a scanner and iook o see what thoughts they have regarding ebooks. (OK, really we just sit down and
talk, but the end result is the same.) Now interestingly, when 1 did a talk like this back about § menths ago, we saw
something that looked like this.
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epub

nine. nmebg-nme

margin Amazons =

A

October 2009

goaua%m“socw‘}%"ﬁ p|racg§' reblrem%m

oc
o

... ((what we see))

There's a Iot of stuff rolling around in there right now. There's a certain kind of brain freeze that can go on, thinking about

that stuff over and over again. So that was in October.

KOBOQ010630

prlcmg

February 2010

ine.ninety-nine

on ...

. acmlllanl s

Now, § months later, the picture has radically ch d. The entira cor

around ebooks has condensed into a

conversation about price, agency vs. $8.89 and Amazon vs. Apple. (#) Although retirement seems to be a constant. (#)

Lunch shows up if we caplura the subject before noan.

Price really is the anly discussion going on related fo ebooks right now. Interestingly, the one thing that we don't tend to

hear when we're talking to publishers Is (#)
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hardcover sales

lunch ninénineby-nine

AGENCY-BP€
pricing =

-_aimazon ...

reblremenb

macmillan l

ACS

And yst if the convel

rsation

hal

s become

dominated by pricing and agency, what we're really talking about is:

KOBO0010634

What do readers think an
ebook is worth?

swer that, we first need to answer: (#)
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Who is this digital reader?

And that's what | want to spend some time on today. One of the reasons that publishers are so freaked out right now is
that thera is (#)

KOBOQ010638

a hew reader

a new reader out there. And no one Is sure how much of the vast collection of hard-won wlsdorf\ built up over decades of
publishing books and selling books still applies. And thers has been no end of theorizing and speculating and panic. But
really, we should be past that now. Because we have (#)
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data

At Kobo, unllke some other retallers, we are promiscuous sharers of data. In uncertain times, more data Is better. it means
better decisions. And if publishers are making better decisions, it usually means things work out betier for us as well.

KOBO0010838

Who is this digital reader?

So let's talk about this new digital reader, based on Kobo's data — the surveys we've run, the data we've collected, the
sales we'va made.
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Is a frequent book
buyer...

KOBO0010842

1.7 - 1.9 / month
(and climbing)

And Just to put that into context, the average North American bricks-and-moriar bookstore patron buys ~1 month.
The average loyalty card holder (Paid $15 for a frequent-buyer card) buys ~2 month.
So our average buyer is like the most frequent buyer In stores. We love that.

And we do everything we can fo Increase it. And that's before we start firing up loyalty programs, personalization,
recommendations based on purchase history.
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Fiction
Romance

Sci Fi & Fantasy

Health & Well Being
Business & Finance
Mystery & Suspense
Biography & Memoir
Religion & Spirituality
Social & Cultural Studies
History

Family & Relationships
Entertainment
Science & Nature
Reference & Language
Sports

Food & Drink

Drama, Essays, Poetry !

Travel

Children's Books
Computers

Art & Architecture
Home B Garden

kobo

oy st « &

This Is units purchased from March 2008 - January 2010. And what we can clearly see is that...

KOBO0010646

Fiction

Romance

Sci Fi & Fantasy

Health & Well Being |

Business & Finance

Mystery B Suspense

Biography & Memoir

Religion & Spirftuality

Social & Cultural Studies

History

Family & Relationships

Entertainment

Science & Nature

Reference & Language

Sports

Food & Drink

Drama, Essays, Poetry

Travel

Children’s Books

Computers

Art & Architecture
Home & Garden

Fiction dominates for now
(smartphones and eInk
favour text)

kobo

P g ¢ &

But there are some Interesting stories within this:
8Books, right now, are shockingly fiction-friendly:

Most of our readers are on smartphones and eink devices. A formal that favours fext-only content. ((Smartphones->small

screens / elnk-> black and white))

We were surprised that mysiery ranked lower until we realized that Mystery readers tend to skew somewhat older than
other fiction genres, which probably handicaps their sales a bit.
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kobo

Fiction oo

Romance |

Sct Fi & Fantasy

Health & Weil Being
Business & Finance
Mystery & Suspense
Biography & Memoir
Religion & Spirituality
Social & Cultural Studies
History

Family & Relationships IlluStraﬁon-heaw W h e n d O t h ey re a d ?

Entertainment categories With
Science & Nature s
P N 1llust?ated works are
Sports handicapped,
but not for long...

Food & Drink

Drama, Essays, Poetry
Travel

Children's Baoks
Computers

Art & Architecture
Home & Garden

3¢ 3 IOE ¢

Those lllustrated categories have incredible room for growth. As we start to see devices that can handle full colour, we'll
These also tend fo be the categories where we have the fewsst titles to chcose from. We are starting to sell PDFs for
heavily illustrated works because we want to grow in this market.
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Average Purchases by Day

Mon Tues Wed Thurs Fri Sat Sun

So we can see that Monday Is the doldrums of reading. A

Tuesday, on the other hand is much better bacause it's New Rell day. Most publi drop their new releases on
Tuesday and we promote them heavily, so we see a spike then.

And then from Wednesday through fo the weekend, we see a steady climb, with Sunday being the busiest day of the
week, 40% higher on average than Monday.

KOBO0010650

Sales consistent through day and evening kobo

Units By Hour

. 3 —
ewspapers

0 1 2 3 4 5 &6 7 &8 9 10 11 92 13 14 15 16 17 18 19 20 21 2 23

Gunchtir’nb (Commultb ' Before bed ’

(#) Lunch and then the drop through the aftemoon

(#) and then a steady rise once the commute home starts, Commute,

(#) peaking right before bed

It's also fascinating to see that reading books is very definitely an aftemoon activity.

(#) Moming is all about current events, which is why we're doing much more with newspapers.
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unless the ebook release is
delayed.

KOBO00106854

Sales impact of windowing. kabo,

Sales vs. Days in System
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So we've talked about who they are
We've talked about what they’re reading
We've talked about when they're reading

KOBO0010656

How much?
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Why?

And the two are obviously inextricably linked

KOBO0010658

Price and Value

To talk about How Much is really fo talk about Price and Value of eBooks.
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A
Brief Geography
of Price

kobo

So let's take a tour through a brief geography of eBook pricing.

KOBOQ010660

“Defend the price of hardcovers”

kobo

We hear a lot about the Idea of defending the price of hardcovers and (#)
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the book.”

ke

“Preserving the perceived value of

Both of which mean, quite reasonably...

KOBO0010862

kobo
000

ebook price

print price

So as a result, so far, the price that publishers have provided ebooks to retallers has been equal to the price of the print
books. So whan we get books from publishers, it looks something like this:
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IJI JJL

BRI JCNCIC I *@ BRI )

Publisher-Provided List Price (Trade) kobo
Trade
paper

So these are the raw materials we get from publishers.
(#) First formats (hardcovers) all north of $20

(#) Trade paperbacks clustered around $14

(#) Mass markets around $7

(#) And old mass markat, self-published works around $4
But here's the problem...

KOBO0010884

Kabo

People will not buy $20
ebooks.

People will not buy $20 ebooks.
And this is not for lack of trying. We have all kinds of books at every concelvable price point. But at the end of the day, we
use the margin granted to us by publishers to tum (# - this




this...

KOBO0010685

Publisher-Provided List Price (Trade)

“Old Mass,
Self pub”

_.L.,IJ

1

tPtPé’

B g

Mass
market

IO R

JiJ‘JJJJ

kobo

Trade First
paper formats
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Unit Sales by Price Point (Trade, in USD) kobo
“The Hurt
Locker”

The Barren,
Rocky Plain
of Publisher
Wishful
Thinking

The Garden
of the Lovely,
Old, Unique
and Weird

<§1 51 52 53 S4 55 56 57 S8 S S10 S11 $12 $13 St4 515 516 517 S8 $19 »>520

Into this. Herea is unit sales by price-point in US dollars.

We see the (#) Mass Market Foothilis,

having first passed through

(#) The Garden of the lovely, old, unique and welrd — backlist mass market series, romance tles with a second life, stand-

alone short stories, and beginner erotica, self-published accounts of allen abduction, and enthusiastic combinations of the
two.

from whence we ascend to $10 (#)

The Pinnacle of Negative Margin. Although | hear rumors that in Seattle, the $10 pricepoint is known as (#) "The Hurt
Locker”.

And then you'll notice that we do not descend, we plummet lo (#)

The Barren, Rocky Plain of Publlsher Wishful Thinking

where many a $25 undk d ebook lies L d and perfectly preserved as a waming to ebook refallers who pass
by.
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Unit Sales by Price Point (Trade, in USD) kobo
' $9.99

—<$9.99 —) f &—+$9.99 )

Unit sales by price-point

<S1 S1 52 §3 $4 55 56 57 38 59 $10 S¥1 S12 $13 $14 $15 $16 $17 SI8 S19 -520

Now there are a couple of interesting things here.

Certainly the (#) $9.89 pricepoint is the single pricepoint at which we sell the most units.

But we sell far more at (#) less than $9.99. The current ebook consumer is definitely a price-conscious one.

And you'll notice that if you add them all up, it's not that we don't sell *any* books north of 10. We also sell almost as
many books at greater than $8.99 than we do at $8.89, we just don't sell very many at any given price point.

KOBO00108868

kobo

$9.99
\——-J .

<51 §1 S2 53 $4 S5 S6 S7 S8 S9 S10 S11 S12 513 $14 S15 $16 517 S18 $19 >520

Unit Sales by Price Point (Trade, in USD) 2900

The source of all the publisher constemnation is that so many of these $9.99 ebooks
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Publisher-Provided List Price (Trade) kobo
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used to be those $20 first formats and hardcovers.

KOBOCD10670

$8.76

kobo
Pl

It tums out that the average price of a book sold at Kobo, welighted for volume, is §8.76.
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*excluding textbooks/STM

$8.76*

kobo

That's the frade number, excluding textbooks

And this is not fo say that we don't think there is some room to maneuver here. There definitely is.

& STM.

$10 is an artifact of pricing driven by retail competition. The only problem is that we don't see a lot of consumers

KOBQO0010672

“How much higher
could we go?”

kobo

So the real questions of the moment are: “*How much higher could we go?"
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“Will the consumer
follow us?”

kabo

and "Will the consumer follow us?®. The answers to those questions right now are (#)

KOBOD010674

Not much and (# - No.)
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No.
For the very simple reason that (#)

KOBOO0010876

$9.99 [s a retaller-defined pricepoint, set fo fight for market share in what Is without a doubt the most cut-throat retall
environment | have ever seen. Without some kind of major outside intervention, $8.99 is here to stay. So they don't have

fo.
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KOBO0010880

Agency.
Now to be clear, no one has actually seen an agancy agreement yst. The agreements are still being written. But the
general gist is; (#)
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KOBO0010681
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What It really proposes Is fo take the sales of new releases that are happening (#- here

KOBO0010684
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Unit Sales by Price Point (Trade, in USD) kobo
$9.99
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Here

and redistribute them

(#) here, her, and here.

But it's a double-edged sword. It gets rid of the (#) pesky $9.99 pricepolnt
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(#) And not a littis bit less. That's a fair bit Iess.

KOBO0010687
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(50

N t—

from here... ...to there.
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Unit Sales by Price Point (Trade, in USD) kabo

From here (#) to there.

KOBO0010692

and this gets to the core of "What's an ebook worth?*
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KOBO0010694
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This one we've actually done some research on. We ran focus groups In the U.S. where we asked potential ebock
customers o rank the following benefits of ebooks.

KOBO0010698
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Now to be clear, they unequivocally said ebooks needed to be cheaper than print books. Bul they didn't say that price was
their only reason for buying.

KOBO0010700




KOBO0010701

KOBOO0010702

The average sale price of a print book in the US is about:
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KOBO0010704

And it tuns out if you ask people why they're willing to pay $14 or 15 dotlars for a paper book but rarely willing to pay

more than §10 for an ebook, even though they aren't industry insiders or people
they can generally give you a pretty good breakdown of (#)

ing for p

i g or
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mysterious print premium$4.16

KOBO0010708

mysterious print premium$4.16

Can'tlend it.

Can't share it with family.

May be tied to a device.
May be tied to a retailer.
Proprietary DRM.

Lacks the permanence
of paper.
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kobo
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‘You want o buy a copy of The House at Pooh Comer for your niece.

KOBO0010707

B e

imagine you are at your local bookstore.
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“That will be $14.15...

kobo
U400

And the person at the counter says. "That will be $§14.15...

KOBO0010710

...and I need you to sign
this license.”

Kobo
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“It says...

kobo,

KOBOO0C10712

Fontains advertising or any solicitation with respect to products or services. You shall not use the Service to

These terms apply to all users of the Service, whether or not you are a Registered User.

A. You shall use the Service for lawful purpases only. you shall not post or transmit through the Service any
materfal that (i) violates or Infringes in any way upon the rights of others, (i) is unlawful, threatening, abusive,
Hefamatory, invasive of privacy or publicity rights, vulgar, obscene, profane or otherwise objectionable, or (iif)
pncourages conduct that would constitute a criminal offense, gives rise to civil liability or ctherwise violate any
law. Without Kobo's express prior approval, you shall not past ar transmit through the Service any material that

pdvertise or perform any 1 luding, without the solicitation of users to
pecome subscribers of other on-line information services, Any conduct by you that in Kobo's discretion restricts or
nhibits any other user from using or enjoying the Service will not be pemmitted.

B. All content on the Service, including but not limited to designs, text, graphics, pictures, video, information,
ppplications, software, music, sound and other files, and their selection and arrangement ("Site Content”), save
and except for any literary works are the proprietary property of Kobo or its licensors with all rights reserved. No
bite Content may be modified, copied, distributed, framed, rep , republished ded, displayed,
posted, transmitted, or sold in any form or by any means, in whole or in part, without Kobo's prior written
permission. Provided that you are eligible for use of the Service and subject to these Terms of Use, you are
Branted a limited license to access the Service and the Site Content and to download or print a copy of any
portion of the Site Content to which you have properly gained access solely for your personal, non-commercial
lise, provided that you keep all copyright and other proprietary notices intact. You may not upload or republish
ite Content on any Internet, Intranet or Extranet site or incarporate the information in any other database or
rompilation, and any other use of the Site Content is strictly prohibited. The foregoing license is subject to these
ferms of Use and does not include use of any data mining, robots or similar data gathering or extractfon methods.
Any use of the Service or the Site Content ather than as specifically authorized herein, without the prior written
permission of Kobo, is strictly prohibited and will terminate the license granted herein. Such unauthorized use

ay also violate ble laws includine without | coovright and trad; ri laws and licabl
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krademark or other proprietary right without the express permission of the owner of the copyright, trademark or
pther proprietary right and the burden of determining that any material is not pratected by copyright rests with
you. You shall be solely H{able for any damage resulting from any infringement of copyrights, proprietary rights, or
pny other harm (ting from such a By submitting material to any public area of the Service, you
automatically grant, or warrant that the owner of such materfal has expressly granted Kobo the royalty-free,
worldwide, perpetual, irrevocable, non-exclusive right and license to use, reproduce, modify, adapt, publish,
Hisplay, translate and distribute such material (in whole or in part) and/or to incorporate it in other works in any
L:crm, medi{a or technology now known or hereafter developed. You also permit any other user of the Service to

Rrccess, view, stare or reproduce the material for that user's personal use. You grant Kobo the right to edit, copy,
isplay, publish and distribute any material made available on the Seryice by you. The foregoing does not apply to|
iterary works provided to Kobo for sale on the Service by a publisher or other content provider.

D. You may not obscure or p your geograp forge headers, use proxies, use [P spoofing or
ptherwise manipulate {dentifiers in order to disguise the origin of any message or transmittal you send on or
through the Service. You may not pretend that you are, or that you represent, someone else, or impersonate any
pther individual or entity.

E. You are prohfbited from violating or attempting to violate the security of the Service, including, without
limitation:

a) g data not i ded for you, including logging into a server or account which you not authorized to
hccess;

b) attempting to probe, scan or test the vulnerability of a system or network to breach security or authentication
neasures without proper autharization;

c) using any "deep-link", "page-scrape”, “robot’, “spider” or other automatic device, program, algorithm or
methodology, or any similar or equivalent manual process, to access, acquire, copy or monitor any portion of the

KOBO0010714

@) ing data not il ded for you, including logging into a server or account which you not authorized to
Rccess;

b) attempting to probe, scan or test the vulnerability of a system or network ta breach security or authentication
measures without proper authorization;

c) using any “deep-link’, “page-scrape”, "robot”, "spider” or other automatic device, program, algorithm or
methodology, or any similar or equivalent manual process, to access, acquire, copy or monitor any portion of the
Bervice or any Site Content, or in any way reproduce or circumvent the navigational structure or presentation of
khe Service or any Site Content, to obtain or attempt to obtain any materfals, documents or information through
RNy means not purposely made available through the Site;

d) taking any action that imposes an or P ly large load on the infrastructure of the
Bervice or Kobo's systems or networks, or any systems or networlc connected to the Service or to Kobo'

e) conducting a reverse look-up, tracing or seeking to trace any information on any other user, Registered User or|
Misitor to the Service, or any other customer of Kobo, to its source, or exploit the Service or any service or
Information made avaflable or offered by or through the Service, in any way where the purpose is to reveal any
jnformation, including but not limited to personal {dentification ar information, other than your own information,
hs provided for by the Service;

f) attempting to interfere with, disrupt or disable service to any user, host or network, including, wnhou(
limitation, via means of “denial of service” attacks, overloading, "flooding”, "mailbombing™ or ™

[8) forging any TCP/IP packet header or any part of the header information in any e-mail or newsgroup posting;

h) disrupt network nodes or network services or otherwise restrict, inhibit, disrupt or impede Kobo's ability to
monitor or make available the Service; or

4) vaking amu actian in acdar ve abtain condeac ta which uai am ant antitlad
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“Or sell it used.”

kobo
Xo09

KOBO0010718

“You have to keep it on a
shelf in your house that I
will sell you...”

kobo
oo
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“...for $259 USD

X0

(plus shipping & handling).”

KOBO0010720

£

“You may not put books on

this shelf that you have

bought from other stores.”
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“If the shelf breaks, you
may lose your books.
Or not. We'll decide.”

kobo
it

KOBO0010722

Kobo

“If you find a shelf you like
better made by someone
else, too bad.”

So baslcally, Imagine that you have to live with the
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kobo

e

BILLY

Bookcase

$99.00

Colour
birch venser b
Pricy sefiecds Bu cotions seiuciad alove

lkea bookcases that you bought from Ikea when you were In university for the rest of your life. You can (# upgrade

KOBO0010724

kobo
il s

BILLY

Bookcase system

$287.00

Colour

Frwg eusets ind oplons serected adowe

You can upgrads, when they bring out a new version,
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kobo
e i 08
BILLY/ BENNO
Bookcase combination
$336.00
Colour
lectis ebvon

move from birch veneer to medium brown, add some more storage space and exira shelves. But only lkea. Forever.

KOBO0010726

Wouldn’t you pay less?

kobo
B0

And yet those are the terms under which most ebooks are bought.
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to any device

Kobo

KOBO0010730

If you find a better device,
move your library there.

Jobo
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A book that you can’t take
with you is worth less.

ol

KOBO0010732

The more an ebook has
can be used like a paper

book...

Kabo
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...or does interesting
things that print books
can’t do...

kobo

KOBOQO0C10734

...the easier it will be to
move from $9.99.”

Kobo
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Unit Sales by Price Point (Trade, in USD) kobo

<$1 51 52 $3 S4 §5 S6 S7 S8 59 510 S11 $82 S13 $14 $15 $16 517 S18 $19 >520

KOBQO0010738

Which brings us to...
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Which brings us fo...

KOBO0010738
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The easier we make it for reading to take place, the more we make reading something that can grab those open spans of
time, the mere ebooks can be seen as a lifetime investment, the more valuable they become, the more books can
continue to hold their own against all the other options vying for our scarce hours of time.

KOBO0010740

Understanding the New Digital Reader
Digital Symposium
February 15 & 17, 2010

MICHAEL TAMBLYN
EVP CONTENT, SALES & MERCHANDISING, KOBO, INC.

mtamblyn@kobobaoks. com
@mtamblyn

t. (416) 977-8737 x3346
m. (416) 409-5925

Kobo
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ThiLj-s Exhibit F to the Affidavit of
Mallory Kelly
Affirmed 28 August 2015
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kobo, Agency Overview kobo

The agency model was developed to allow publishers to regain control
of ebook pricing, create a level playing field for retailers, and facilitate
Apple’s entry into the ebook market by eliminating loss-leadering as a
marketing and customer acquisition tactic.

Agency Status o Under Agency, Publishers will:
April 2, 2010

- Be the seller of record for all ebook purchases through retailers
designated as agents;

- Set prices on all ebooks. Prices the same across all agents;
MICHARL TAMBLY!

- Set “hardcover” prices generally between $12.99 and $14.99,
EVP R SALE e M G STE with some publishers reserving the right for higher prices.
GONFIDENTIAL
mlnmbl:\-n@knb.\hx-ksmm

- Generally discontinue “windowing”, delaying the release of
ebooks vs. print releases
L (16)077-8737x35346
m. (416) 409-5025
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Retailer Restrictions obo,

Publishers’ primary focus: blocking any retail tactic that could result in
retailers being able to provide a direct or indirect discount to further
compete on price.

» Under Agency, Retailers cannot:
- Discount the list prices of books from agency publishers;

- Provide any coupon, promotion or other tactic that lowers the
price of an ebook to a consumer;

- Distribute any direct or indirect benefit as a result of purchasing
an ebook (e.g. loyalty program points, accumulated value, etc.)
whether or not it is redeemed for an eboak;

- Engage in giveaways, Buy-X-Get-1-Free, even if the agent bears
the full cost of the promotion

Sub-agents (Borders, Indigo, et al) must also follow all agency
restrictions. Kobo is liable for the compliance of all sub-agents.

KOBO0738208

Taxation kobo,

-Most technically challenging aspect of agency. Agent must collect and
remit to the Publisher state/local taxes in any state in which the
Publisher has a nexus.

- Kobo required to collect US state/local taxes even though a non-
US company wherever the publisher has a nexus.

- Must quickly implement state/local tax calculation into purchase
path across all platforms;

- Penguin, Macmillan, Hachette are offering a bridge period of 60-
90 days for Kobo to fix its systems. S&S and Harper require that
we provide a “tax inclusive price” until we can collect;

- This also applies to partners/sub-agents (Borders, et al.)




Risks

kobo

Aside from the risk of consumer dissatisfaction due to rising prices, the
greatest risk is that retailers have lost the ability to employ tactics to
focus, motivate and reward specific consumer behaviours.

Risks

Sales decline after April 1 as consumers face rising
ebook prices

Sales frequency drops off as promotions no longer
available to drive purchase frequency

Publishers raise ebook prices to protect more
profitable hardcaver sales (no particular Incentive
to grow ebook channel vs. protecting overail
revenue,)

‘Mitigation

Highlight discounting, sustain $9.99 with
Random House, other non-agency publishers.

@Reader purchase frequency may offset those
s d by

p

Non-ebook incentives as rewards for frequent
purchases - “Enter to Win...”, eReaders for
frequent purchasers

Apple has stated they will not list titles >
$14.99 (but this may change If customer price
tolerance is more forgiving on IPad.}

Kobo lases the ability to incent valuabl
behaviours through discounts and rewards, (New
customer referrals, writing reviews, registration,
upgrading, etc.)

Lack of price competition spurs more Intense
competition in advertising, brand bullding, user

Shift to book-df awards - prizes,
eReader giveaways, cash.

Must leverage device partners, focus on
differentiating on user experience, device

Agency Agreement status kobo
Of the “Agency 5", we are closing with 3, still in negotiations with
1, and at an impasse with one that may result in delisting of some
titles.

Slgned

US + Canada

Signed

US now, Canada 3-6 weeks

Signed

US only

Signed

US only

Signed

US only. Most conservatlve re: state/lacal tax
collection, vendor-of-record attribution, etc.




Agency Criteria kabo

Since this model became public, other publishers have asked if they
could work with us on agency terms. Here are our criteria:

1. Agency applies to all vendors,
You can't be agency with some and wholesale with others unless there are
significant disadvantages for wholesale vendors.

2. Agency is being rolled out to all vendors simultaneously.
Other vendors can't have a window where they are advantaged vs. agents.

3. Sale price discount vs. print. $11.99-14.99 for new releases, TP
$9.99 or less, MM <$6.

4. MFN re: collection, timing, price, discount terms.
The model only works if all agents are treated equally.

KOBO0788210

Canada vs. U.S. kobo

2 of of the “Agency 5” - Macmillan and Hachette - include Canada in
the agreements going live April 15,

- Agency appears to be legal in Canada (agency has an exemption
under Competitions Act s.45 on price-fixing.)

- Open to challenge, but if struck down, exposure is to publisher,
not retailer/agent;

- Only Macmillan, Hachette have set agency terms for Canada.
Macmillan has delayed Canada 3-6wks;

- Expect to see Harper, Penguin, S&S put forward agency for
Canada sometime in April/May.

- Agency agreements with Harper, Penguin, S&S may force Kindle
to collect GST (they would have to be an agent of the Canadian
rights-holding entity, who would be required to remit GST)
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Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 1 of 160

UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

UNITED STATES OF AMERICA,

Plaintiff,
_v—

APPLE INC., et al.,

Defendants.

THE STATE OF TEXAS, et al.,
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DENISE COTE, District Judge:

This Opinion explains how and why the prices for many
electronic books, or “e-books,” rose significantly in the United
States in April 2010. Plaintiffs the United States of America
(“DOJ”) and thirty-three states and U.S. territories (the
“States”) (collectively, “Plaintiffs”), filed these antitrust
suits on April 11, 2012, alleging that defendant Apple Inc.
(“Apple”) and five book publishing companies conspired to raise,
fix, and stabilize the retail price for newly released and
bestselling trade e-books in violation of Section 1 of the
Sherman Antitrust Act, 15 U.S.C. § 1 (“Sherman Act”), and
various state laws. These cases represent two of four related
actions brought before this Court alleging the same e-books
price-fixing conspiracy between Apple and the publishers.! The
publishers are Hachette Book Group, Inc. (“Hachette”),

HarperCollins Publishers LLC (“HarperCollins”), Holtzbrinck

! The other two cases are State of Texas, et al. v. Hachette Book
Group, Inc., et al., 12 Civ. 6625 (DLC), in which forty-nine
states, the District of Columbia, and the U.S. Territories and
Possessions the Virgin Islands, Puerto Rico, the Northern
Mariana Islands, Guam, and American Samoa, bringing claims as
parens patriae, have settled their claims against Hachette,
HarperCollins, and Simon & Schuster (“Settlement Action”); and
In re: Electronic Books Antitrust Litigation, 11 MD 2296 (DLC),
in which class action plaintiffs bring claims for damages

(“Class Action”).




Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 5 of 160

Publishers LLC d/b/a Macmillan (“Macmillan”), Penguin Group
(USA), Inc. (“Penguin”), and Simon & Schuster, Inc. (“Simon &
Schuster” or “S&S”) (collectively, “Publisher Defendants”).

Only Apple proceeded to trial; the Publisher Defendants
have settled their claims with both the DOJ and the States.
This Opinion presents the Court’s findings of fact and
conclusions of law following the bench trial that was held from
June 3 to 20, 2013 to resolve the issue of Apple’s liability and
the scope of any injunctive relief. As described below, the
Plaintiffs have shown that Apple conspired to raise the retail
price of e-books and that they are entitled to injunctive

relief. A trial on damages will follow.

PROCEDURAL HISTORY

Fact and expert discovery in these actions concluded on
March 22, 2013. The parties’ Joint Pretrial Order, proposed
findings of fact and conclusions of law, and pretrial memoranda
were submitted on April 26 and, following rulings on redactions,
were filed on May 14.

At the time the trial was scheduled, the parties agreed
that a bench trial would resolve claims for liability and
injunctive relief. With the parties’ consent, the trial was
conducted in accordance with the Court’s customary practices for

non-jury proceedings, which includes taking direct testimony
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from witnesses under a party’s control through affidavits
submitted with the pretrial order. The parties also served with
the Joint Pretrial Order copies of all exhibits and deposition
testimony that they intended to offer as evidence in chief at
trial.?

At trial, the Plaintiffs called twelve fact witnesses and
two expert economists. The Plaintiffs’ fact witnesses included
three Apple employees: Eddy Cue (“Cue”), Senior Vice President
of Internet Software and Services at Apple; Keith Moerer
("Moerer”), a Director of iTunes at Apple; and Kevin Saul
(“Saul”), Associate General Counsel at Apple, and the lead
business lawyer supporting Apple’s Internet and Software
Services division. The Plaintiffs also called senior executives
from each of the five Publisher Defendants: David Shanks

(“Shanks”), CEO of Penguin; Carolyn Reidy (“Reidy”), President

Z The Court’s procedures for non-jury proceedings were discussed

in detail at conferences held on June 22 and October 26, 2012,
and May 8, 2013. As the parties were informed, the Court
prepared a draft opinion in advance of the bench trial based on
the witness affidavits and other documents submitted with the
pretrial order and the arguments of counsel in their trial
memoranda. At trial, the affiants swore to the truth of the
contents of their affidavits and were tendered for cross and
redirect examination, and the other trial evidence was formally
received. The parties understood that the Court’s final
findings of fact and conclusions of law would incorporate all of
this evidence. Consistent with these procedures, and with the
expectation that the Court had already prepared a draft opinion,
the parties jointly asked the Court for its preliminary views on
the merits at the final pretrial conference held on May 23,
2013,
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and CEO of Simon & Schuster; Brian Murray (“Murray”), CEO of
HarperCollins; John Sargent (“Sargent”), CEO of Macmillan; and
David Young (“Young”), Chairman and CEO of Hachette from 2006
through March 2013, who currently serves as Chairman of the
Board of Directors of Hachette. The Plaintiffs called four
additional fact witnesses: Russell Grandinetti (“Grandinetti”),
Vice President -- Kindle at non-party Amazon.com (“Amazon”);
David Naggar (“Naggar”), Vice President of Kindle Content at
Amazon; Laura Porco (“Porco”), Amazon’s Director of Kindle Books
from 2006 to 2011; and Thomas Turvey (“Turvey”), Director of
Strategic Partnerships at non-party Google Inc. (“Google”). The
Plaintiffs’ expert witnesses were Dr. Richard Gilbert
(“Gilbert”), Emeritus Professor of Economics and Professor of
the Graduate School at the University of California, Berkeley,
and a Senior Consultant (Affiliate) at Compass Lexecon, an
economic consulting firm; and Dr. Orley Ashenfelter
(“Ashenfelter”), the Joseph Douglas Green 1895 Professor of
Economics at Princeton University.

Affidavits submitted by the Plaintiffs constituted the
direct testimony of four of their fact witnesses -- Grandinetti,
Naggar, Porco, and Turvey -- and both of their expert witnesses.
Apple had intended to call seven of Plaintiffs’ witnesses in its
own case -- Cue, Moerer, Murray, Reidy, Sargent, Saul, and

Young. Thus, these witnesses’ affidavits were also received
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during the Plaintiffs’ case in chief. The Plaintiffs subpoenaed
Shanks to testify at trial.?® Each of these witnesses appeared at
trial and was cross-—-examined.

The Plaintiffs also offered excerpts from the depositions
of John Makinson (“Makinson”), Chairman and CEO of the Penguin
Group, the parent company of Penguin; Arnaud Nourry (“Nourry”),
Chairman and CEO of Hachette Livre, the parent company of
Hachette; and Maja Thomas (“Thomas”), Senior Vice-President at
Hachette. Apple offered counter-designations as to Nourry and
Thomas.

During the presentation of its defense, Apple presented
affidavits constituting the direct testimony of three fact
witnesses and three expert economists. Apple’s fact witnesses
were Robert McDonald (“McDonald”), the manager of Apple’s U.S.
iBookstore; Theresa Horner (“Horner”), Vice President of Digital

Content for Barnesandnoble.com, a subsidiary of non-party Barnes

& Noble, Inc. (“Barnes & Noble”); and Madeline McIntosh
("“McIntosh”), Chief Operating Officer of non-party Random House,
Inc. (“Random House”). Apple’s expert witnesses were Dr.

Benjamin Klein (“Klein”), Professor Emeritus of Economics at the

University of California, Los Angeles, Senior Consultant at

3 Penguin settled these actions on the eve of trial and therefore
the affidavit constituting the direct testimony of Shanks, which
had been submitted with the Joint Pretrial Order, was not
offered at trial.
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Compass Lexecon, and President of EAC Associates, Inc.; Dr.
Michelle Burtis (“Burtis”), Ph.D., Senior Advisor at Cornerstone
Research, Inc., an economic and financial consulting firm; and
Dr. Kevin Murphy (“Murphy”), George J. Stigler Distinguished
Service Professor of Economics at the University of Chicago, and
Faculty Research Associate at the National Bureau of Economic
Research. Each of these witnesses, except McIntosh, appeared at
trial and was cross—examined. The Plaintiffs did not seek to
cross—examine McIntosh.

As noted, the bench trial was held from June 3 to June 20,
2013, and this Opinion presents the Court’s findings of fact and
conclusions of law. The findings of fact appear principally in
the following Background section, but also appear in the

remaining sections of the Opinion.

SUMMARY OF FINDINGS

The Plaintiffs have shown that the Publisher Defendants
conspired with each other to eliminate retail price competition
in order to raise e-book prices, and that Apple played a central
role in facilitating and executing that conspiracy. Without
Apple’s orchestration of this conspiracy, it would not have
succeeded as it did in the Spring of 2010.

There is, at the end of the day, very little dispute about

many of the most material facts in this case. Before Apple even



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 10 of 160

met with the first Publisher Defendant in mid-December 2009, it
knew that the “Big Six” of United States publishing -- the
Publisher Defendants and Random House (collectively, the
“Publishers”) -- wanted to raise e-book prices, in particular
above the $9.99 prevailing price charged by Amazon for many e-

book versions of New York Times bestselling books (“NYT

Bestsellers”) and other newly released hardcover books (“New
Releases”). Apple also knew that Publisher Defendants were
already acting collectively to place pressure on Amazon to
abandon its pricing strategy.

At their very first meetings in mid-December 2009, the
Publishers conveyed to Apple their abhorrence of Amazon’s
pricing, and Apple assured the Publishers it was willing to work
with them to raise those prices, suggesting prices such as
$12.99 and $14.99. Over the course of their negotiations in
December 2009 and January 2010, Apple and the Publisher
Defendants educated one another about their other priorities.
Apple strongly hoped to announce its new iBookstore when it
launched the iPad on, January 27, 2010, but would only do so if
it had agreements in place with a core group of Publishers by
that date, could assure itself it would make a profit in the
iBookstore, and could offer e-book titles simultaneously with
their hardcover releases. For their part, if the Publisher

Defendants were going to take control of e-book pricing and move

10
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the price point above $9.99, they needed to act collectively;
any other course would leave an individual Publisher vulnerable
to retaliation from Amazon.

Apple and the Publisher Defendants shared one overarching
interest -- that there be no price competition at the retail
level. Apple did not want to compete with Amazon (or any other
e-book retailer) on price; and the Publisher Defendants wanted
to end Amazon’s $9.99 pricing and increase significantly the
prevailing price point for e-books. With a full appreciation of
each other’s interests, Apple and the Publisher Defendants
agreed to work together to eliminate retail price competition in
the e-book markeﬁ and raise the price of e-books above $9.99.

Apple seized the moment and brilliantly played its hand.
Taking advantage of the Publisher Defendants’ fear of and
frustration over Amazon’s pricing, as well as the tight window
of opportunity created by the impending launch of the iPad on
January 27 (the “Launch”), Apple garnered the signatures it
needed to introduce the iBookstore at the Launch. It provided
the Publisher Defendants with the vision, the format, the
timetable, and the coordination that they needed to raise e-book
prices. Apple decided to offer the Publisher Defendants the
opportunity to move from a wholesale model -- where a publisher
receives its designated wholesale price for each e-book and the

retailer sets the retail price -- to an agency model, where a

11
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publisher sets the retail price and the retailer sells the
e-book as its agent.

The agency agreements that Apple and the Publisher
Defendants executed on the eve of the Launch divided New Release
e-books among price tiers. The top of each tier, or cap, was
essentially the new price for New Release e-books. The caps
included $12.99 and $14.99 for many books then being sold at
$9.99 by Amazon.

The agreements also included a price parity provision, or
Most~Favored-Nation clause (“MFN”), which not only protected
Apple by guaranteeing it could match the lowest retail price
listed on any competitor’s e-bookstore, but also imposed a
severe financial penalty upon the Publisher Defendants if they
did not force Amazon and other retailers similarly to change
their business models and cede control over e-book pricing to
the Publishers. As Apple made clear to the Publishers, “There
is no one outside of us that can do this for you. If we miss
this opportunity, it will likely never come again.”

Through the vehicle of the Apple agency agreements, the
prices in the nascent e-book industry shifted upward, in some
cases 50% or more for an individual title. Virtually overnight,
Apple got an attractive, additional feature for its iPad and a
guaranteed new revenue stream, and the Publisher Defendants

removed Amazon’s ability to price their e-books at $9.99. A

12
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detailed explanation of how Apple facilitated this conspiracy

and changed the face of the e-book industry follows.

BACKGROUND

Defendant Apple engages in a number of businesses, but as
relevant here it sells the iPad tablet device and distributes
e-books through its iBookstore. E-books are books that are sold
to consumers in electronic form, and that can and must be read
on a dedicated electronic device such as the iPad, the Barnes &
Noble Nook, or Amazon’s Kindle. The Publisher Defendants
publish both e-books and print books. The five Publisher
Defendants and Random House represent the six largest publishers
of “trade” books in the United States.® These six firms are
often referred to within the publishing industry as the “Big
Six.”® The Publisher Defendants sold over 48% of all e-books in

the United States in the first quarter of 2010.

* Trade books consist of general interest fiction and non-fiction

books. They are to be distinguished from “non-trade” books such
as academic textbooks, reference materials, and other texts.

> Titles from the Bix Six publishers accounted for over 90% of
all U.S. NYT Bestseller book sales in 2010. Random House is the
largest of the Big Six, followed, in descending order of size,
by Penguin, Simon & Schuster, HarperCollins, Hachette, and
Macmillan. When it comes to e-books, the largest of the Big Six
in early 2010 was Penguin, followed in descending order by
Random House, HarperCollins, Hachette, S&S, and Macmillan.

13
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A. Development of the E-book Market

Amazon’s Kindle was the first e-reader to gain widespread
commercial acceptance. When the Kindle was launched in 2007,
Bmazon quickly became the market leader in the sale of e-books
and e-book readers.® Through 2009, Amazon dominated the e-book
retail market, selling nearly 90% of all e-books.’

Amazon utilized a discount pricing strategy through which
it charged $9.99 for certain New Release and bestselling
e-books. BAmazon was staunchly committed to its $9.99 price
point and believed it would have long-term benefits for its
consumers. In order to compete with Amazon, other e-book
retailers also adopted a $9.99 or lower retail price for many
e-book titles.

Prior to April 2010, the Publishers distributed print and
digital books through a wholesale pricing model, in which a
content provider sets a list price (also known as a suggested
retail price) and then sells books and e-books to a retailer --
such as Amazon -- for a wholesale price, which is often a
percentage of the list price. The retailer then offers the book

and e-book to consumers at whatever price it chooses. Prior to

® The Nook was released two years later, in November of 2009,

offering some competition to Amazon. The iPad was released in
April 2010.

' At present, the largest U.S. retailers of trade e-books include

Apple, and non-parties Amazon, Barnes & Noble, Google, Kobo
Inc., and Sony Corporation.

14
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2009, many publishers set a wholesale price for e-books at a 20%
discount from the equivalent physical book wholesale price to
reflect the many cost savings associated with the distribution
and sale of e-books. For instance, there is no cost for the
printing, storage, packaging, shipping, or return of e-books.
With a digital book discount, Amazon’s $9.99 price point roughly
matched the wholesale price of many of its e-books.

B. Publishers’ Discontent with the $9.99 Price Point

The Publishers were unhappy with Amazon’s $9.99 price point
and feared that it would have a number of pernicious effects on
their profits, both in the short run and long-term. In the
short-term, the Publishers believed the low price point was
eating into sales of their more profitable hardcover books,
which were often priced at thirty dollars or more, and
threatening the viability of the brick-and-mortar stores in
which hardcover books were displayed and sold. Over the long-
term, they feared that consumers would grow accustomed to
e-books priced at $9.99 and that the $9.99 price point would
erode prices for all books, thereby threatening the business
model for the publishing industry. They believed that this low
price failed to reflect the true value of many books and also
failed to distinguish among books in terms of the effort
entailed to create and produce them and in terms of their

quality, however one might measure quality.

15
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The Publishers also feared Amazon’s growing power in the
book distribution business. They were concerned that, should
Amazon continue to dominate the sale of e-books to consumers, it
would start to demand even lower wholesale prices for e-books
and might begin to compete directly with publishers by
negotiating directly with authors and literary agents for rights
-— a process referred to as disintermediation.®

As a result, the Publisher Defendants determined that they
needed to force Amazon to abandon its discount pricing model.

As Hachette’s Young bluntly put it, they had to “defealt]

”

[Amazon’s] $9.99 pricing policy,” and prevent the “wretched
$9.99 price point becoming a de facto standard.”

C. January 2009-December 2009: Publisher Defendants Pursue
Strategies to Combat Amazon Pricing

Beginning in at least early 2009, the Publisher Defendants
began testing different ways to address what Macmillan termed
“book devaluation to $9.99,” and to confront what S&S’s Reidy
described as the “basic problem: how to get Amazon to change its
pricing” and move off its $9.99 price point. They frequently
coordinated their efforts to increase the pressure on Amazon and
decrease the likelihood that Amazon would retaliate -- an

outcome each Publisher Defendant feared if it acted alone.

¥ fact, as described below, Amazon announced a new initiative
in January 2010 that would assist authors in self-publishing
through A2mazon on the Kindle Digital Platform.

16
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One of the strategies that they employed was the
elimination of the existing discount on wholesale prices of
e-books. This meant that the wholesale price for e-books would
equal the wholesale price for physical books, and as a result,
the wholesale price that Amazon paid for an e-book would be set
at several dollars above Amazon’s $9.99 price point. This
tactic, however, failed to convince Amazon to change its pricing
policies and it continued to sell many NYT Bestsellers as loss
leaders at $9.99.°

The Publishers were not shy about expressing their
displeasure to Amazon about its $9.99 pricing. In February
2009, Penguin told Amazon that “their 9.99 model” was “not a
good sustainable one.” HarperCollins similarly warned Amazon
that it was “seriously considering changes to our discount
structure and our digital list prices for all retailers.” 1In
March 2009, Macmillan’s Sargent met with Amazon to express his
own concern with the $9.99 price point, and indicated that “all
the pubs” were talking about it. In June 2009, S&S’s Reidy
bluntly told Amazon that the $9.99 price point was “a mistake”
and that she would “continue to be vocal because she thinks it’s

terrible for the business.” In early December 2009, Hachette’s

® Among other strategies that two or more of the Publishers
discussed with each other were retail price maintenance,
mandatory minimum advertised pricing, and a joint venture to
sell e-books.

17
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Nourry met with Amazon’s Naggar, and told him that Amazon’s
$9.99 pricing posed a “big problem” for the industry. According
to Nourry, if Amazon raised e-book prices by even one or two
dollars it would “solve the problem.”

The Publisher Defendants did not believe, however, that any
one of them acting alone could convince Amazon to change its
pricing policy. They also feared that if they did not act as a
group, BAmazon would use its ever-growing power in the book
distribution business to retaliate against them. As a result,
the Publisher Defendants conferred about their need to act
collectively if they were to have any impact on Amazon'’s
pricing. As a Penguin executive reported to the Penguin Group
Board of Directors under the heading “competition and
collaboration,” it “will not be possible for any individual
publisher to mount an effective response” to Amazon “because of
both the resources necessary and the risk of retribution, so the
industry needs to develop a common strategy.”

Thus, as early as December 2008, Stefan von Holtzbrinck of
Macmillan and Hachette’s Nourry agreed “to exchange information
and cooperate very tightly on all issues around e-books and the
Kindle.” Nourry explained that “at the heart of our strategy”
are discussions among “top publishers” in the United States "“to
create an alternative platform to Amazon for ebooks.” He

observed, however, that the goal of these ventures is "“less to

18
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compete with Amazon than to force it to accept a price level
higher than 9.99.” During the Summer of 2009, Nourry came to
New York and met with the CEOs of Hachette’s competitors on June
29 and 30. Nourry reported after his first day of meetings that
“the movement is positive” with respect to Macmillan, S&S,
HarperCollins, and Penguin. While he expressed his continued
fear that Amazon’s pricing would lead to “selling content at 7$
. . . [1llike it works in the music business,” he was reassured
to know that “none of our competitors” wanted this to happen
either.

On a fairly regular basis, roughly once a quarter, the CEOs
of the Publishers held dinners in the private dining rooms of
New York restaurants, without counsel or assistants present, in
order to discuss the common challenges they faced, including
most prominently Amazon’s pricing policies. Before one such
dinner, Hachette’s Young promised Nourry that he would raise
with his competitors their options to confront the “potentially
dominant role played by . . . Amazon” in e-books, “in order to
control their strategy and pricing.” As Young put it, “I hate
[Amazon’s] bullying behavior and will be happy to support a
strategy that restricts their plans for world domination.”

As the Publisher Defendants’ CEOs testified, the Publishers
did not compete with each other on price; while they were

serious competitors, their preferred fields of competition were
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over authors and agents. Thus, they felt no hesitation in
freely discussing Amazon’s prices with each other and their
joint strategies for raising those prices.

In the Fall of 2009, Reidy explained to her superior at

Simon & Schuster’s parent company CBS Corporation, Leslie

Moonves (“Moonves”), that S&S was considering several different
options to “get Amazon to change its pricing.” As Reidy
explained,

we’ve always known that unless other publishers follow us,
there’s no chance of success in getting Amazon to change
its pricing practices. . . . And of course you were right
that without a critical mass behind us Amazon won’t
‘negotiate,’ so we need to be more confident of how our
fellow publishers will react if we make a move.”
Reidy assured Moonves, however, that she was “fairly sure that
at least two of them would quickly follow us” and would “keep
thinking of how to attack the problem (as we perceive it) of
current eBook pricing; as you realize, we think it’s too
important to ignore.” Reildy acknowledged to Moonves that “we
need to ‘gather more troops’ and ammunition first!”
In addition to raising the wholesale price of e-books,
another strategy that Publisher Defendants adopted in 2009 to

combat Amazon’s $9.99 pricing was the delayed release or

“withholding” of the e-book versions of New Releases, a practice

20
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that was also called “windowing.”!® By the end of 2009, four of
the Publisher Defendants -- Macmillan, Simon & Schuster,
Hachette, and HarperCollins -- had announced or implemented a
policy of windowing some of their most popular e-book titles on
Amazon. By making the more expensive hardcover version
available to the public before the lower priced e-book, the
Publisher Defendants hoped to protect the sales of New Release
hardcover books and to pressure Amazon to raise its e-book
prices. Sargent explained his support for withholding e-books
from Amazon in the following terms, “Right now it is all about
tactics while we try to get hardcovers over the artificially low
9.99 price point,” and “we need to do something to budge Amazon
from their current strategy.” Hachette’s Young similarly
believed that “windowing . . . was the only way we could deal
with Amazon selling off the family jewels.”

In order for the tactic of windowing to succeed, the
Publishers knew they needed to act together. That several
Publishers synchronized the adoption and announcement of their

windowing strategies was thus no mere coincidence. For example,

10 pyblishers had traditionally delayed the release of paperback

versions of hardcover books. This practice is known as
windowing. While the delayed release of some e-book titles,
particularly those of popular New Releases, is more technically
known as withholding, many in the publishing industry also
called it windowing, and that term will also be used in this
Opinion to refer to the delayed release of e-books as a strategy
employed by the Publisher Defendants to pressure Amazon to lift
its e-book prices.
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Hachette’s Young told Nourry in late Fall 2009, “[clompletely
confidentially, Carolyn [Reidy] has told me that they [S&S] are
delaying the new Stephen King, with his full support, but will
not be announcing this until after Labor Day.” Understanding
the impropriety of this exchange of confidential information
with a competitor, Young advised Nourry that “it would be
prudent for you to double delete this from your email files when
you return to your office.” When HarperCollins soon followed
with its own windowing announcement, delaying the digital

release of Sarah Palin’s Going Rogue, Hachette’s Nourry

congratulated Murray on his decision: “Well done for the Palin
book,” Nourry wrote, “and welcome to the Club!”

The Publisher Defendants’ synchronized windowing strategy
was publicly reported and tied to their discontent with Amazon’s

pricing. A Wall Street Journal article of December 9, entitled

“"Two Major Publishers to Hold Back E-Books,” reported that S&S
was windowing in order to “tak[e] a dramatic stand against the
cut-rate $9.99 pricing of e-book best sellers,” and that
Hachette would follow suit in an effort to “preserve our
industry” from authors’ work being “sold off at bargain-basement
prices.” The article’s author noted that “publishers have come
to fear that the bargain prices will lead consumers to conclude
that books are worth only $10, or less, upsetting the pricing

model that has survived for decades.” The article reported that

22



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 23 of 160

S&S was intentionally focusing its windowing efforts on its most
popular titles; as an S&S executive explained, she was concerned
that e-book sales were “cannibalizing new best-selling
hardcovers, which are the mainstay of the publishing business.”

A New York Times article of the same day entitled

“Publishers Delay E-book Releases,” described an even broader
effort among the Publisher Defendants to delay the digital
release of certain popular titles. It reported that
“[plublishers have been debating the timing of e-books in part
as a way to protest the low prices -- typically $9.99 -- that
online retailers like Amazon and Sony are offering on ebook
versions of new releases and best sellers.” It stated that at
least four Publishers -- S&S, Hachette, HarperCollins, and
Macmillan -- already had begun or announced an intention to
window e-books in the coming year. The article described the
economics of windowing and tied the strategy to the protection
of Publishers’ physical book business, stating that
Although publishers currently receive the same wholesale
price for an e-book that they receive for a print book
(meaning the retailer takes a loss on the sale of the most
popular e-books), publishing houses worry that eventually,
Amazon and other e-book retailers will pressure publishers
to take a smaller cut on e-books. In addition, since 95
percent of the business still comes from print booksellers,
the publishers want to prevent those retailers from

reducing orders.

The next day, the Wall Street Journal similarly announced

that others had joined the windowing movement, reporting that
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“HarperCollins Joins Ranks of Those Delaying E-Books,” as “the
debate over the timing and pricing of e-books heats up.” The
article stated that, beginning in early 2010, HarperCollins will
delay the release of “five to ten hardcover titles each month.”
It quoted Murray saying, “We have to believe that delaying the
e-book edition helped hardcover sales.” The article also
reported that Penguin was “watching the current situation with
interest.”

The three Publisher Defendants who had announced their
adoption of a windowing policy hoped that Macmillan, Penguin,
and Random House would join their campaign. As Nourry expressed
on December 6, in order “[t]o succeed our colleagues must
follow us.” Five days later, S&S’s Reidy advised Macmillan that
it would “love” for Macmillan “to join” Hachette, HarperCollins,
and S&S in windowing, and “fel[t] if one more publisher comes
aboard, everyone else will follow suit.” On December 15,
Macmillan announced that, starting in January, it would delay

1

release of most of its e-books for 90 days.! It was reported in

the Wall Street Journal on December 16.

This left only two of the Big Six not yet committed to
windowing. Penguin’s Makinson reported in December that
Hachette had started to “put a lot of pressure” on Penguin “to

join the windowing movement,” but Penguin refused to do so.

1 As it turned out, Macmillan never implemented this policy.
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Penguin’s McCall was well aware that “[i]f other publishers
don’t follow suit” with windowing, Amazon’s $9.99 “predatory
pricing will continue, and we’ll lose.” When Penguin and Random
House chose not to join their competitors and delay the release
of e-books, Hachette’s Young found their refusal “deeply
divisive and disappointing.”

Even though by the Winter of 2009, four of the Publisher
Defendants had delayed the release of some e-books or announced
an intention to so, they knew that windowing was not a long-term
solution to Amazon’s $9.99 pricing model. Among other things,
windowing carried serious risks. As Sargent recognized,
windowing was “really bad” because it encouraged piracy. Reidy
noted that windowing “did not seem the wisest course” since “it
doesn’t seem smart to penalize the eBook reader: we in fact want
to encourage eBook purchases, so long as we can maintain our
margins and income.” She feared that windowing could “alienate
an entire portion (and a growing one) of our audience.” As
Sargent admitted to an author on December 14, while windowing
could be used as a short-term tactic, “[w]indowing is entirely
stupid,” and “actually makes no damn sense at all really.” As a
Penguin study showed, when a Publisher delayed the release of
e-books, its sales never recovered. The lost customers neither
bought the print book at a higher price nor returned to purchase

those e-books when théy finally became available.
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Sargent, for one, hoped that over time Publishers would be
able to move to a system of simultaneous release of e-books with
their physical counterparts, but at a higher price point of
between $12.95 and $14.95. 1In order to do so, the Publishers
would need to find a way to gain long-term control over pricing,
including on Amazon. “The questions is,” Sargent wondered, “how
to get there?” Other Publisher Defendants envisioned even
higher price points for e-books, but pondered the same
fundamental dilemma. It was in this context that Apple arrived
on the scene and provided the Publisher Defendants with the
means to achieve their shared goal.

D. Apple’s Development of iBooks

Apple is one of America’s most admired, dynamic, and
successful technology companies. Its innovative devices are
immensely popular not only in this country but around the world.
But, as of 2009, Apple had no e-bookstore. Consumers could read
e-books on Apple’s devices through third party software, such as
apps, but Apple did not yet have its own e-reading software or
e-bookstore with a collection of books available for purchase.

Apple did not have an e-bookstore in 2009 because it did
not yet have a device that its founder Steve Jobs (“Jobs”)
believed would be a great e-reader. He demanded no less before
he would invest his company’s energies in e-books. That was

about to change.
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In 2009, Apple was close to unveiling the iPad. With this
revolutionary tablet, Apple was able to contemplate the arrival
of its first great device for reading e-books. Therefore, under
the direction of Apple’s Cue, Moerer and others began studying
the e-book industry. As of 2009, Cue had worked at Apple for
twenty years and had played a major role in creating Apple’s
content stores, beginning with Apple’s Online Store in 1998, the
iTunes Store in 2003, and the App Store in 2008. Since 2004,
Cue had been responsible for running all of Apple’s digital
content stores and had led Apple’s negotiations in its deals
with major content providers.

By June, Cue’s team had assembled data that showed that the
book market in North America was larger than the music market.
The book industry was estimated to be roughly $35 to $42 billion
in size, with trade books comprising $12.5 billion of that
figure. While trade e-books accounted for just $100 million or
so of those numbers, that market was growing at an exponential
rate. Apple’s McDonald predicted that the e-book market could
reach nearly $1 billion in 2010.

Apple, of course, knew that Amazon was the dominant
e-retailer (“e-tailer”) of books. While part of Amazon’s
success could be attributed to its Kindle, Apple understood that
another reason for Amazon’s success in the e-book market was its

low prices. As of that time, Apple had little experience with
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competing on price when selling content; indeed, it considered
itself a price “leader” in selling music, apps, and other
content.

It was also clear to Cue that “all the content owners hate

Amazon.”!?

As early as February 2009, Cue recognized that “[t]he
book publishers would do almost anything for us to get into the
ebook business.” Apple had also discovered analyst reports in
June 2009 that indicated that a price of $12.99 could be a more
profitable price point for e-books than Amazon’s $9.99.

By November 2009, Apple had compiled a “Business Outlook”
for audio book and e-book opportunities. It concluded that
selling e-books as individual apps was “flawed.” It was at that
relatively late date that Jobs authorized Cue to pursue the
development of a dedicated Apple e-bookstore (the “iBookstore”)
for the iPad. Apple planned to demonstrate the iPad to the
public at the Launch on January 27, 2010, and planned to ship
the devices to stores in early April 2010.

Apple believed that the iPad would be a transformational
e-reader. In contrast to the black-and-white e-reader devices
on the market at the time, the iPad would have the capacity to

display not only e-book text but also e-book illustrations and

photographs in color on a backlit screen. The iPad would also

12 cue attributed the Publishers’ hatred of Amazon to Amazon
“leveraging [its] force in physical [books] to force [the
Publishers] into bad deals” in e-books.
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have audio and video capabilities and a touch screen, which
Apple believed would be seen by readers as a particularly
attractive feature.

Even though the iPad Launch would happen with or without an
iBookstore, Apple did hope to announce its new iBookstore at the
Launch. This would ensure maximum consumer exposure and provide
a dramatic component of the Launch. But, this left Cue with
less than two months for Apple to acquire enough content to
create a viable Apple e-bookstore, and that period included the

3 As a result, Apple

Christmas and New Year holidays.!
streamlined its efforts and concentrated on executing agreements
with the Big Six Publishers for trade e-books. It would broaden
its campaign to add more publishers and to include other kinds
of e-books, including textbooks and every other kind of e-book,
after the Launch.

Cue also had his own reasons for working hard to make the
iBookstore a reality in time for the Launch. He was, of course,
an able and experienced negotiator. He took pride in all he had
achieved for Apple and wanted to succeed in adding an

e-bookstore to its other content domains. Cue believed that

with the introduction of the iPad the iBookstore held the

13 The record does not reveal when Apple began to develop the
software for the iBookstore, but it is clear that Apple was
intensely engaged in that development throughout this two month
window.
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potential to be another rousing success for his company. But,
beyond professional pride, Cue had more personal reasons for
making the iBookstore a reality in record-breaking time. Cue
knew that Jobs was seriously ill and that this would be one of
his last opportunities to bring to life one of Jobs’s wvisions
and to demonstrate his devotion to the man who had giveﬁ him the
opportunity to help transform American culture.

E. December 15 to 16, 2009: Apple’s First New York Meetings
with Publishers

Beginning on December 8, 2009, Cue’'s team contacted the
Publishers to set up meetings the following week to discuss an
“extremely confidential” subject. Apple made it clear in these
calls that it would be trying to meet with each of the Big Six
CEOs on its whirlwind trip to New York City.

Bpple’s requests for meetings in New York was an exciting
turn of events for the Publishers and prompted a flurry of
telephone calls among them. They speculated about how they
might turn Apple’s entry into the e-book business to their
advantage in their battle with Amazon. They were well aware of
the press reports that Apple would be announcing the arrival of
another revolutionary device. Reidy, Murray, and Young
exchanged at least five telephone calls on December 10 and 11
alone. These calls among the Publisher Defendants’ CEOs would

continue and intensify at critical moments during the course of
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the Publishers’ ensuing negotiations with Apple.'! See
Appendix A.

Even before it met with any of the Publishers on December
15, Apple already knew several things that are important to the
events that would unfold in the coming weeks. As previously
described, Apple understood that the Publishers wanted to
pressure Amazon to raise the $9.99 price point for e-books, that
the Publishers were searching for ways to do that, and that they
were willing to coordinate their efforts to achieve that goal.

By December 15, the Wall Street Journal and New York Times

articles of December 9 and 10 had described the windowing
commitment made by three of the Big Six. Cue viewed the e-book
market at the time to be dysfunctional and ripe for Apple’s
arrival.

For its part, Apple had decided that it would not open the
iBookstore if it could not make money on the store and compete

effectively with Amazon.'® Apple knew that it needed access to a

% The telephone calls among the Publisher Defendants during the

period of their negotiations with Apple represented a departure
from the ordinary pattern of calls among them. By contrast,
there was only one telephone call made between these CEOs during
the week prior to Apple’s first contact with the Publishers on
December 8.

13 some months earlier, Apple had considered proposing to Amazon
that they simply divide the e-market for books and music, with
iTunes acting as “an ebook reseller exclusive to Amazon and
Amazon becom[ing] an audio/video iTunes reseller exclusive to
RApple.”
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large number of titles. It was unwilling to allow e-books to be
windowed at any Apple store. Apple also preferred to sell
e-books at prices below their physical counterparts, although
that object largely fell by the wayside in the coming weeks.
Prior to meeting with the Publishers, Apple assumed that it
would purchase e-books from them under the wholesale model and
resell them, in line with the arrangement Apple used to obtain
movies and TV shows for resale through its iTunes store.

As a master negotiator, Cue came well prepared for his
meetings. He knew how to convey Apple’s conditions for entry
and at the same time give the Publishers an incentive for
entering, almost overnight, into a partnership with Apple. He
decided to entice the Publishers by conveying an unambiguous
message that Apple was willing to sell e-books at prices up to
$14.99, that is, at a price point $5 above BRmazon’s price for
many New Releases and NYT Bestsellers.

Cue, Moerer, and their in-house attorney Saul met
separately with Hachette, Penguin, and Random House on December
15, and with HarperCollins, Macmillan, and S&S on December 16.
If there was one Publisher that Apple most desired to have in
its iBookstore, it was Random House, the largest Publisher. As
events unfolded, however, that would be the only Publisher who

declined to join the iBookstore before the Launch.
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Following a script, Apple conveyed in each of these
meetings that it hoped to be able to begin selling e-books
through an e-bookstore within the next 90 days as a feature on a
new web-enabled machine. Apple expected that its entry into the
market with an iBookstore on this device would help make books
“cool” for the iTunes generation and quickly make Apple the
vehicle through which a significant percentage of e-books were
sold.

Cue emphasized that Apple would only launch an e-bookstore
if it got all of the major Publishers to sign on. As Cue
intended, each of the Publishers understood that this was a
reference to the Big Six.

The parties exchanged thoughts about a workable business
model in these meetings. Apple learned that current wholesale
prices for e-books typically fell in the range of $13 to $15,
and some were even sold at prices as high as $17.50. Cue told
Publishers that they would need to lower their wholesale prices
for Apple if Apple were to enter the business. In order for
Bpple to compete with Amazon it needed to be able to price e-
books as cheaply as Amazon did, and it was not willing to pursue
a strategy of loss leaders. As Reidy recorded, Apple expressed
that it “cannot tolerate a market where the product is sold

significantly more cheaply elsewhere.”

33



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 34 of 160

Well aware of the Publishers’ experimentation with
windowing, Apple also told Publishers that it opposed windowing;
it believed that withholding e-books alienated customers and led
to piracy. Random House and Macmillan agreed, telling Apple
that they believed windowing was “a terrible, self-destructive
idea,” even though Macmillan admitted that it might be
considering “holdbacks” on some NYT Bestsellers.

Hachette and later HarperCollins surprised Apple with their
suggestion that, instead of a wholesale model, Apple adopt an
agency model for the distribution of e-books. Hachette told
Apple that it had already discussed switching to an agency model
with Barnes & Noble and had concluded that it was an attractive
business model for selling e-books.'® During these meetings, Cue
rejected the idea. Within days, however, he would reconsider
their suggestion.

Mainly, however, the Publishers told Apple how unhappy they
were with Amazon’s $9.99 price point. Every Publisher with whom
Apple met lamented Amazon’s pricing New Releases and NYT
Bestsellers at $9.99. Several of them made clear that they were
actively searching for a way to gain more control over pricing

and were implementing tactics they did not enjoy, like

¢ Hachette’s Thomas had spoken to a HarperCollins executive on
December 10, in advance of their meetings with Apple, regarding
exploring agency as an alternative business model.
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windowing, in an attempt to effect the change that was of utmost
importance to them.

For example, Penguin in its meeting with Apple shared its
view that a $9.99 e-book was not a “sustainable model.” The
next day, S&S frankly admitted “hating” Amazon pricing, and
HarperCollins revealed that it was interested in the agency
model in order “to fix Amazon pricing.” HarperCollins advocated
that e-book prices be set in the range of $18 to $20, which Cue
viewed as utterly unrealistic. Listening to the Publishers, Cue
understood that they were afraid that Amazon’s pricing strategy
threatened their overall business.

Apple, in turn, assured the Publishers that it was not
interested in entering the e-book market by pursuing a low-price
strategy. Apple opined that $9.99 was not yet “engrained” in
the consumer mind, and suggested in each meeting pricing e-books
at between $11.99 and $14.99. The Publishers were thrilled.
Macmillan agreed immediately with Apple’s suggested $14.99
retail price for New Releases.

As Cue promptly reported to Jobs on December 15, after he
had completed the first three of his six meetings, “[c]learly,
the biggest issue is new release pricing and they want a
proposal from us.” Cue was confident that he would be able to
build the iBookstore in time for the Launch. As he told Jobs,

“[n]othing scared me or made me feel like we can’t get these
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deals done right away.” In his view, the Publishers had been
“ecstatic” about what Apple’s arrival could mean for “their
industry.”

On the heels of their initial meetings with Apple, the
Publisher Defendants enthusiastically shared the good news that
BApple was willing to enter the e-book market with a
significantly higher price point for newly-released e-books. On
December 17, Reidy reported the “[t]errific news!” to Moonves
that Apple was entering the e-book market and “was not
interested in a low price point for digital books.” Reidy
understood that “they [Apple] don’t want Amazon’s $9.95 to
continue.” Hachette’s Nourry similarly told Cue after their
initial meeting that he was glad it appeared “our business
interests are very much aligned.” HarperCollins later reflected
that Apple was the Publishers’ “best partner” because it
“do[es]n’t like deep discounting.”

Several of the Publishers hashed over their meetings with
Apple with one another. After Young had met with Apple but
before S&S had its meeting, Young could not resist calling Reidy
to share the wonderful news that the “Top Man” at Apple opposed
$9.99 pricing. He hesitated to say more because S&S would be
meeting with Apple the following day, and he did not want to
“spoil [the] fun.” Young and Reidy promised to “check in” with

each other after S&S had its meeting with Apple, and did so in
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several calls over the course of the next two days.’ At a
breakfast meeting, Penguin’s Makinson discussed the Apple
meetings with Hachette’s Nourry. On December 17, Rupert
Murdoch, Chairman and CEO of HarperCollins’ parent company News
Corp, relayed to Random House that Apple would soon be launching
an e-reader and would be “selling books at 15 dollars.” Charlie
Redmayne, a HarperCollins’ digital officer, bluntly suggested to
Murray immediately after their meeting with Apple on December 16
that they coordinate a response to Apple with the other
Publishers. As Redmayne wrote, in light of their “[g]reat
meeting . . . I wou[]ld talk to the other CEO’s early and look
to present in early Jan.”

F. Apple Switches Gears and Presents An Agency Model with
30% Commission

Having received an enthusiastic reception from the
Publishers, the Apple team returned to Apple’s headquarters in
Cupertino, California and quickly absorbed what it had heard.
One idea that it considered proposing to the Publishers, but
rejected, was an across-the-board 25% discount for e-books off
the wholesale price for physical books. With many NYT
Bestsellers having a $12 wholesale price for the hardcover book,

this would allow a $9 digital wholesale price, which Apple’s

" On December 15, Hachette’s Young spoke to S&S’s Reidy by
telephone prior to his meeting with Cue. On December 16, Reidy
called Young just minutes after her meeting with Cue had ended.
The next day, the two exchanged three calls.
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Moerer thought should be “acceptable” to the Publishers for all
of their e-books with the possible exception of a few
blockbusters.

Cue quickly decided, however, to go a different route.
Unless the Publishers agreed to lower wholesale prices for
e-books, Apple would run the risk of losing money if it tried or
was forced to match Amazon’s pricing to remain competitive. The
wholesale model also allowed the Publishers to try to control
digital book prices by windowing e-books. As Apple had
expressed to the Publishers, it strongly believed that
withholding content would interfere with the growth of the
digital market and was inconsistent with its business goals and
practices. Apple thus embraced the model that Hachette and
HarperCollins had proposed -- the agency model. Apple was
already familiar with this model since it used the agency model
to sell apps through its App Store.

BApple realized that the recent turmoil in the digital book
business strengthened its hand in proposing this new business
model to the Publishers. Apple did not have to open an e-
bookstore when it launched the iPad; it could add the iBookstore
later. On the other hand, the Publishers were searching for an
alternative to Amazon’s pricing policies and excited about
BApple’s entry into the e-book industry and the prospect that

that entry would give them leverage in their negotiations with
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Amazon. Apple appreciated that, in the words of Macmillan’s
Sargent, the Publishers viewed Apple as “offer[ing] the single
best opportunity [they] would ever have to correct the imbalance
in our e-book market.”

Bpple settled on an agency model with a 30% commission, the
same commission it was using in its App Store. Agency would
give the Publishers the control over e-book pricing that they
desired, and ensured that Apple would make a profit from every
e-book sale in its iBookstore without having to compete on
price. Apple realized, however, that in handing over pricing
decisions to the Publishers, it needed to restrain their desire
to raise e-book prices sky high. It decided to require retail
prices to be restrained by pricing tiers with caps. While Apple
was willing to raise e-book prices by as much as 50% over
Bmazon’'s $9.99, it did not want to be embarrassed by what it
considered unrealistically high prices.

The agency model presented one significant problem. BApple
wanted its iBookstore to be a rousing success. For that to
happen, Apple needed not only content but also customers. Apple
realized that if it moved to an agency model with the
Publishers, Apple would be at a competitive disadvantage so long
as Amazon remained on the wholesale model and could price New
Releases and NYT Bestsellers at $9.99, or even lower to compete

with Apple. Since it was inevitable that the Publishers would
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raise e-book prices when given the opportunity -- indeed, Apple
expected the Publishers to raise the prices to the tier caps --
e-books priced at $9.99 by Amazon would doom the iBookstore.
Why would a consumer buy an e-book in the iBookstore for $14.99
when it could download it from Amazon for $9.997?

To ensure that the iBookstore would be competitive at
higher prices, Apple concluded that it needed to eliminate all
retail price competition. Thus, the final component of its
agency model required the Publishers to move all of their
e-tailers to agency. Apple expected that this proposal would
appeal to the Publishers. After all, it would allow them to
“fix” their “problem” with Amazon’s pricing.

Apple’s first meetings with the Publishers in New York had
occurred on a Tuesday and Wednesday. Just three days later, on
Saturday, Cue was ready to test drive his agency model and hear
preliminary reactions from the Publishers. On December 19, Cue
emailed three of the six Publishers’ CEOs to set up thirty
minute meetings for the following Monday or Tuesday to “update
you [on] all my findings and thoughts.” Cue already knew from
the meetings earlier in the week that Hachette and HarperCollins
were enamored of the agency model and did not contact them again
at this stage. He had pegged Penguin’s CEO as a “follower,” and
chose to hold off on contacting him. After all, Penguin and

Random House were the only Publishers that had not publicly
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announced any plans to withhold e-books from Amazon. Cue
decided instead to test his proposal with S&S, Macmillan, and
Random House.

Cue chose these three Publishers carefully. He considered
Reidy a real “leader” among her fellow CEOs. He was not wrong.
As described below, she was instrumental in convincing both
Penguin and Macmillan to sign up with Apple when they were
wavering. She was in frequent contact with Young, Shanks and
Sargent at every critical juncture in the weeks before the
Launch.

Cue reached out to Macmillan’s Sargent for a different
reason. He had been impressed with Sargent’s personal history,
in particular his family’s storied connection with the

® Cue believed that a partnership with

publishing industry.?!
Macmillan would add caché. But, most importantly, Cue wanted
the largest Publisher, Random House, to come on board.

Cue succeeded in speaking with key executives from each of
these three Publishers early the following week. He explained
that he had met with all of the Big Six the preceding week, and
had come to the conclusion that the way forward would involve

four components. First, the e-book “industry” needed to move to

the agency model, which would allow the Publishers to set the

' sargent’s father, John Turner Sargent, Sr., was the President
and CEO of the Doubleday & Company publishing house from 1963 to
1978, and led the company’s expansion into an industry giant.
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prices and introduce what Cue euphemistically termed “some level
of reasonable pricing.” Second, Apple would need a 30% margin
on e-books sold through Apple. Third, he proposed setting
prices for New Release e-books at $12.99, that is, $3 over
Amazon’s $9.99 price. Finally, to remove all retail price
competition, the Publishers would have to adopt the agency model
for all of their e-tailers.

Reidy described her conversation with Cue in a detailed
email to colleagues at S&S that day. According to Reidy, Cue
“didn’t think anything [other than the agency model] would keep
the market from its current pricing ‘craziness.’” Reidy did not
hesitate over the suggestion that the industry as a whole be
moved to an agency model; Reidy had replied to Cue, “if we make
these our terms, then they are our terms.” Overall, Reidy was
intrigued, but worried that the 30% commission for Apple would
be too “steep.”

Markus Dohle (“Dohle”), Chairman and CEO of Random House at
the time, similarly described his conversation with Cue to
colleagues at Random Housg. Dohle reported that Cue “thinks
that book prices are becoming too low -- he is worried about the
consumer perception. Therefore he suggests an ‘agency model.’”
Eliminating price competition with Amazon was essential to Cue
since “[h]e assumes that if we find a new TOS [terms of sale,

wholesale] model which would provide A[pple] with an acceptable
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margin, Amazon would lower the prices again following

their loss leader[] strategy.” As Dohle reported, when he
expressed concern about Amazon’s willingness to accept an agency
model, Cue suggested that “windowing could be used to establish
a distributor [agent] model” if Amazon balked.

Shortly after his conversation with Cue, Sargent wrote to
Cue to suggest a pricing strategy that would allow Publishers to
price some e-books at $19.95, but that “put the majority of new
releases at the 14.95 or 12.95 price points.” Introducing the
concept of a dual model, an idea that would continue to have
appeal for Sargent in the following weeks, Sargent also
suggested that Apple offer two alternative terms of sale -- a
“30% agency model with no windowing,” and “[a] [d]iscount model
that includes windowing” -- allowing each Publisher to “decid[e]
which model to buy under.” Sargent later reflected to another
Macmillan executive that he believed this dual approach ™ [w]ould
force Amazon’s hand.”

On December 21, Cue advised Jobs that his talks with the
Publishers had gone “well and everyone understood our position
and thought it was reasonable.” Cue observed that the
Publishers recognized “the plus” of moving to an agency model,

19

namely it “solves Amazon issue. On the “negative” side, they

1% cue asserted at trial that “solves Amazon issue” referred to
pricing e-books in the iBookstore above $9.99, and was not a
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were troubled by a commission for Apple that was as high as 30%.
That gave the Publishers a “little less” than they would like.
As of that point, Cue believed that the Publishers were willing
to pursue a strategy of moving all of their e-tailers to the
agency model, and in fact several Publishers had told him so.
The Publishers believed, however, that a $12.99 price for an
e-book would be too low if the physical book sold for more than
$35. Cue reported that he had urged them to focus “on the other

99% and we can figure out how to solve the exceptions” later.

reference to raising prices across the industry or eliminating
Amazon’s ability to set prices. Indeed, Cue protested at trial
that, throughout its negotiations with the Publisher Defendants,
Apple was concerned only with the pricing that would prevail in
the iBookstore and sought only to “fix” Amazon’s pricing or
“solve the Amazon issue” in its own e-bookstore. In this and
several other aspects of Cue’s testimony, regrettably, he was
not credible. The documentary record and the commercial context
of the negotiations leave room for no other conclusion. Apple’s
pitch to the Publishers was -- from beginning to end -- a vision
for a new industry-wide price schedule. Any other course would
have left the Publishers wvulnerable to Amazon’s pricing
strategies and would have forced Apple to compete on price.
Accordingly, Cue’s repeated assertion at trial that his sole
“focus” was on thinking about the agency deals and their effects
“from an Apple point of view,” cannot be taken at face value.

As a savvy negotiator he knew how to place himself in the
Publishers’ shoes, understand their interests, and appeal to
their concerns, as he eventually admitted toward the end of his
testimony. Cue recognized that the Publishers were consumed
first and foremost by a desire to eliminate Amazon’s $9.99 price
for e-books across the market. His colleagques, including Saul,
acknowledged that they understood at the time that Apple could
not solve the Publisher’s problem with $9.99 if the Publishers
left Amazon on wholesale. Thus, Cue and his team found a way to
solve the “Amazon problem” for the Publishers; not just “as to
Apple,” but industry-wide.
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Buoyed by the reactions of the three Publishers to Apple’s

proposal that the entire e-book industry be converted to an

agency model -- with higher prices for e-books, a 30% commission
for Apple and no retail price competition -- Cue’s team turned

their energies toward fleshing out a structure for this
arrangement. They entered the Christmas break with every hope
that an iBookstore could be announced at the Launch.

G. Apple’s Term Sheet: All E-tailers to Agency and Pricing
Caps

Shortly after the Christmas holidays, Cue wrote to each of
the Publishers to present Apple’s term sheet. On January 4 and
5, the first Monday and Tuesday in the new year, Cue wrote six
essentially identical emails.?® Only the introduction varied.
For the three Publishers with whom he had talked in late
December, Cue began his emails with, “As we discussed.” For the
other three, he began with the following comment: “After
talking to all the other publishers and seeing the overall book
environment, here is what I think is the best approach for
ebooks . 2!

In these emails, Cue recapped the key components of Apple’s

proposed agency model. It included the elimination of retail

20 cue sent emails to Macmillan, S&S, Random House, and Hachette
on January 4. Cue’s emails to Penguin and HarperCollins were
sent on January 5.

2l por reasons unknown, Cue sent two emails to Macmillan, one
with each greeting.

45



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 46 of 160

price competition and raising many e-book prices by at least $3.
Cue wrote, “Just like the App Store, we are proposing a
principal-agency model with you, where you would be the
principal and iTunes would sell your product as your agent for
your account. In exchange for acting as your agent iTunes would
get a 30% commission for each transaction.” For “hardback
books” that retail for less than $35, the Publisher would set a
price for an e-book at any price up to $12.99; for trade or
mass-market paperback books, the price would be capped at $9.99;
and for any book that retailed above $35, the e-book price would
be capped at $14.99 and increments of $5 above that. Cue added
that a “realistic” price for an e-book would be less than 50% of
the retail price for the hardcover book. He emphasized that “to
sell e-books at realistic prices . . . all resellers of new
titles need to be in agency model.” 1In closing, Cue reiterated
that Apple “think[s] these agency terms accomplish[] all the
goals we both have.”

It was as apparent to the Publishers as ic was to Apple
that Apple’s proposal would only allow the Publishers to raise
the consumer prices for e-book versions of their key titles
above Amazon’s $9.99 price point to the proposed price caps if
they moved Amazon and their other e-tailers to agency. Reidy
immediately advised her S&S colleagues that she was “in total

agreement” that the “[a]gency model should hold for all
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retailers; these would become our terms.” Reidy’s notes on her
copy of Cue’s e-mail captured the benefits she saw accruing from
Apple’s proposal. The ability to raise e-book prices and
protect the physical book business was front and center. Her
notes read: “Higher price slows Ebks/casual purchaser/keeps
retailers/stops authors leaving.”

In the conversations that followed the dissemination of the
term sheet, Publishers told Apple that the proposed price caps
were too low. Apple reiterated that it would not tolerate
windowing, it did not want to lose money, and it did not want
any price competition. It advocated for an industry-wide
adoption of the agency model as “the only way” to “move the
whole market off 9.99.”7

H. Creation of the MFN Clause

One week after it distributed the term sheet, Apple
distributed a draft contract. During the intervening week,
however, Cue’s thinking about how to achieve an industry-wide
shift to the agency model changed. His in-house counsel had
been working on an alternative way to reach that goal that was
even more effective in protecting Apple’s interests. Saul
proposed using an MFN clause for retail prices. The MFN
guaranteed that the e-books in Apple’s e-bookstore would be sold

for the lowest retail price available in the marketplace.
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Apple had used an MEFN in one of its music agreements, but
the music had been purchased under a wholesale model. Apple’s
use of an MEN for a retail price was a unique feature of its
e-book agency agreements.

By combining the MFN with the pricing tiers, the pricing
discretion Apple gave to the Publishers with one hand, it took
away with the other. While Publishers could theoretically raise
e-book prices in the iBookstore above the $9.99 price point to
the top of the Apple pricing tiers, unless the Publishers moved
all of their e-tailers to an agency model and raised e-book
prices in all of those e-bookstores, Apple would be selling its
e-books at its competitors’ lower prices. Using Saul’s
characterization, the “elegant” solution presented by the MFN
accomplished all of Apple’s objectives. It eliminated any risk
that Apple would ever have to compete on price when selling
e-books, while as a practical matter forcing the Publishers to
adopt the agency model across the board. As Cue admitted to
colleagues in Britain in the Spring, “any decent MFN forces the
model . ”??

Cue had an opportunity to explain the concept of the MFN to
Moerer on January 10. Moerer had been speaking with Random

House, which was increasingly skeptical of Applie’s proposals,

22 Cue’s words are captured in a colleague’s memorandum. At
trial, Cue denied that he had actually spoken in those terms.
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and he wanted Cue’s advice on how to respond to several of its
questions. One question was, “Are we willing to accept an

agency model if other retailers continue a standard wholesale
model for new releases without holdbacks?” Cue responded, “We

).?* What we care

are (I don’t think we can legally force this
about is price so the contract will say we get it at 30% less
whatever the lowest retail price out in the market is (whether
agency or wholesale).”

With the adoption of the MFN, Apple dropped from the agency
contract it was drafting the explicit requirement that had
appeared in its term sheet that all e-tailers be placed on an
agency model. But, Apple did not change its thinking. It
believed that the Publishers should still move their e-tailers
to agency, and in the weeks that followed, it made sure that
happened. Cue was able to report to Jobs on January 13, three
days after his e-mail exchange with Moerer, that at least two of
the Publishers had agreed to “go [to the] agency model for new
releases with everyone else.” Thus, despite the fact that it

would tell Random House during its increasingly difficult

negotiations that it could accept a hybrid model where Random

23 Apple takes the position that Cue’s explanation that it
couldn’t “legally force” the Publishers to place all of their
e-tailers on an agency contract is not a reference to the
lawfulness of such a requirement, but is instead a reference to
Apple’s skepticism that it could legally enforce the clause
against any Publisher who reneged on its commitment. It is
unnecessary to resolve this ambiguity.
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House moves to agency with Apple but stays on wholesale with
some retailers, there is no evidence that Apple ever
communicated to any of the Publisher Defendants that they were
free to leave their other retailers of e-books on a wholesale
model or that Apple ever rescinded its demand that each of them
move to an agency arrangement with all resellers.?*

As described above, Apple, quite simply, did not want to
compete with Amazon on price. Apple was confident that the iPad
would be a revolutionary and wildly popular device. It was
happy to compete with Amazon on that playing field, where it
believed its strength resided. It would match its device -- the
iPad -- against the Kindle. As HarperCollins executive Robert
Zaffiris observed on January 20, “Apple is cutting a blanket
agency deal to level the playing fieid and ultimately compete in
two areas they feel good about -- technology and iTunes.”

I. January 11: Apple Distributes Draft Agency Agreements

On Monday, January 11, Apple sent its proposed eBook Agency

Distribution Agreement (“Draft Agreement”) to each of the

24 A great deal of time was spent at trial trying to understand a

series of five emails drafted by Jobs on January 14. Cue wanted
Jobs’s approval for higher price caps, and Jobs’s emails show
that he was quite concerned about the profitability of the
iBookstore. Jobs’s final email in the chain indicates that the
Publishers need to “move Amazon to the agent model too for new
releases for the first year. 1If they don’t, I'm not sure we can
be competitive.” The e-mails were addressed to Cue and he
denies ever receiving any of them, including the last in the
series.
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Publishers. With the iPad launch just sixteen'days away, Cue
told Jobs that his “goal” was to “get at least 2 of them to sign
this week.”

The Draft Agreement contained all of the essential elements
of the contracts that the Publisher Defendants would accept two
weeks later, including a “day and date” commitment to prohibit

® price tiers, the 30%

windowing on the Apple iBookstore, ?
commission, and the MFN. Although the Publisher Defendants were
able to negotiate around the edges, none of the material terms
of the contract changed. Apple insisted that its agency
contract be uniform. It assured the Publisher Defendants that
they would all be getting the same terms, as would every other
publisher who decided to sell e-books through the iBookstore.

In the end, each of the Publisher Defendants simply had to
decide whether they wanted to take this opportunity to raise the
price of e-books or not. The risks of acting and of failing to
act were similarly large. As explained below, if a Publisher
accepted Apple’s terms it was bound to lose some of the revenue
it would otherwise make from selling e-books, and could be
assured that it would incur the wrath of Amazon. If the

Publisher declined to join Apple it would lose this particular

opportunity, backed by Apple, to confront Amazon as one of an

2> The day and date commitment required Publishers to give Apple
e-books on the same date they released physical books.
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organized group of Publishers united in an effort to eradicate
the $9.99 price point.

In the two intervening weeks before the Launch, Apple and
the Publishers engaged in intensive negotiations. Apple’s Cue,
Moerer, and Saul stayed in New York for the nine days
immediately preceding the Launch to conclude the negotiations.
Up until the very end, it was not clear precisely how many of
the five Publisher Defendants would agree to execute the agency
contract with Apple.

By all accounts, the negotiations were tough, particularly
because Apple made few concessions. The Apple team reminded the
Publishers though that this was a rare opportunity for them to
achieve control over pricing. As Cue put it bluntly to
Hachette, the agency model proposed by Apple was “the best
chance for publishers to challenge the 9.99 price point.” Some
of the discussions regarding three contract terms -- the MFN,
tﬁe 30% commission, and the pricing tiers -- are described here.

1. MFN Negotiations

The MFN clause required publishers to match in Apple’s
iBookstore any lower retail price of a New Release offered by
any other retailer. The proposed MFN read: “If, for any
particular New Release in hardcover format, the then-current
Customer Price at any time is or becomes higher than a customer

price offered by any other reseller (“Other Customer Price”),
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then Publisher shall designate a new, lower Customer Price to
meet such lower Other Customer Price.” Customer Price was
defined as “the price displayed to the [customer] on the [Apple]
Online Store, as designated by [the] Publisher for each eBook by
selecting from the prices set forth” in an exhibit to the
contract.

As already described, the MFN effectively forced the
Publisher Defendants to change their entire e-book distribution
business to an agency model if they wanted to take control of
retail pricing. Any other course would be a race to the bottom
in e-book prices and would give the Publisher Defendants a fixed
share of a far too small revenue stream.

Under the then-existing wholesale model for selling
e-books, the Publisher Defendants received a designated
wholesale price for each e-book. This wholesale model was more
profitable for a Publisher’s e-book business than the agency
model proposed by Apple. Under a wholesale arrangement a
Publisher received roughly 50% of the hardcover list price from
the retailer, whereas under Apple’s agency arrangement a
Publisher received only 70% of the retail price. For example,
as shown on this table, a Publisher might receive $13 on a
wholesale basis for an e-book sold by Amazon for $9.99, but
(because of the MFN) only $7 from Apple so long as Amazon was

still selling that e-book for $9.99. Even if Apple and Amazon
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were on the same agency arrangement with a Publisher, and that
Publisher were able to move the retail price of the e-book to
the top of the Apple price tier and sell it for $12.99, the
Publisher would still receive less revenue under the agency
model: $9.10 instead of the $13.00 in revenue under the

wholesale model.

Publisher Per Unit Earnings
for New Release and NYT Bestseller Titles
Wholesale vs. Agency Model

Amnazon on Wholesale Apple on Agency with MFN; Apple and Amazon on Agency
prior to Apple’s entiy Amazon on Wholesale with MFN and Apple price tiers

Hardcover list price $26.00 $26.00 $26.00

E-bool wholesale price

(assuming 50%) S$13.00 $13.00 -

Amazon retail price $9.99 $9.99 §12.99

Apple iBookstore retail price - $9.99 §12.99

Publisher revenue received

fromn Amazon $13.00 $13.00 $9.10

Publisher revenue received

from Apple - $7.00 $9.10

Because the revenue each Publisher Defendant would receive
per e-book sold through the Apple store was substantially less
than what it was éurrently receiving under its wholesale
arrangements, there was no financial incentive for a Publisher
to sign an agency agreement with Apple unless those agreements

suited its long-term interests. And as Apple well understood,

54




Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 55 of 160

that long-term interest was compelling. The Publisher
Defendants wanted to shift their industry to higher e-book
prices to protect the prices of their physical books and the
brick and mortar stores that sold those physical books. While
no one Publisher could effect an industry-wide shift in prices
or change the public’s perception of a book’s value, if they
moved together they could.

To change the price of e-books across the industry,
however, the Publishers would have to raise Amazon’s prices.
This is where the MFN became such a critical term in Apple’s
contracts with the Publisher Defendants. It literally stiffened
the spines of the Publisher Defendants to ensure that they would
demand new terms from Amazon. Thus, the MFN protected Apple
from retail price competition as it punished a Publisher if it
failed to impose agency terms on other e-tailers.

Many of the documents received into evidence at trial as
well as trial testimony reflect this understanding. After
signing the Agreement, HarperCollins acknowledged that “[t]he
Apple agency model deal means that we will have to shift to an
agency model with Amazon” to “strengthen our control over
pricing.”

Penguin’s CFO acknowledged on February 15, 2010, “[gliven
the clauses about price matching in the Apple contract, this

could mean that we have to suspend or delay certain sales of
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e-books to Amazon until the contract is renegotiated” to move
Amazon to the agency model. Recognizing the compulsive nature
of the MFN, Shanks testified that in evaluating the Apple deal
he came to understand that “the only way we could do [agency]”
was if Penguin moved to agency with other e-book retailers as
well.

Reidy testified that the MFN meant, as a practical business
matter, that S&S would be moving all its other e-book retailers
to agency “unless we wanted to make even less money.” As Reidy
had written to Moonves, remaining on a wholesale model with
Amazon “would just enshrine the $9.99 price point at a later
date and would require us to lower our own pricing to those who
accept the agency model to that price point.” Reidy knew that
once S&S signed its Agreement with Apple, “we need to change our
ebook selling terms with our other eRetailers before” the
iBookstore opened, or risk “a situation whereby we must price
our adult new release eBooks sold through Apple at $9.99,
undercutting one of the reasons for making the deal.”

Young also understood that the MFN required Hachette to
move all of its e-book retailers to an agency relationship, and

“ensure,” in his words, “a competitive, level playing field for
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s Fully recognizing the benefits and risks from

e-book sellers.
the Apple offer, Nourry told Young that he was “not against
[the] MEFN as long as it is legal” because “[w]e need to find
higher pricing points.”?’

Cue explained that the Publisher Defendants generally did
not fight him on the MFN.?® He was even told that it was an
unnecessary feature of the contract since the Publishers were
going to move to an agency relationship with all e-book
retailers anyway.

The final agency agreements with the Publisher Defendants
(the “Agreements”) included an MFN in paragraph 5(b). Although
there were variations among the five paragraphs, the core
principle of the MFN remained intact. The MFN assured that
Apple would face no retail price competition and that the
Publisher Defendants had no choice but to demand that Amazon,

and every other e-book retailer, adopt the agency model. As

Saul insisted in an e-mail to an independent publisher who was

26 The word “competitive” in this and many other contexts at the
trial means the opposite of competition. It means the
eradication of retail price competition.

?7 Macmillan also identified that the antitrust risk of signing

the agency agreement with the MFN could be “huge.”

*8 Although Cue attempted to deny this fact at trial, at his
deposition Cue admitted that the Publisher Defendants generally
“accepted” the MFN, and although the term was negotiated, Cue
never felt it was discussed “in [the] completely material way of
saying, no, we’re not doing that.” Instead, the conversations
were focused mainly on “trying to create loopholes or exceptions
to it.”
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frustrated that the MFN removed the publisher’s control over
pricing, “There are possible unilateral ways you can comply with
our [MFN] provision, such as get others on an agency model, or
withhold content. Others have agreed to this and we cannot make
any changes.”

2. 30 Percent Commission Negotiations

The 30% commission on which Apple insisted in its agency
agreements meant that any increase in retail prices, even up to
the caps of the pricing tiers, would not compensate for the
revenue loss the Publisher Defendants would experience from the
sale of e-books under the agency model. Some of the Publisher
Defendants predicted that the loss would be roughly 17% of their
e-book gross revenue and amount to millions of dollars.

HarperCollins’ Murray immediately recognized that “[t]he
combination of Apple’s proposed pricing ‘tiers and the 30%
commission meant that HarperCollins would make less money per
book than it was then making on a wholesale model.” To address
this problem, HarperCollins suggested that Apple take a
commission of Jjust 20%.

Apple refused to budge. This was the same commission it
charged in the App Store. It would give Apple only a single
digit positive margin and, in Apple’s view, was necessary to

generate the revenue Apple needed to build a great iBookstore.
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The 30% commission was ultimately adopted across all of Apple’s
final Agreements.

3. Price Tier Negotiations

The Publisher Defendants fought hardest over the price
caps. They and Apple knew that these negotiations were really
about setting the new industry prices for e-books.

These negotiations were intense even though the Draft
Agreement included more generous price tiers than the term sheet
had proposed.?® The Draft Agreement capped e-book prices at
$12.99 for New Release titles with hardcover list prices of $30
or under, and set a $14.99 price tier cap for New Release titles
with hardcover list prices above $30, with incremental price
tier increases for every $5 increase in the hardcover list price
above $30. For books other than New Releases, the price cap was
set at $9.99.

To dramatize the immediate increase in the price of e-books
that the Publishers could achieve under the Apple agency
agreement, and to assure each Publisher Defendant that it was
being treated no differently than its competitors, Moerer sent a

table of proposed book prices to them in identical e-mails on

“* The January 4 term sheet had set a price cap at $14.99 for any
book with a hardcover list price above $35, and $12.99 for any
hardcover book listed below $35. The Draft Agreement, by
contrast, set the demarcation between $12.99 and $14.99 at $30,
allowing for higher e-book prices in relation to a title’s
hardcover list price.
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the same day Apple sent out the Draft Agreements. The table
showed fiction NYT Bestsellers from every member of the Big Six.
It listed the book’s title, author, and publisher. It showed
each title’s hardcover list price, followed by its retail prices
when sold as an Amazon hardcover book; Amazon e-book; Barnes &
Noble e-book; and finally, as a proposed iTunes e-book.3? The
proposed prices under the iTunes column were always either
$12.99 or $14.99, and were always several dollars higher than
the then-existing e-book price at Amazon and Barnes & Noble. 1In
some cases, the iTunes e-book price was even higher than the

3 While the final column would only

Amazon hardcover price.
display Apple’s e-book prices for titles published by the
particular Publisher receiving that version of the table, the
layout made it easy for the Publishers to see that they were all

being treated identically. The first page of one of these

tables is set out below.

30 sensitive to the fact that the table looked like an Apple
retail price list, Moerer clarified in a follow-up email to
Shanks that the prices in the table’s final column designating
the “iTunes eBook Retail Price” are the “top price tier we’ve
proposed” and that “[i]ln the agency model, Penguin would set
retail prices at its sole discretion, at this price or any lower
price, with Apple acting as your agent.”

31 The Amazon price for e-books, by contrast, was always lower
than its retail price for a title’s corresponding physical book.
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Subjeet: our mueeting lomonuw

Jate: Maoa, 11 Jan 2010 14:34:29 0800

From: Keith Mocrer <kmoerer@apple comes

Ta: <david.shanks@ us.penguingronp.rom>

Ce: Eddy Cue <cue®apple.com>

Message-1D: <7HO4364-BE3 1 -4RCE- AUEC-ECYECCYEDARE @apple con

Dinvd--
1 look Torwanl to meeting with vou and Genesiese usmonow moming,
Kevia Sand has sent a dialt agieement in sepanse email. Edily has also asked me to send you our

poceng soalysis of Jao, § NYT bestsellers, which will help exprlain the price tiers we've proposed
for hardeaver new roleases,

Best. Keith
BEE Amazon Amazrnn
Hestsellers-, i Hankover - 4 Cparai BEN eBook 1Tones cBook
Hisidcbver Title Author Mublisher List Price lln‘n'd( over Retal L.l.’-m\ Retail Retail Price Reai Price
Fict Price Price
iction
Th Last Symibol Ditn Brcwn ﬁ“‘)‘,'l‘:‘e’"’ 52995 $1340 59,60 $0.60
L, Alex Cruss James Patteson Thaherte 53799 51679 §9.99 $9.99
Umler the: Diome SwephenKing SO0 & s350 5200 59.90 S9.99
The Help ; Kathryn Snxckett Penguin 52495 5950 S4.55 SH.A5 51299
IYirate Latirudes Michae! Crichton HarperColling §27.99 $1400 9.9 .99
Ford County John Griskam (1% gh0 s1r NA NA
U'ds for Undertow Suc Grafton Peaguin 527.95 31496 59.99 89.99 51299
The Last Song Nicholas Sparks  [achette §24.99 $1296 SR80 SK.80
The Christmas Sweater  Glean Beck o0& 51999 s1107 59.99 5.9
Sehmster
Ruenthless Dean Kooz [0 g3n0 1400 59.99 $9.99
Hachura 5 5 &
: 5 526, 513 594 SU.L
The Lacums Kingsolver NaperColling $26.99 S13400 59.99 $9.99
Tiue Blue David Bafdpeei  Tlacherte §27.99 51397 5999 $9.99
Woll Tlatt Hiliwy Mansel Maemillan 52700 S1ino S8.80 $&.80
The Gathering Stonn Robert Jordan Mucmillan $29.99 51754 NA NA
Hulf Boke Hoses ] Walls S0 & o0 S1446 $9.99 $0.99
Pursuiit ol Honor Vince Flyan ;'C';‘]‘u"’[;‘ §2799  $1247 59.00 SKA0
The Scawpetta Foctoe Patrivis Comwell Tenguin $27.95 51497 $9.99 $9.99 $12.99
9]
Tho Girl Who Played g ) yrsuon R000M gacos  g1300 57.99 $7.99
with Firc House
The Wrecker Clive Cussler 'enguin 527.95 15487 59.99 $9.99 51299
South of Beoad PaComoy W™ 52095 51697 59.99 $9.99
Lust Night in Twisted i Randum
River John Irving isisse 32800 $1597 §59.99 .99
Tuo Much Happiness  Afice Munm ﬁ‘(‘ﬁ‘t’"’ §3595  $1507 §9.99 §4.99
T Emina Simon & o &1.4 A¢ o i
Nanny Retumns MeLauishfin Sitinster S840 $14.39 $9.99 $9.99
TooMuch Money  Dominick Dunne 50%™  g2600 515,21 s0.99 9.9
o B e Aty Simon & e ;
Ier Fearful Symmetry Niffenegger Schuster 526.99 51349 $3.79 $§5.79
et Wiane Richard Casle  flanperColling $19.99 SL1A9 5999 0.99
Divine Mlsdeuwanors Laueell K, Rantchen S26410 $1497 59.99 099

Balluntine FHinuse

Penguin, HarperCollins, Hachette, and S$S&S quickly told
Apple that they were willing to do an agency model for New
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Releases, and that they would “go with” the agency model with
“everyone else,” but that they needed higher price caps. The
debate over the caps essentially ended on Saturday, January 16.
This was five days after the Draft Agreements had been
distributed. Despite their efforts, the Publisher Defendants
achieved only modest adjustments to the price caps.

On January 16, Cue sent nearly identical e-mails to each of
the Publisher Defendants with a revised pricing proposal. Under
this new regime, Cue decreased the hardcover list price triggers
for the $12.99 and $14.99 e-book caps a second time, but carved
out NYT Bestellers for special treatment. When a NYT Bestseller
was listed for $30 or less, the iTunes price would be capped at
$12.99; when it was listed above $30 and up to $35, the iTunes
price would be no greater than $14.99.3% For all other New
Releases, the caps in the Draft Agreement would be applied to
physical books with slightly lower list prices. For example,
the $12.99 cap now applied to titles with list prices between
$25.01 and $27.50 instead of those at $30 or less; the $14.99
cap applied to books with list prices between $27.51 and $30
instead of over $30. Cue also added two additional price caps
at $16.99 and $19.99 for books listed between $30.01-$35 and

$35.01-$40, respectively.

32 Cue’'s January 16 offer kept the price caps for NYT Bestsellers
at the caps listed for all New Releases in the Draft Agreement.
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In his e-mails to the Publisher Defendants, Cue outlined
the advantages he perceived they would gain from Apple’s entry
into the market, defended the pricing tiers of $12.99 and $14.99
for NYT Bestsellers, explaining that “it is critical that we
appear at least reasonable” in relation “to the heavy
discounting that is happening for NYT bestsellers.” Cue added
that, “This gives you significantly more tiers and higher
prices.” Except for small exceptions which were immaterial to
Apple, this pricing proposal was the one finally adopted in the
Agreements.

Cue had described these tiers to Jobs as prices that would
“push [the Publisher Defendants] to the very edge,” but still
create a “credible offering in the ‘market.” Cue warned Jobs
that “[t]his will be hard to get because they [the Publishers]
will be losing an additional $1.40,’but we should try.”

Further confirming that Apple well understood that the
negotiations over the price “caps” were actually negotiations
over ultimate e-book prices, Cue’s calculation of the $1.40 loss
arose from his proposal that the prices of the NYT Bestsellers
be capped at prices lower than other New Releases at similar
hardcover list prices, and lower than the Publisher Defendants
had been expecting. If a New Release with a list price of $30

or less was a NYT Bestseller, the cap moved from $14.99 to
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$12.99, meaning that the Publisher would receive 70% of $12.99
instead of 70% of $14.99, or $1.40 less.

Cue was right to expect pushback from the Publishers over
the carve-out for NYT Bestsellers. Hachette’s Thomas identified
the ceilings of $14.99 and $12.99 for NYT Bestsellers as a
drawback when writing to her colleagues on January 19. Thomas
warned that these prices would represent a “significant” loss to
Hachette’s profit margin.

The Publisher Defendants recognized that Apple’s pricing
regime would be a game-changer for the e-book industry. Because
these caps would become the new standard industry-wide prices,
they continued to push for higher ceilings. As Hachette’s
Nourry testified, the whole concept of price “caps,” when
coupled with the Publishers’ move to an agency model of
distribution, was that “people all have the same prices.”
Nourry was thus particularly “reluctant to fixing best seller
prices at 12$90” with Apple “because it may be our last chance
to bring it back up to say 14$99.”

HarperCollins similarly understood that the “upshot” of the
Apple agreement “is that Apple would control price and that
price would be standard across the industry.” Indeed, it
believed that the benefit of moving to an agency model with

Apple’s price cap structure was the creation of “uniform prices”
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for e-books and an “increase” in price “from 9.99 té 12.99 or
14.99 for most books.”*?

Ultimately, the Publisher Defendants all capitulated to
Cue’s revised pricing regime. Even though Penguin’s McCall
still wanted to see all NYT Bestsellers capped at $14.99, he
recognized on January 19 that Apple’s proposal of $12.99 was
“probably the middle ground where compromise is going to have to
happen.” The reference to “middle ground” was a reference to
the spread between Bmazon’s $9.99 price for the e-book version
of NYT Bestsellers and the Barnes & Noble price for the physical
book version. He observed as well that “[i]f we migrate all
accounts to agency selling, the price spread shouldn’t matter,
since we’ll have a level playing field.”

Macmillan was also unhappy with the price caps proposed by
Bpple. It opposed the concept of price caps in general, but, as
Sargent recognized, Apple wanted the price caps “as protection
against excessively high prices that could either alienate [its]
customers or subject [it] to ridicule.” S&S accepted the price
caps proposed on January 16 on the condition that Apple would
agree to “review pricing” after one year on the new model. Cue

readily agreed.

3 Through a process known as translation, the prices for digital
books are automatically set according to a predetermined
relationship to the prices of their physical counterparts.
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The January 16 pricing tiers were incorporated into Apple’s
final Agreements and were identical for each Publisher
Defendant. Through Apple’s adoption of price caps in its
Agreements, it took on the role of setting the prices for the
Publisher Defendants’ e-books and eventually for much of the
e-book industry. As described below, the Publisher Defendants
largely moved the prices of their e-books to the caps, raising
them consistently higher than they had been albeit below the
prices that they would have preferred.

As of January 16, the Launch was just eleven days away and
Cue did not have a single Agreement executed. At that point, he
had set a deadline of Thursday, January 21, as the final date by
which the Publishers had to sign agency agreements with Apple.
As noted above, Cue and his team came to New York fpr this final
push. They arrived on Monday, January 18, and stayed until
January 26, the day before the Launch. By January 26, Apple had
executed its fifth Agreement.

J. January 18-27: Publishers Initiate Agency Negotiations
with Amazon

As already recounted, this entire endeavor was shaped by
the Publishers’ desire to raise the price of e-books being sold

through Amazon. With nearly a 90% market share for e-books in

* Cue wanted to be sure he had the Agreements in place early
enough so that Jobs could finalize his presentation introducing
the iBookstore during the Launch.
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2009, Amazon was the single most important seller of e-books in
America, and also a dominant seller of physical books. Because
of this power, the Publishers feared retaliation from Amazon
unless they acted in unison. The confrontation with Amazon
began the week of January 18, before any of the Publisher
Defendants had actually signed an Apple Agreement.

Press reports on January 18 and 19 alerted the publishing
world and Amazon to the Publishers’ negotiations with Apple. A

Wall Street Journal article titled “Publisher in Talks with

Apple Over Tablet” reported on January 18 that HarperCollins and
Apple were in discussions over an agency relationship and that
this shift might mean higher prices for e-books. The article
explained that “HarperCollins is expected to set the prices of
the e-books . . . with Apple taking a percentage of sales,” and
noted that “[o]ther publishers have also met with Apple.” The
article reported that “enhanced” e-book new releases could be
priced as high as $14.99 or $19.99.35 A detailed article on

January 19 in the trade publication Publishers Lunch also

reported that the Big Six were negotiating terms with Apple that
would give them an opportunity to impose an agency model on the

entire industry and to raise prices.

3 While Murray chose to describe the price increases as related

to e-books “enhanced” with special features, in fact the price
increases implemented through the Apple Agreements applied to
all e-books.
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On the night of January 18, Bmazon received confirmation
from a former colleague who was now working at Random Houée that
most of the Publishers were likely to enter agency agreements
with Apple. Random House’s McIntosh confirmed to Amazon’s Porco
that several of the Publisher Defendants were negotiating e-book
agency distribution agreements with Apple and that Random House
“was under pressure from other publishers” to join them. Porco
was concerned that Random House would be the only Publisher who
decided to keep the “current model” that allowed retailers like
Amazon make pricing decisions.

Bmazon was adamantly opposed to adoption of the agency
model and did not want to cede pricing authority to the

®  on January 20, Amazon disclosed how it would

Publishers.
respond. It would appeal directly to authors and encourage

something the Publishers feared: disintermediation.

o8 Apple has suggested that Amazon was less opposed to the agency
model than the evidence shows. It points to a single
brainstorming session between two Amazon employees in early
2009, in which they tried to come up with ideas to mollify the
Publishers. The two employees pondered whether the Publishers
would agree to accept a flat percentage of the retail price for
e-books and quickly dismissed the idea since it would mean a
significant loss of revenue for the Publishers. This was not a
discussion of the agency model; there was no discussion about
Amazon ceding control over the retail price. There is simply no
credible evidence that Amazon moved willingly to the agency
model in 2010. On January 31, 2010, after the Publisher
Defendants executed the Agreements, these two individuals
expressed astonishment that Publishers had agreed to a deal that
resulted in a significant loss of revenue for them.
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That day, Amazon announced that authors and publishers of
Kindle e-books could choose a “new 70 percent royalty option”
for e-books with a list price “between $2.99 and $9.99.” Under
this option, the author would receive 70% of the list price, net
of delivery costs. Using as an example an e-book being sold for
$8.99, the author would make just $3.15 under the standard
option, but $6.25 with the “new 70 percent option.”

This was not happy news for the Publishers. With an author
receiving $6.25 of $8.99, and Amazon keeping the rest, this
amounted to a naked play to eliminate the Publishers as a
middle-man between authors and Amazon. Shanks observed, “On
Apple I am now more convinced that we need a viable alternative
to Amazon or this nonsense will continue and get much worse.”
HarperCollins’ parent News Corp also reacted with anger. News
Corp’s Rupert Murdoch called HarperCollins to complain and in no
uncertain terms expressed a desire to take revenge on Amazon.

During this week, Amazon had a long-scheduled set of
meetings in New York with the Publishers. In separate
conversations on January 20 and over the next few days, the
Publisher Defendants all told Amazon that they wanted to change
to an agency distribution model with Amazon. HarperCollins had

a particularly contentious meeting with Amazon on January 20,
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when it told Amazon that it “had to” move to agency.’’ Amazon
made clear that it preferred to continue to do business on the
wholesale model.

On January 22, alluding to its negotiations with Apple and
the deadline associated with the impending Launch, HarperCollins
outlined its terms in writing to RAmazon. The message referred
to the “tremendous change” occurring in the e-book industry
“this week and next week.” It warﬁed that Amazon had to act
quickly since

[d]eliberations are moving fast. If I could get your

support to this kind of agency model in principle, I have

less need to support other partners who wish to enter the
ebook business. As I mentioned we haven’t made any
decisions yet about how we will sell ebooks to consumers
yet, but decision time is approaching.
Attempting to leverage its Apple negotiations to get a better
deal with Amazon, HarperCollins included a proposed retail price
for the majority of titles at either $12.99 or $14.99, but a
commission of just 5% for Amazon. HarperCollins then leveled
its threat to Amazon. If Amazon declined its offer,
HarperCollins would delay for six months the release of any
e-book sold on a wholesale basis.

On January 20, Amazon also met with Macmillan. At a lunch

between Macmillan’s Sargent and Amazon’s Grandinetti, Sargent

" In internal emails that morning, HarperCollins executives
explained that a “big win of the Agency model is that by us
setting price we can protect the value of our hard covers.”
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announced that Macmillan was planning to offer Amazon the option
to choose either an agency and reseller model. But, Sargent was
mistaken. Neither Apple nor his fellow Publisher Defendants
would allow Amazon the option of remaining on a wholesale model.
At a dinner that night, Cue explained to Sargent that Macmillan
had no choice but to move Amazon to an agency model if it wanted
to sign an agency agreement with Apple. The next morning, on
January 21, Sargent wrote to Cue and in a carefully crafted
message admitted that he had “misread” Cue in their previous
discussions, and warned that “[t]lhe stumbling block is the
single large issue we clearly had a misunderstanding about.”
That stumbling block was “significant enough for us that we may
in fact give you a no later today.” Referring to the commitment
to move all resellers of e-books to an agency model, Cue
responded that afternoon that he “d[id]ln’t believe we are asking
you to do anything, you haven’t told us you are doing. We are
just trying to get a commitment.” He requested that they all

“sit down . . . and talk through it.”?®

38 Neither Sargent nor Cue was credible during the trial when
they denied that Cue had explained at dinner that Macmillan was
required to put Amazon on the agency model. Sargent protested
that he could not remember the conversation, even though his
email on the following day referred to “the single large issue”
that might lead Macmillan to abandon its negotiations with
BApple. Cue explained in his deposition that the biggest issues
during his negotiations with Macmillan were the MFN and price
tiers, and that he thought the discussion at dinner had been
about pricing tiers; then at trial explained that he now
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Cue also enlisted Sargent’s competitors to intercede with
him: Cue spoke with Reidy, the CEO he considered a leader in
the industry, for over twenty minutes after receiving Sargent’s
email on January 21. Cue also called Murray immediately after
hanging up with Reidy, and they talked for ten minutes later
that day. At that point, Cue called Sargent and urged him to
speak with Murray and Reidy. Sargent spoke to both Murray and
Reidy by telephone for eight and fifteen minutes, respectively.

The straight talk from Reidy, Murray, and Cue worked. *°
Sargent called Grandinetti immediately after hanging up with
Reidy, and told him that the Apple contract “required” Macmillan
to offer Amazon the agency model only.

Amazon received a virtually identical message from a third
Publisher Defendant on January 20. Hachette told Amazon that
day that it was looking at the agency model, and believed that
it could offer only one pricing model to retailers, either the

agency or reseller model, but not both.

remembered that they had discussed one-off promotions. Cue’s
contemporaneous notes, however, indicate that the core issue in
dispute with Macmillan was, in fact, the MFN and its
implications. In an email to Jobs on the evening of January 21,
just hours after sending his email to Sargent, Cue reported that
“[alfter a long afternoon with their general counsel, we are in
agreement on the terms” with Macmillan, “but the CEO and GC have
legal concerns over the price matching.”

3% While Murray was fully supportive of the requirement that all
e-tailers be moved to an agency model, as described below, he
remained unhappy over the size of Apple’s commission and the
existence of price caps.
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On Friday, January 22, S&S’s Reidy advised Amazon that it
was likely to move its entire business to the agency model.
Amazon asked i1f it could continue to sell under the wholesale
model after a window of ninety days. Reidy said she would look
at the idea, but did not actually consider it to be a realistic
option since it “would just enshrine the $9.99 price point at a
later date.” BAmazon’s Grandinetti expressed appreciation for
the call, but said he was not sure “what this would mean in
terms of our overall relationship.” Reidy explained her
expectations about pricing going forward, and underscored that
she did not intend to go as low as $9.99.

Thus, by the end of that week, four of the five Publisher
Defendants had put Amazon on notice that they were joining
forces with Apple and would be altering their relationship with
Amazon in order to take control of the retail price of e-books.*°
It was clear to Amazon that it was facing a united front.

K. January 21-26: Execution of Agreements

Even though Apple had told the Big Six in December that it
needed all of them to sign on in order to open its e-bookstore,
on January 21 it learned that Random House, the largest

Publisher, would not sign an agency agreement. Apple decided to

% Amazon had reached out to Penguin during that period, but
Penguin had not responded.
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proceed without Random House. It let the Publisher Defendants
know about Random House’s decision and of its own decision to
proceed with an iBookstore so long as four of them agreed to its
terms before the Launch. 1In the days that followed, Apple kept
the Publisher Defendants apprised about who was in and how many
were on board.

The Publisher Defendants kept each other informed as well.
The CEOs of the Publisher Defendants made over 100 telephone
calls to one another in the short period of time between
December 8, when Cue first contacted them, and January 26, when
the Agreements were signed. In the critical negotiation period,
over the three days between January 19 and 21, Murray, Reidy,
Shanks, Young, and Sargent called one another 34 times, with 27
calls exchanged on January 21 alone.*

On Thursday, January 21, Cue briefed Jobs on the status of

2 Cue was confident that

his negotiations with the Publishers.®
S&S and Penguin would sign. Penguin did not want to be alone,

but Cue predicted that if he had secured as few as two other

l While many of these calls were simply efforts to reach the
other person, those efforts and the conversations that occurred
during some of them reflect the intensity of the communications
in this period.

‘2 At this stage, it was Cue’s judgment that Random House would
wait until after the Launch to make a decision whether to
convert to the agency model. Cue relayed Random House’s email
describing its “excitement” about Apple entering the market and
“building a bookstore”, but expressing several reservations
about Apple’'s terms.
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Publishers, Penguin would sign on. Cue reported that Hachette
and Macmillan had legal concerns over the “price matching,” that
is, the MFN. HarperCollins was still trying to get Apple to
accept a 10% commission on New Releases and to shorten the
definition of a New Release to a title that had been in the
market two months.?® Cue believed that the Publishers’
hesitation to make a commitment to Apple was due to their fear
over how difficult it was going to be to force Amazon to convert
to an agency relationship. As Cue explained, “[i]ln the end,
they want us and see the opportunity we give them but they’re
scared to commit! It [has] less to do with the terms and more
about the dramatic business change for them. . . . They just
have to get some balls.”

By Friday evening, January 22, Cue was able to report
progress. He informed Jobs that he had commitments from
Hachette, S&S, Macmillan, and Penguin that they would sign. At
this point, Penguin required assurance that three other
Publishers were also signing Agreements. As Cue admits, in
these final days the Publishers needed reassurance that they
would not be alone in signing an agency agreement with Apple
because they feared Bmazon’s reaction, reassurance that Cue

readily provided.

3 The “new release” period would be set in the final Agreements
at seven months.
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The first Publisher to agree to Apple’s terms was S&S. S&S
signed its Agreement on Monday, January 25. Reidy advised
Moonves that at the Launch Apple would announce that NYT
Bestsellers would be priced at $12.99.

Hachette’s Young had agreed to sign by January 22, but
needed approval from France. Hachette executed its Agreement on
January 24. As Nourry explained, Hachette signed the Agreement
because the agency model “will put an end to price deflation

We do not like the 12,90 price point, but it is much
better than 9,99.” Hachette also committed to Apple that it
would move all of its relationships with distributors to an
agency relationship.

On January 21, Cue sent substantively identical e-mails to
Macmillan and Penguin stating that Apple had completed its first
agency agreement and was “very close” on two more. By the next
day, January 22, Macmillan had agreed to the deal. As Cue told
Sargent, Macmillan was the third Publisher to agree to Apple’s
terms. Macmillan executed the Agreement on January 25.
Macmillan’s Sargent testified that he decided to sign the
Agreement even though he was “not completely happy with some of
Apple’s terms,” because it was a “much better business strategy
than simply continuing the status quo with Amazon.”

On January 22, Penguin’s Shanks had asked Cue whether Apple

had “any more of the [Blig [S]ix confirmed yet?” Even though
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three other Publishers had joined with Apple by the morning of
January 25, a Monday, Penguin was still hesitant. Shanks wanted
assurance that he could price e-book versions of paperbacks,
particularly trade paperbacks, above $9.99. Once again, S&S’s
Reidy played a pivotal role. Cue called Shanks, and the two
spoke for twenty minutes that morning. Less than an hour after
getting off the telephone with Cue, Shanks called Reidy to
discuss Penguin’s status in its negotiations with Apple. By
that afternoon, Penguin had executed its Agreement. Penguin
advised Apple that it would be moving to an agency arrangement
with all of its e-tailers.

That same day, Penguin reported to its board that when
Apple announces “its long-awaited entry into the e-reader
market” on Wednesday, “you may also see in the media that
Penguin, along with a few other major trade publishers, has made
a partnership with Apple for the sale of US eBooks in the iTunes
store.” The report explained the agency model it had agreed to
adopt with Apple, and stated that “we don’t think [the agency
model and the discount model we currently use with Amazon] for
eBooks can coexist very long, and so we’re going to be telling
all our re-selling middlemen (Amazon, Barnes & Noble, e.g.) that
we’re going to deal with them for eBooks on the agency basis in
the future, too.” At its next “Road Show” Penguin credited

Apple with its own decision to begin the “monumental effort” of
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moving its other e-tailers to agency. It reported that, in
light of the “pending release of the iPad,” and “[als a way to
enter the market place, Apple proposed moving the entire
industry to an agency model.”

HarperCollins was the last of the five Publisher Defendants
to agree to execute an Agreement. As late as Friday, January
22, Murray wrote to Cue to thank him for his visit that morning,
but to underscore HarperCollins’ demands. HarperCollins wanted
“flexibility” on price outside the tiers; it wanted to sell
through other “agents” at a higher price than the retail prices
in the iBookstore; it wanted to limit the commission to 10%; and
it wanted a shorter “new release window.” Reflecting his
understanding that his company would be trying to get all of its
distributors to adopt an agency relationship, Murray explained,
“We need to have flexibility on the agency wiﬁdow. We believe
this window should be 6 months rather than 12 months in the
event that one or more large retailers do not move to an agency
model.”

Cue was concerned that HarperCollins wanted to “drive ebook
prices sky high.” So, Cue suggested that Jobs call James
Murdoch of News Corp, HarperCollins’ parent company, and “tell

him we have 3 signed so there is no leap of faith here.”*

% Jobs and Cue had met James Murdoch for the first time on
January 14, when representatives from News Corp had visited
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Jobs called Murdoch on January 22 about HarperCollins’
intransigence. While Murdoch wanted to do business with Apple,
he remained concerned about the economics of the deal, as he
described in some detail in an email he sent to Jobs. Jobs’s
lengthy response on Saturday, January 23, included the
following:

1. The current business model of companies like Amazon
distributing ebooks below cost or without making a
reasonable profit isn’t sustainable for long. As ebooks
become a larger business, distributors will need to make at
least a small profit, and you will want this too so that
they invest in the future of the business with
infrastructure, marketing, etc.

2. All the major publishers tell us that Amazon’s
$9.99 price for new releases is eroding the wvalue
perception of their products in customer’s minds, and they
do not want this practice to continue for new releases.

3. Apple is proposing to give the cost benefits of a
book without raw materials, distribution, remaindering,
cost of capital, bad debt, etc., to the customer, not
Apple. This is why a new release would be priced at
$12.99, say, instead of $16.99 or even higher. Apple
doesn’t want to make more than the slim profit margin it
makes distributing music, movies, etc.

4. $9 per new release should represent a gross margin
neutral business model for the publishers. We are not
asking them to make any less money. As for the artists,
giving them the same amount of royalty as they make today,
leaving the publisher with the same profits, is as easy as
sending them all a letter telling them that you are paying
them a higher percentage for ebooks. They won’t be sad.

5. Analysts estimate that Amazon has sold slightly
more than one million Kindles in 18+ months (Amazon has
never said). We will sell more of our new devices than all

Apple’s Cupertino headquarters to discuss a broad range of
mutual business interests.
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of the Kindles ever sold during the first few weeks they
are on sale. If you stick with just Amazon, B&N, Sony,
etc., you will likely be sitting on the sidelines of the
mainstream ebook revolution.

6. Customers will demand an end-to-end solution,
meaning an online bookstore that carries the books, handles
the transactions with their credit cards, and delivers the
books seamlessly to their device. So far, there are only
two companies who have demonstrated online stores with
significant transaction volume -- Apple and Amazon.
Dpple’s iTunes Store and App Store have over 120 million
customers with credit cards on file and have downloaded
over 12 billion products. This is the type of online
assets that will be required to scale the ebook business
into something that matters to the publishers.

So, yes, getting around $9 per new release®® is less
than the $12.50 or so that Amazon is currently paying. But
the current situation is not sustainable and not a strong
foundation upon which to build an ebook business. And the
amount we will pay should be gross margin neutral. Apple
is the only other company currently capable of making a
serious impact, and we have 4 of the 6 big publishers
signed up already. Once we open things up for the second
tier of publishers, we will have plenty of books to offer.
We’d love to have HC among them.

Murdoch still demurred, particularly with respect to
BApple’s proposed price points, so Jobs wrote again on the
morning of January 24.

Our proposal does set the upper limit for ebook retail
pricing based on the hardcover price of each book. The
reason we are doing this is that, with our experience
selling a lot of content online, we simply don’t think the
ebook market can be successful with pricing higher than
$12.99 or $14.99. Heck, Amazon is selling these books at
$9.99, and who knows, maybe they are right and we will fail
even at $12.99. But we're willing to try at the prices

45 Jobs’s reference to $9 in revenue is a reference to the 70% of

a $12.99 e-book price that a Publisher would receive under
Apple’s agency Agreement.
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we’ve proposed. We are not willing to try at higher prices
because we are pretty sure we’ll all fail.

As I see it, HC has the following choices:

1, Throw in with apple and see if we can all make a
go of this to create a real mainstream ebooks market at
512.99 and $14.99.

2 Keep going with Amazon at $9.99. You will make a
bit more money in the short term, but in the medium term
ABmazon will tell you they will be paying you 70% of $9.99.
They have shareholders too.

3. Hold back your books from Amazon. Without a way
for customers to buy your ebooks, they will steal them.
This will be the start of piracy and once started there
will be no stopping it. Trust me, I’'ve seen this happen
with my own eyes.

Maybe I’m missing something, but I don’t see any other
alternatives. Do you?

On January 23, Cue had sent his own message to Murray. “I
wanted to let you know that we have 4 publishers completed so it
is real shame” to not have an agreement with HarperCollins. The
next day, Cue also wrote to an executive at News Corp. He
expressed that Apple “think[s] our customers will pay a
reasonable price (. . . 50-100% more than existing e-books)”
and candidly laid out Apple’s “basic deal points,” including
that Apple is offering “new release hardback pricing maximums
which are way higher than $9.99 -> &12.99 or $14.99 for most.”

Murray had a round of telephone calls with other Publisher
Defendants prior to signing. In the end, HarperCollins

concluded that the deal Apple was offering was the best it could
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get at that time. It considered the economics of the deal to be
“terrible” for it and its authors but “the strategic value” of
creating an Apple e-bookstore to be “very high.” It principally
feared “Amazon[’]s reaction,” but as the fifth Publisher to
adopt an agency agreement with Apple, it hoped the reaction
would be “muted.” Ultimately, HarperCollins understood this was
a “once-in-a-lifetime chance to flip the model.” On January 26,
the day before the Launch, HarperCollins became the fifth
Publisher Defendant to accept the Agreement.

The only Publisher to decline to sign the Agreement was
Random House. As noted, it had informed Apple of its decision
on January 21. Apple had been as inflexible in its bargaining
with Random House as it had been with the Publisher Defendants.
Random House declined to adopt the Agreement for several
reasons. It believed it “would be better off economically
sticking with the wholesale model.” It also realized that it
was not well equipped at that time to set efficient retail
prices, and that it would be necessary to make a “complete
switch to agency” if it entered into an agency agreement with
Apple, which it was not prepared to do.

Thus, in less than two months, Apple had signed agency
contracts with five of the six Publishers, and those Publisher
Defendants had agreed with each other and Apple to solve the

“"Amazon issue” and eliminate retail price competition for
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e-books. The Publisher Defendants would move as one, first to
force Amazon to relinquish control of pricing, and then, when
the iBookstore went live, to raise the retail prices for e-book
versions of New Releases and NYT Bestsellers to the caps set by
Apple.

Each of the Publisher Defendants realized that its
negotiations with Amazon would be difficult, but in their view
they had embarked upon a mission that was necessary to protect
the publishing business. They took comfort in their knowledge
that the five of them stood together, and in Apple’s presence in
the market. As Reidy wrote to Cue on the day before the
iBookstore was officially announced, it was her hope that the
iPad Launch “will sustain us as we move through the next steps
in this process of changing the industry.”

This would not have happened without Apple’s ingenuity and
persistence. Apple’s task had not been easy, but it had
succeeded. As Reidy acknowledged in an email to Cue on January
21, working with the Publishers had been like “herding . .
cats.” For his part, Cue appreciated all that Reidy had done to
convince her peers to join forces with Apple at several critical
junctures. He thanked Reidy for being a “real leader.”

The Publisher Defendants took those “next steps” to
“chang[e] the industry” immediately; the coordinated pressure on

Amazon began at once. On the day of the Launch, January 27,
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HarperCollins advised Amazon in writing that it had reached its
first agency agreement with Apple. “In the interest of ‘no
surprises,’” HarperCollins advised Amazon that it had decided to
move all of their New Release e-books to the agency model, and
had “reached an agreement with our first agent, Apple” last
night. Penguin also called Amazon on January 27, right after
the Launch, to explain that it had moved to agency with its
“first customer,” referring to Apple.?® Macmillan’s Sargent did
not attend the Launch, because as he had told Cue on January 24,
“I expect I will be in Seattle or traveling back,” from

delivering the news in person to Amazon.?’

%€ Grandinetti responded that he did not understand why Penguin
was “working so hard to have [Amazon send it] less money on each
sale while at the same time, reducing total sales and
frustrating us.”

7 cue admitted at trial. that Apple “expected” each of the

Publisher Defendants to demand that Amazon move to an agency
model, but denied actually “knowing” that they would. This
testimony was not credible, for many reasons. Cue’s denial of
prior knowledge of Sargent’s trip to Amazon was particularly
brazen given the January 24 email in which Sargent explained his
inability to attend the Launch because he would be traveling to
Seattle, Jobs’s comment to his biographer on January 28 -- the
day of Sargent’s meeting with Amazon -- that the Publisher
Defendants “went to Amazon and said, ‘You’re going to sign an
agency contract or we’re not going to give you the books,’” a
January 30 email exchange between Saul and Cue monitoring news
about Amazon’s decision to remove Macmillan’s buy buttons and
wondering whether Cue had “talk[ed] with [J]on” Sargent and a
January 31 email in which Sargent reported to Cue on the trip.
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L. January 27: The Launch of the iPad and iBookstore

On January 27, Jobs launched the iPad. As part of a
beautifully orchestrated presentation, he also introduced the
iPad’s e-reader capability and the iBookstore. He proudly
displayed the names and logos of each Publisher Defendant whose
books would populate the iBookstore. To show the ease with
which an iTunes customer could buy a book, standing in front of
a giant screen displaying his own iPad’s screen, Jobs browsed
through his iBooks “bookshelf,” clicked on the “store” button in
the upper corner of his e-book shelf display, watched the shelf
seamlessly flip to the iBookstore, *® and purchased one of
Hachette’s NYT Bestsellers, Edward M. Kennedy’s memoir, True
Compass, for $14.99. With one tap, the e-book was downloaded,
and its cover appeared on Jobs’s bookshelf, ready to be opened
and read.

When asked by a reporter later that day why people would
pay $14.99 in the iBookstore to purchase an e-book that was
selling at Amazon for $9.99, Jobs told a reporter, “Well, that
won’t be the case.” When the reporter sought to clarify, “You
mean you won’t be 14.99 or they won’t be 9.99?” Jobs paused,
and with a knowing nod responded, “The price will be the same,”

and explained that “Publishers are actually withholding their

“® To the public’s delight, Jobs described this transition as
“like a secret passageway.”
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books from Amazon because they are not happy.” With that
statement, Jobs acknowledged his understanding that the
Publisher Defendants would now wrest control of pricing from
Amazon and raise e-book prices, and that Apple would not have to
face any competition from Amazon on price.

The import of Jobs’s statement was obvious. On January 29,
the General Counsel of S&S wrote to Reidy that she “cannot
believe that Jobs made the statement” and considered it
“[ilncredibly stupid.”

M. January 28 to 31: The Publisher Defendants Force Amazon
to Adopt the Agency Distribution Model

As previously discussed, the Publishers recognized that any
one of them acting alone would not be able to compel Amazon to
move to agency. Five of them had now agreed to join forces, but
none of them was eager to be the first to meet with Amazon. As
Sargent explained, however, he knew the Apple Agreement gave the
Publishers “a point in time when we could actually address our

issues with Amazon”; it “gave us the chance to change the
entire business model for digital books.” So Sargent made the
first move.

Skipping the Launch to which he had been invited, Sargent
flew instead to Seattle, accompanied by Napack. Thus,
Macmillan, the smallest of the five Publishers, did the

honorable thing and delivered its message in person. Sargent
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did not expect the meeting to go well. As he put it, he was “on
[his] way to Seattle to get [his] ass kicked by Amazon.” He was
right:

At their meeting, Sargent advised Amazon on January 28 that
it had just two options: either (1) move to an agency
arrangement or (2) not receive Macmillan’s Kindle versions of
New Releases for seven months. Seven months was no random
period -- it was the number of months for which titles were
designated New Release titles under the Apple Agreement and
restrained by the Apple price caps and MFN. The meeting lasted
roughly twenty minutes. Amazon let Macmillan know in blunt
terms that it was unhappy.

Macmillan had anticipated that Amazon might retaliate
against it by removing the “buy buttons” on the Amazon site that
allow customers to purchase books from Amazon’s online store or
from the Kindle, or by eliminating Macmillan’s products from its
sites altogether. That night, Macmillan learned which option
BAmazon had chosen. Amazon removed the buy buttons for both
print and Kindle versions of Macmillan titles. Customers could
view the Macmillan books on the Amazon website but could not
purchase them.

On January 30, Sargent took out an ad in an industry
publication to communicate quickly with the industry. Written

in the form of a letter to “Macmillan authors/illustrators and
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the literary agent community,” Sargent described the terms he
offered to Amazon during their Thursday meeting, including the
“deep windowing of titles” if Amazon did not switch to the
agency model. He explained that Macmillan would price most
titles at first release under the agency model between $12.99
and $14.99. Sargent expressed his regret at Amazon’s reaction
to his ultimatum, and explained the reasons he had for acting as
he did.
In the ink-on-paper world we sell books to retailers far
and wide on a business model that provides a level playing
field, and allows all retailers the possibility of selling
books profitably. Looking to the future and to a growing
digital business, we need to establish the same sort of
business model, one that encourages new devices and new
stores. One that encourages healthy competition. One that
is stable and rational. It also needs to insure that
intellectual property can be widely available digitally at
a price that is both fair to the consumer and allows those
who create it and publish it to be fairly compensated.
Macmillan knew it would not stand alone. Sargent wrote to
a friend several days later that “the deal that 5 of us did with
Apple meant someone was gonna have to do it [first]. . . . The
optics make it look like I stood alone, but in the end I had no
doubt that the others would eventually follow.”*® Hachette’s

Nourry had written to Sargent the day after the publication of

Sargent’s letter to the industry stating, “I can ensure you that

49 Conscious that he should not admit the truth, Sargent
disingenuously added: “Interesting in that we did the Apple deal
with no contact with other publishers, yet when Jobs announced
he had 5 on' the agency plan things were clear.”
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you are not going to find your company alone in the battle” with

Amazon.

The next day, Penguin’s Makinson similarly wrote,
“[jlust to say that I’'m full of admiration for your articulation
of Macmillan’s position on this. Bravo.” Internally;
Hachette’s Nourry told Young that he wanted to “enter in the
battle as soon as possible,” and in an allusion to Macmillan’s
small size, that he was “thrilled to know how A will react
against 3 or 4 of the big guys.”

Over the weekend, it became obvious to Amazon that its
strategy had failed. The feedback was mixed, but included
intense criticism of Amazon by customers and publishers. Nourry
celebrated on Monday, February 1, by observing that “Amazon’s
stock is down 9%!”>

Amazon knew that its battle was not just with Macmillan but
with five of the Big Six. As Grandinetti testified, “[i]f it
had been only Macmillan demanding agency, we would not have
negotiated an agency contract with them. But having heard the
same demand for agency terms coming from all the publishers in

such close proximity . . . we really had no choice but to

negotiate the best agency contracts we could with these five

0 The next day, Nourry wrote a similar email to Sargent’s
superior, Stefan von Holtzbrinck, assuring him that he “very
much appreciate([s] what MacMillan is doing” and he can “[b]e
sure others will enter the battle field!”

>l The subject line of the email was “Now it must really
hurt .« « %

89



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 90 of 160

publishers.” Unless it moved to an agency distribution model
for e-books, Amazon customers would cease to have access to many
of the most popular e-books, which would hurt Kindle customers
and the attractiveness of the Kindle.

Amazon announced on its website on Sunday, January 31, that
it would “capitulate and accept” Macmillan’s agency terms
“because Macmillan has a monopoly over their own titles, and we
will want to offer them to you even at prices we believe are
needlessly high for e-books.” Shortly thereafter, Amazon sent a
letter to the Federal Trade Commission complaining about the
simultaneous nature of the demands for agency from the
Publishers who had signed with Apple.

N. The Five Amazon Agency Agreements

On Sunday, January 31, Amazon signaled to Macmillan that it
was willing to negotiate. That night, Sargent sent an e-mail
marked “URGENT!!” to Cue. Sargent explained that he was “gonna
need to figure out our final agency terms of sale tonight. Can
you call me please?” Cue and Sargent spoke that night.?* With
help from Apple, Macmillan negotiated an agency agreement with

BAmazon, which was signed that Friday, February 5.

52 While Cue denied at trial that their conversation was about
the Macmillan negotiations with Amazon, his denial was not
credible. Macmillan had executed its Agreement with Apple a
week earlier; the only final agency terms still under discussion
were with Amazon.
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Macmillan made no secret of its intention to raise prices.
Sargent wrote to Grandinetti on February 2, that “[w]e can not
budge on the final price that the consumers pay for our books. .

That is the very heart of the agency model, and it is why
we are doing this. . . . [W]e can not give up control of price.
If we do we are much worse off than we were before.” But,
referring to Macmillan’s across-the-board shift to agency,
Sargent assured Amazon that it “will never be disadvantaged on
[the] pricing” for Macmillan’s e-books.

In light of their overlapping threats to remove content
from Amazon’s platform if it did not move to agency in early
BRpril, when the iPad became available, Amazon moved quickly to
execute agency agreements with the remaining Publisher
Defendants. But, to avoid being wvulnerable in the future to
collective pressure during contract negotiations, Amazon
insisted that each of the five agency agreements have a
different termination date. The final five contracts ranged in
length from terms of eighteen months to three years, or ended on
different dates, from January 31, 2012 to June 30, 2012.

Amazon did not want to give up control over pricing or
raise its prices, and like Apple, assumed that under an agency
model each of the Publisher Defendants would set retail prices
at the price caps. During the negotiations, therefore, it

shared data with the Publisher Defendants illustrating how the
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wholesale model was more profitable for the Publishers. Amazon
also included a “model parity” clause in any agreement. This
gave Amazon the option to return to a wholesale model of
distribution in the event any Publisher agreed to a wholesale
distribution arrangement with any other e-tailer.

During their negotiations with Amazon, the Publisher
Defendants shared their progress with one another. As Naggar
testified, whenever Amazon “would make a concession on an
important deal point,” it would “come back to us from another
publisher asking for the same thing or proposing similar
language.” For example, when Amazon agreed with one Publisher
Defendant to forego any promotional activity in exchange for
assurance that it would never be disadvantaged on price, it

AN

received a call the next day from another saying, “so I
understand . . . you're willing to forego promotions.”
Similarly, with respect to the length of the agreements,
Penguin’s McCall left a voicemail for Naggar indicating that
Penguin had been “hearing through the grapevine that you guys
are maybe coming to some agreements that are less than three
years . . . maybe you’re moving off of that,” and suggesting
they chat.

By the end of March 2010, Amazon had completed agency

agreements with Macmillan, HarperCollins, Hachette, and S&S.

Because of circumstances that were unique to Penguin and its
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reseller contract, its agency agreement with Amazon was the last
to be executed. Penguin signed its agency contract with Amazon
on June 2, 2010, but before that date, Penguin had refused to
allow Amazon to sell any of Penguin’s new e-books.

Apple closely monitored the progreés of the Publisher
Defendants in their negotiations with Amazon.®® The Publisher
Defendants told Apple when their agency agreements with Amazon
had been signed, and Apple watched as they swiftly moved their
prices for New Release e-books on Amazon to the top of Apple’s
tiers. On April 3, 2010, Cue emailed Jobs to report that “[wle
have reviewed all the books on Amazon and they have switched to
agency with the publishers. . . . Overall, our NYT bestsellers
and new releases are the same as Amazon.” At that point,
Penguin was the only Publisher Defendant who had not yet signed
an agency agreement with Amazon. As such, Cue told Jobs that
Apple was “changing a bunch of Penguin titles to $9.99
because they didn’t get their Amazon deal done.” When Penguin’s
Shanks wrote to Cue to share the news it had “finally” reached

an agreement with Amazon “on our new terms of sale,” he added

3 At trial, Moerer at first denied that he had watched the
prices of the Publisher Defendants’ e-books on Amazon or had
noticed that they had increased to the price caps. As a
director of iTunes for Apple, this was not credible, and Apple
witnesses, included Moerer, eventually came to admit that they
did track these price increases as they were occurring.
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that “The playing field is now level.” Cue responded, “Great
news and congratulations!!!”

O. Prices after Agency

Just as Apple expected, after the iBookstore opened in
April 2010, the price caps in the Agreements became the new
retail prices for the Publisher Defendants’ e-books. 1In the
five months that followed, the Publisher Defendants collectively
priced 85.7% of their New Release titles sold through Amazon and
92.1% of their New Release titles sold through Apple within 1%
of the price caps. This was also true for 99.4% of the NYT
Bestseller titles on Apple’s iBookstore, and 96.8% of NYT
Bestsellers sold through Amazon. The increases at Amazon within
roughly two weeks of moving to agency amounted to an average per
unit e-book retail price increase of 14.2% for their New
Releases, 42.7% for their NYT Bestsellers, and 18.6% across all
of the Publisher Defendants’ e-books.

The following chart, prepared by one of Apple’s experts,
illustrates this sudden and uniform price increase. While the
average prices for Random House’s e-books hovered éteadily
around $8, for four of the Publisher Defendants, the price
increases occurred at the opening of the iBookstore; Penguin’s
price increases awaited the execution of its agency agreement
with Amazon and followed within a few weeks. The bottom flat

line represents the average prices of non-major publishers.

94



Ebook Price

Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 95 of 160

Weighted Average Ebook Price by Publisher at Amazon
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The Publisher Defendants raised more than the prices of
just New Release e-books. The prices of some of their New
Release hardcover books were also raised in order to move the e-
book version into a correspondingly higher price tier.’* &and,
all of the Publisher Defendants raised the prices of their

backlist e-books, which were not governed by the Agreements’

> The relationship between the price of e-books and their

hardcover counterpart is a complex topic that was only
tangentially explored at trial. Apple conceded, however, that
it had not been Amazon’s policy to price e-books above their
hardcover version, but that the Publishers who adopted an agency
model for distribution of their e-books did not always follow
that practice. There is evidence that, with the adoption of the
agency model, as many as 20% of trade e-books became more
expensive for consumers than their physical counterpart.
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price tier regimen. As Cue had anticipated, the Publisher
Defendants did this in order to make up for some of the revenue
lost from their sales of New Release e-books.

The following two charts, one prepared by the Plaintiffs’
expert and another from an expert for Apple, respectively,
compare the price increases for the Publisher Defendants’ New
Releases with the price increases for their backlist books.
Despite drawing from different time periods, their conclusions
are very similar. The Publisher Defendants used the change to
an agency method for distributing their e-books as an
opportunity to raise the prices for their e-books across the
board.

E-Book Average Price Increases at Amazon by Publisher
Defendants Following the Move to Agency

Amazon Weighted Average Price Increases

New NYT

Publisher All eBooks | Releases | Bestsellers | Backlist
Hachette 33.0% 14.1% 37.9% 37.5%
HarperCollins 13.6% . 12.5% 44.0% 15.2%
Macmillan 11.6% 14.0% - 11.2%
Penguin 18.3% 19.5% 43.6% 17.6%
Suinon & Schuster 18.0% 15.1% 28.7% 19.8%
Defendant

Publishers 18.6% 14.2% 42.7% 19.6%
Random House 0.01% 1.9% 0.2% 0.3%
Non-Majors -0.2% -0.9% 1.1% 0.1%
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Average E-book Prices of Backlist and New Release Titles
in the Periods Before and After Agency

Amazon Barnes & Noble Sony

Backlist

Before Agency $7.16 $6.84 $8.07

After Agency $8.78 $8.20 $8.43

Percent Change 23% 20% 4%
Hardcover New Release and NYT Bestsellers

Before Agency $10.37 $9.99 $11.31

After Agency $12.28 $11.60 $11.97

Percent Change 18% 16% 6%

Not surprisingly, the laws of supply and demand were not
suspended for e-books. When the Publisher Defendants increased
the prices of their e-books, they sold fewer books.

There were various measurements offered at trial to
quantify the lost sales. One study found that the Publisher
Defendants who shifted their e-tailers to agency in early April
2010 sold 12.9% fewer units at major retailers in a two-week
period following the implementation of agency prices than they
had in a two-week period preceding it, at least for books that

> Another expert opined that the

were available in both periods.®
Publisher Defendants’ sales decreased by 14.5% relative to a

control group consisting of Random House.?®

> By contrast, in this study non-party publishers’ sales
increased 5.4% in the same period.

> Apple argued at trial that the decline in sales of the
Publisher Defendants’ e-books compared to those sold by Random
House was attributable to Amazon’s promotion of Random House
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Amazon prepared charts for the Publisher Defendants
illustrating the impact of their pricing decisions on their
sales. BAmazon concluded that “[c]ompared to the 3 agency
publishers -- Harper, Hachette and Penguin, who had overall
kindle book units decline in Q2 compared to Q1l, Random House had
an increase of 41%.” It is unnecessary to quantify the precise
decline in the sales for the Publisher Defendants that can be
properly attributed to their decisions to raise their e-book
prices. It is abundantly clear, and not surprising, that each
of the Publisher Defendants lost sales of e-books due to the
price increases.

Thus, consumers suffered in a variety of ways from this
scheme to eliminate retail price competition and to raise e-book
prices. Some consumers had to pay more for e-books; others
bought a cheaper e-book rather than the one they preferred to
purchase; and it can be assumed that still others deferred a
purchase altogether rather than pay the higher price. Now that
the Publisher Defendants were in control of pricing, they were
also less willing to authorize retailers to give consumers the

benefit of promotions. As Macmillan explained to Barnes &

books during the time Random House remained on a wholesale model
of distribution. Apple did not offer persuasive evidence,
however, that the loss in sales was substantially due to
anything other than the fact that Amazon continued to price many
Random House New Releases at $9.99 while the Publisher
Defendants raised the prices of their e-books substantially
higher.
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Noble, it would not agree to a proposed promotion because “[w]e
worked hard to push the price of our new Ebooks up just a few
dollars -- and this would immediately signal not an increase in
value, but a decrease in value.”

While conceding that the prices for the Publisher
Defendants’ e-books went up after Apple opened the iBookstore,
Apple argued at trial that the opening of the iBookstore
actually led to an overall decline in trade e-book prices during
the two-year period that followed that event. Its evidence was
not persuasive. Apple’s experts did not present any analysis
that attempted to control for the many changes that the e-book
market was experiencing during these early years of its growth,
including the phenomenon of disintermediation and the extent to
which other publishers decided to remain on the wholesale model.
The analysis presented by the Plaintiffs’ experts as well as
common sense lead invariably to a finding that the actions taken
by Apple and the Publisher Defendants led to an increase in the
price of e-books. After all, the Publisher Defendants accounted
for roughly 50% of the trade e-book market in April 2010, and it
is undisputed that they raised the prices for not only their New
Release but also their backlist e-books substantially.

P. Random House Adopts an Agency Model

If there were any doubt about the impact of the Apple

agency Agreement on e-book prices, at least in so far as the
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market for trade e-books is concerned, the experience of Random
House confirms each of the observations just made about the
prices and sales of the five Publisher Defendants. Random House
adopted the agency model in early 2011, and promptly raised the
prices of its e-books and experienced a concomitant decline in
e-book sales.”’

Random House had resisted Apple’s overtures to adopt the
agency model and therefore its e-books were not available in
2010 in the iBookstore. It was Cue’s assessment that the
iBookstore was not as successful as Apple had hoped because
e-books from Random House, the largest of the Big Six, were not
being sold there. Cue believes that consumers expect all the
books they may want to buy to be available in a bookstore and
when they cannot find what they want, they go elsewhere and may
never return.

While the Publisher Defendants were pricing their e-books
at or close to the $12.99 and $14.99 price caps, Amazon
continued to price many Random House New Releases and NYT
Bestseller e-books at $9.99, as it did with other publishers
that remained on its wholesale terms. This increased Random

House’'s sales and market share during that period.

5" Dr. Ashenfelter calculated an increase in Random House'’s
prices for e-books of 18.3% on average, and a decrease in its
unit sales of e-books of 16.7%.
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RApple decided to pressure Random House to join the
iBookstore. As Cue wrote to Apple CEO Tim Cook, “when we get
Random House, it will be over for everyone.” Apple had its
opportunity in the Fall of 2010, when Random House submitted
some e-book apps to Apple’s App Store. Cue advised Random House
that Apple was only interested in doing “an overall deal” with
Random House. By December, they had begun negotiations, and
Random House executed an agency agreement with Apple in mid-
January 2011. 1In an email to Jobs, Cue attributed Random
House’s capitulation in part to “the fact that I prevented an
app from Random House from going live in the app store this
week.”

Q. The Publisher Defendants Require Google to Adopt an
Agency Model

The decision by the Publisher Defendants and later by
Random House to adopt the agency model of distribution and raise
e-book prices effected a change across the entire industry.

Once the Publisher Defendants agreed with Apple to move to an
agency relationship for the sale of their e-books, they not only
demanded that Amazon change their relationship to an agency
model, they negotiated agency agreements with their other e-book
distributors to eliminate all retail price competition.

One of the companies that was planning to become an e-book

distributor was Google, and the Publisher Defendants demanded
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that Google as well adopt an agency agreement in January 2010.
Google had begun to plan its entry into the e-book business as
early as 2007. Before January 2010, Google understood from its
discussions with the Publisher Defendants that the parties would
use the wholesale model to sell digital books. But, in January
2010, each of the Publisher Defendants did an about-face and
suddenly advised Google that they were switching to an agency
model and would no longer be offering books under wholesale
terms. Google, like Amazon, would have preferred to use the
wholesale model and set the retail prices for its e-books, but
the Publisher Defendants refused to allow it that option. The
Publisher Defendants conveyed to Google that their Agreements
with Apple made them “unwilling to enter into non-agency
agreements with Google.”

R. Concluding Observations

While many of the trial’s fact witnesses who are employed
by Apple and the Publisher Defendants were less than
forthcoming, the contemporaneous documentary record was replete
with admissions about their scheme. The preceding findings have
therefore come not only from the testimony presented at trial,
where the witnesses were cross-examined and questioned again
through re-direct examination, but has also been derived

liberally from the documentary record.
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Based on these documents, it is difficult for either Apple
or the Publisher Defendants to deny that they worked together to
achieve the twin aims of eliminating retail price competition
and raising the prices for trade e-books. As Macmillan frankly
acknowledged in writing to the trade in the Spring of 2010, one
of its goals in moving to the agency model was to “[i]ncreasel[e]
prices” of e-books. As Penguin’s McCall wrote, “Agency is anti-
pricewar territory. We don’t need to compete with other
publishers on the price of our books.” Penguin executives told
authors after signing the Apple Agreement that they had “fought
to protect high prices; . . . fought against $9.99 pricing” to
demand higher, “better” prices. It continued, “who knows, it is
$14.99 this year, but in a few years it may be $16.99 or
$19.99.” HarperCollins recognized that, with the Apple
Agreements, Apple had become the “gatekeeper” on e-book pricing
“for the industry.” As Cue admitted at trial, raising e-book
prices was simply “all part of” the bargain in creating the
iBookstore.

Jobs himself was frank in explaining how this scheme worked
when he spoke to biographer Walter Isaacson the day after the
Launch. Jobs described it as an “a[ilkido move” to move all
retailers to agency and eliminate price competition with Amazon.

In Jobs’s own words:
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Amazon screwed it up. It paid the wholesale price for some
books, but started selling them below cost at $9.99. The
publishers hated that -- they thought it would trash their
ability to sell hardcover books at $28. So before Apple
even got on the scene, some booksellers were starting to
withhold books from Amazon. So we told the publishers,
“We’ll go to the agency model, where you set the price, and
we get our 30%, and yes, the customer pays a little more,
but that’s what you want anyway.” But we also asked for a
guarantee that if anybody else is selling the books cheaper
than we are, then we can sell them at the lower price too.
So they went to Amazon and said, “You’re going to sign an
agency contract or we’re not going to give you the books.”

DISCUSSION

The United States of America has brought a single claim
against Apple for violation of Section 1 of the Sherman Act.
The States have brought claims against Apple based on vioclations
of the state statutes “to the extent those laws are congruent
with Section 1 of the Sherman Act.” Following a description of
the legal standard for a Section 1 claim, this Opinion will
apply that law to the facts presented at trial. After finding
that the Plaintiffs’ have carried their burden of showing that
Apple violated Section 1, the Opinion will address the six
principal arguments that Apple has presented in its defense.

A. Legal Standard

Section 1 of the Sherman Act (“Section 1”) outlaws “[e]very
contract, combination . . . , or conspiracy, in restraint of
trade or commerce among the several States.” 15 U.S.C. § 1. To

establish a conspiracy in violation of Section 1, then, proof of
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joint or concerted action is required. Monsanto Co. v. Spray-

Rite Service Corp., 465 U.S. 752, 761 (1984). 1In particular,

plaintiffs must show (1) “a combination or some form of
concerted action between at least two legally distinct economic
entities” that, (2) “constituted an unreasonable restraint of

trade either per se or under the rule of reason.” Primetime 24

Joint Venture v. Nat’l Broad. Co., 219 F.3d 92, 103 (2d Cir.

2000) (citation omitted); see Capital Imaging Assocs, P.C. v.

Mohawk Valley Medical Assocs, Inc., 996 F.2d 537, 542 (2d Cir.

1993). Overall, “[clircumstances must reveal a unity of purpose
or a common design and understanding, or a meeting of minds in
an unlawful arrangement.” Monsanto, 465 U.S. at 764 (citation

omitted); Apex 0Oil Co. v. DiMauro, 822 F.2d 246, 252 (2d Cir.

1887) .
Notwithstanding its broad language, Section 1 does not
disallow any and all agreements; it “outlaws only unreasonable

restraints.” Leegin Creative Leather Prods., Inc. v. PSKS,

Inc., 551 U.S. 877, 885 (2007) (citation omitted). Thus, in
many cases, “antitrust plaintiffs must demonstrate that a
particular contract or combination is in fact unreasonable and

anticompetitive before it will be found unlawful.” Texaco Inc.

v. Dagher, 547 U.S. 1, 5 (2006). Some agreements, however, “are
so plainly anticompetitive that no elaborate study of the

industry is needed to establish their illegality.” Id.
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(citation omitted). Such agreements are illegal per se, and are
not subject to the rule of reason. The per se rule thus
“eliminates the need to study the reasonableness of an
individual restraint in light of the real market forces at
work.” Leegin, 551 U.S. at 886.

By contrast, under the rule of reason, “the plaintiffs bear
an initial burden to demonstrate the defendants’ challenged
behavior had an actual adverse effect on competition as a whole

in the relevant market.” Geneva Pharms Tech Corp. v. Barr Labs

Inc., 386 F.3d 485, 506-07 (2d Cir. 2004) (citation omitted).

If the plaintiffs satisfy their initial burden, the burden
shifts to the defendants to offer evidence of the pro-
competitive effects of their agreement. Assuming
defendants can provide such proof, the burden shifts back
to the plaintiffs to prove that any legitimate competitive
benefits offered by defendants could have been achieved
through less restrictive means. Ultimately, the fact
finder must engage in a careful weighing of the competitive
effects of the agreement -- both pro and con -- to
determine if the effects of the challenged restraint tend
to promote or destroy competition.

Id. at 507 (citation omitted).

Use of the per se rule is limited to restraints “that would
always or almost always tend to restrict competition and
decrease output,” and is appropriate “only after courts have had
considerable experience with the type of restraint at issue.”
Leegin, 551 U.S. at 886 (citation omitted). “Under the Sherman

Act a combination formed for the purpose and with the effect of
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raising, depressing, fixing, pegging, or stabilizing the price
of a commodity in interstate or foreign commerce is illegal per

se.” United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 223

(1940). Generally speaking, price-fixing agreements or
agreements to divide markets that are horizontal in nature --
meaning that the parties to the agreement are “competitors at

the same level of the market structure,” Anderson News, L.L.C.

v. American Media, Inc., 680 F.3d 162, 182 (2d Cir. 2012)

(citation omitted) -- are per se unlawful. Starr v. Sony BMG

Music Entm’t, 592 F.3d 314, 326 n.4 (2d Cir. 2010); Leegin, 551

U.S. at 886 (“"Restraints that are per se unlawful include
horizontal agreements among competitors to fix prices.”). 1In
other words, "“they are prohibited despite the reasonableness of
the particular prices agreed upon.” 8tarr, 592 F.3d at 326 n.d.
Non-price restrictions that are otherwise lawful are also “per
se unlawful if undertaken as part of an illegal scheme to fix
prices.” Monsanto, 465 U.S. at 760 n.6 (citation and emphasis
omitted).

By contrast, vertical price restraints, such as resale
price maintenance agreements, that do not involve price-fixing
are subject to the rule of reason. See Leegin, 551 U.S. at 882.
A manufacturer has a right to refuse to deal “with whomever it
likes, as long as it does so independently.” Monsanto, 465 U.S.

at 761.
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A plaintiff may rely on either direct or circumstantial
evidence to establish that a defendant entered into an agreement

in violation of the antitrust laws. Mayor and City Council of

Baltimore, Md. v. Citigroup, Inc., 709 F.3d 129, 136-(2d EE T

2013) (pleading standard). Direct evidence “would consist, for
example, of a recorded phone call in which two competitors
agreed to fix prices at a certain level.” Id.

Because unlawful conspiracies tend to form in secret,
however, proof of a conspiracy will rarely consist of explicit
agreements. Rather, conspiracies “nearly always must be proven

through inferences that may fairly be drawn from the behavior of

the alleged conspirators.” Anderson News, 680 F.3d at 183

(citation omitted). 1In fact, even direct evidence in antitrust
cases “can sometimes require a factfinder to draw inferences to

reach a particular conclusion.” In re Publ’n Paper Antitrust

Litig., 690 F.3d 51, 64 (2d Cir. 2012) (“Perhaps on average
circumstantial evidence requires a longer chain of inferences.”
(citation omitted)). Circumstantial evidence is no less
persuasive than direct evidence; indeed, “[c]ircumstantial
evidence is not only sufficient, but may also be more certain,

satisfying and persuasive than direct evidence.” Desert Palace,

Inc. v. Costa, 539 U.S. 90, 100 (2003).

Thus, to prove an antitrust conspiracy, "“the antitrust

plaintiff should present direct or circumstantial evidence that
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reasonably tends to prove that the [defendant] and others had a
conscious commitment to a common scheme designed to achieve an
unlawful objective.” Monsanto, 465 U.S. at 764 (citation
omitted). The evidence must also “prove defendants had the
intent to adhere to an agreement that was designed to achieve an
unlawful objective; specific intent to restrain trade is not

required.” Geneva Pharms, 386 F.3d at 507. Since “the essence

of any violation of § 1 [of the Sherman Act] is the illegal

agreement itself,” Summit Health, Ltd. v. Pinhas, 500 U.S. 322,

330 (1991), the evidence must demonstrate a “meeting of the
minds.” Monsanto, 465 U.S. at 765. In evaluating the existence
of an antitrust conspiracy, courts consider the “totality of the

evidence.” Publ’n Paper, 690 F.3d at 64; see Cont’l Ore Co. v.

Union Carbide & Carbon Corp., 370 U.S. 690, 699 (1962) (“The

character and effect of a conspiracy are not to be judged by
dismembering it and viewing its separate parts, but only by
looking at it as a whole.” (citation omitted)). Just as a
conspiracy’s “failure to achieve its ends” after an intended
period may be “strong evidence” that the conspiracy did not in

fact exist, Matsushita Electric Indus. Co., Ltd. v. Zenith Radio

Corp., 475 U.S. 574, 592 (1986), the success of the conspiracy
in achieving its goals may confirm the very existence of the

conspiracy. See Oreck Corp. v. Whirlpool Corp., 563 F.2d 54, 63

(2d Cir. 1977) (“Proof that a combination was formed for the
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purpose of fixing prices and that it caused them to be fixed or
contributed to that result is proof of the completion of a
price-fixing conspiracy under § 1 of the Act.” (citation

omitted)); cf. United States v. Quinones, 511 F.3d 289, 308 (2d

Cir. 2007) (defendants’ cocaine purchases “were obviously
relevant to proof of the existence of th[e narcotics]
conspiracy” charged).

“Unambiguous evidence of an agreement to fix prices

is all the proof a plaintiff needs” to establish a violation of

Section 1. Publ’n Paper, 690 F.3d at 63 (citation omitted).

Where the evidence of conspiracy is “ambiguous,” however,
“antitrust law limits the range of permissible inferences” that
may be drawn. Matsushita, 475 U.S. at 588; see Apex, 822 F.2d
at 253. Where conduct is as consistent with permissible
competition as with illegality, a plaintiff “must present
evidence that tends to exclude the possibility that the alleged
conspirators acted independently.” Matsushita, 475 U.S. at 588
(citation omitted). Thus, “standing alone,” ambiguous conduct
is inadequate to support an inference of illegality. Id.
Moreover, where a plaintiff’s theory of recovery is implausible
-- in other words, “if the claim is one that simply makes no
economic sense,” id. at 587 —— it takes “strong direct or
circumstantial evidence to satisfy Matsushita’s tends to exclude

standard.” Publ’n Paper, 690 F.3d at 63 (citation omitted).
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“By contrast, broader inferences are permitted, and the ‘tends
to exclude’ standard is more easily satisfied, when the
conspiracy is economically sensible for the alleged conspirators
to undertake and the challenged activities could not reasonably
be perceived as procompetitive.” Id. (citation omitted).

Even where a plaintiff relies on ambiguous evidence,
however, to prove its claim, the plaintiff does not bear the
burden of showing that the existence of a conspiracy is the
“sole inference” to be drawn from the evidence. Id. The
plaintiff is only required to present evidence that is
sufficient to allow the fact-finder “to infer that the
conspiratorial explanation is more likely than not.” Id.
(citation omitted) .

Conduct that stems from independent decisions is
permissible under Section 1, see Starr, 592 F.3d at 321, as are
“independent responses to common stimuli,” and “interdependence
unaided by an advance understanding among the parties.” Bell

Atlantic Corp. v. Twombly, 550 U.S. 544, 556 n.4 (2007)

(citation omitted). As a result, while evidence of parallel
conduct is probative of an antitrust conspiracy, such evidence
“alone cannot suffice.” BRpex, 822 F.2d at 252; Matsushita, 475
U.S. at 588. Instead, to infer a horizontal agreement through
parallel conduct, a court may draw inferences from “plus

factors” to rule out purely interdependent decision making by
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rivals. Mayor, 709 F.3d at 136 (citation omitted). Plus
factors commonly considered by courts include “a common motive
to conspire, evidence that shows that the parallel acts were
against the apparent individual economic self-interest of the
alleged conspirators, . . . evidence of a high level of
interfirm communications,” id., and the “use of facilitating

practices” like information sharing. Todd v. Exxon Corp., 275

F.3d 191, 198 (2d Cir. 2001). An abrupt shift from defendants’
past behavior and near-unanimity of action by several defendants

may also strengthen the inference. See Interstate Circuit v.

United States, 306 U.S. 208, 222 (1939); Toys “R” Us, Inc. v.

FTC, 221 F.3d 928, 935 (7th Cir. 2000). For instance, a
“complex and historically unprecedented change[]l] in pricing
structure made at the very same time by multiple competitors,

"

and made for no other discernible reason,” may provide
sufficient evidence of an illegal conspiracy. Mayor, 709 F.3d
at 137 (citation omitted) (discussion of pleading standard).

Per se price-fixing agreements may also include those where

a vertical player participates in and facilitates a horizontal

conspiracy. See Toys “R” Us, 221 F.3d at 934, 936. Where a

vertical actor is alleged to have participated in an unlawful
horizontal agreement, plaintiffs must demonstrate both that a
horizontal conspiracy existed, and that the vertical player was

a knowing participant in that agreement and facilitated the
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scheme. See, e.g., id. at 936; Interstate Circuit, 306 U.S. at

225-29 (1939).

B. Analysis of the Evidence

The Plaintiffs have shown through compelling evidence that
bpple violated Section 1 of the Sherman Act by conspiring with
the Publisher Defendants to eliminate retail price competition
and to raise e-book prices. There is overwhelming evidence that
the Publisher Defendants joined with each other in a horizontal
price-fixing conspiracy. Through that conspiracy, the Publisher
Defendants raised the prices of many of their New Releases and
NYT Bestsellers above the $9.99 price at which they had
previously been sold through Amazon. They also raised the
prices of many of their backlist e-books. The Plaintiffs have
also shown that Apple was a knowing and active member of that
conspiracy. Apple not only willingly Jjoined the conspiracy, but
also forcefully facilitated it.

There is little dispute that the Publisher Defendants
conspired together to raise the prices of their e-books.”® They

shared a common motivation: the elimination of the “wretched”

28 During summation Apple chose not to concede that the

plaintiffs had proven at trial that the Publisher Defendants
engaged in a horizontal price fixing conspiracy. Apple did not
expend an effort, however, to argue that such a conspiracy did
not exist or that the evidence was insufficient to find that it
existed. Apple confined its argument to its purported lack of
knowledge that the Publisher Defendants were conspiring with
each other.
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$9.99 retail price that Amazon, the chief distributor of their
e-books, chose for many of their New Releases, including NYT
Bestsellers. They believed that this price point in the nascent
but swiftly growing e-book market would, if left unchallenged,
unalterably affect the consumer perception of the value of a
book and severely undermine their more profitable physical book
business. To protect their then-existing business model, the
Publisher Defendants agreed to raise the prices of e-books by
taking control of retail pricing.

From late 2008 through 2009, the Publisher Defendants had
collectively tried through a variety of means to pressure Amazon
to raise the prices of their e-books. Their efforts proved
futile. Then, through agency agreements that each Publisher
Defendant executed with Apple over the course of just three days
in January 2010, and with Amazon (and other e-retailers) in the
weeks that followed, the Publisher Defendants simultaneously
switched from a wholesale to an agency model for the
distribution of their e-books. When the iPad went on sale and
the iBookstore went live in early April 2010 (or shortly
thereafter, in the case of Penguin), each of the Publisher
Defendants used their new pricing authority to raise the prices
of their e-books overnight and substantially.

This price-fixing conspiracy would not have succeeded

without the active facilitation and encouragement of Apple.
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Before Apple even met with the Publisher Defendants in mid-
December 2009, it was fully aware that the Publishers were
adamantly opposed to Amazon’s $9.99 price point and were
actively searching for an effective means, including through
collective action, to pressure Amazon to raise its prices.
Inspired by the impending Launch of the revolutionary iPad,
scheduled for January 27, Apple seized the moment.

Apple met with the Publishers in December 2009 and heard
their unanimous condemnation of the $9.99 price point and desire
to raise e-book prices. Volunteering that it was willing to
price e-books as high as $14.99 in an e-bookstore, Apple won
their rapt attention. Apple then presented a strategy —-- the
agency Agreements.—— that would allow the Publishers to take
control of and raise e-book retail prices in a matter of weeks.
Knowing full well, however, that the Publisher Defendants wanted
to raise e-book retail prices significantly above the $9.99
price point, even in some instances above the retail prices of
the corresponding physical book, Apple placed pricing
restrictions or caps on categories of e-books to ensure that the
prices in its iBookstore were “realistic” and didn’t embarrass
Apple. 1In negotiating the caps for its pricing tiers, Apple
understood that it was setting the new retail prices at which

e-books would be sold.

115



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 116 of 160

Apple had several reasons for engaging as it did with the
Publisher Defendants. It wanted to announce a well-stocked
iBookstore in less than two months, when it launched its iPad;
it wanted to avoid competing with Amazon, an arch rival in the
market, on the basis of price; and it wanted a guaranteed profit
on any new business it entered. To accomplish these goals,
Apple was willing to offer the Publisher Defendants a roadmap
for raising retail e-book prices well above Amazon’s $9.99 price
point and urged the Publisher Defendants to use that roadmap to
do so. 1In short, Apple convinced the Publisher Defendants that
Apple shared their goal of raising e-book prices, and helped
them to realize that goal.

Apple included the MFN, or price parity provision, in its
Agreements both to protect itself against any retail price
competition and to ensure that it had no retail price
competition. Apple fully understood and intended that the MFN
would lead the Publisher Defendants inexorably to demand that
Amazon switch to an agency relationship with each of them. As
Apple’s Cue reminded Macmillan’s Sargent, this was no more than
what the Publisher Defendants had already assured Apple that
they wanted to, and would, do.

Because of the MFN, Apple concluded that it did not need to
include as an explicit term in its Agreements a demand that a

Publisher Defendant move all of its resellers to agency. The
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MFN was sufficient to force the change in model. The economics
of the Agreements were, simply put, “terrible” for the
Publishers. The Publisher Defendants already expected to lose
revenue from their substitution of an agency model for the
wholesale model of e-book distribution. Unless a Publisher
Defendant followed through and transformed its relationships
with Amazon and other resellers into an agenéy relationship, it
would be in significantly worse terms financially as a result of
its agency contract with Apple.. As significantly, unless the
Publisher Defendants joined forces and together forced Amazon
onto the agency model, their expected loss of revenue would not
be offset by the achievement of their ultimate goal: the
protection of book value.

A chief stumbling block to raising e-book prices was the
Publishers’ fear that Amazon would retaliate against any
Publisher who pressured it to raise prices. Each of them could
also expect to lose substantial sales if they unilaterally
raised the prices of their own e-books and none of their
competitors followed suit. This is where Apple’s participation
in the conspiracy proved essential. It assured each Publisher
Defendant that it would only move forward if a critical mass of
the major publishing houses agreed to its agency terms. It
promised each Publisher Defendant that it was getting identical

terms in its Agreement in every material way. It kept each
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Publisher Defendant apprised of how many others had agreed to
execute Apple’s Agreements. As Cue acknowledged at trial, ™I
just wanted to assure them that they weren’t going to be alone,
so that I would take the fear awal[y] of the Amazon retribution
that they were all afraid of.” As a result, the Publisher
Defendants understood that each of them shared the same set of
risks and rewards.

Working against its own internal deadline, Apple achieved
for this industry in a matter of weeks what the Publisher
Defendants had been unable to accomplish for months before Apple
became their partner. In the words of Simon & Schuster’s Reidy,
Bpple herded cats. Apple gave the Publishers a deadline and
required them to examine with care but quickly how committed
they were to challenging Amazon and altering the landscape of
e-book pricing. And when it appeared a Publisher Defendant
might be too scared to commit to this dramatic business change,
Cue reminded that Publisher Defendant that Apple’s entry into
the market represented a once-in-a-lifetime opportunity to
eliminate Amazon’s control over pricing. As he warned Penguin
just days before the Launch, "“There is no one outside of us that
can do this for you. If we miss this opportunity, it will
likely never come again.”

Without the collective action that Apple nurtured, it is

unlikely any individual Publisher would have succeeded in
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unilaterally imposing an agency relationship on Amazon. Working
together, and equipped with Apple’s agency Agreements, Apple and
the Publisher Defendants moved the largest publishers of trade
e-books and their distributors from a wholesale to agency model,
eliminated retail price competition, and raised e-book prices.

The evidence of this conspiracy can be found in Jobs’s
admissions to a reporter, to James Murdoch, and to his
biographer; in contemporaneous e-mails pulled from the files of
Apple, the Publishers, Amazon, and others; in the web of
telephone calls among Publisher Defendants’ CEOs surrounding
each turning point in the presentation and execution of the

59

Agreements; and as compellingly, in the circumstantial

evidence. This circumstantial evidence includes the following:

> Apple has contended that the existence of any conversations
among the Publisher Defendants CEOs during their negotiations
with Apple is neither unusual nor incriminating. This is not
the. occasion to describe the metes and bounds of lawful
communication among competitors when they are engaged in
simultaneous negotiations with either a common supplier or a
shared distributor. Instead, the Court focuses here on the ways
in which the Publisher Defendants’ frequent discussions are
relevant to this Opinion, including that the Publisher
Defendants’ denials at trial that they discussed the Apple
Agreement with one another in those communications, or that
those conversations occurred at all, in the face of overwhelming
evidence to the contrary, strongly supports a finding of
consciousness of guilt. They knew they were coordinating their
efforts to raise the e-book prices and jointly confront Amazon,
and have tried to hide that fact. Moreover, the pattern of
their coordination in meetings and telephone calls, and their

expectation that they would not compete on price -- all of which
was apparently well established before Apple reached out to them
but continued throughout their negotiations with Apple -- serves

as strong evidence of this conspiracy.
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each of the Publisher Defendants shared the identical goal to
raise the $9.99 price point to protect its physical book
business; the agency Agreements represented an “abrupt shift”
from the past model for the distribution of e-books; the
Publisher Defendants each demanded that Amazon adopt this new
model within days of each other; the agency model protected
Apple from price competition; the rise in trade e-book prices to
or close to the price caps established in the Agreements was
large and essentially simultaneous; in adopting a model that
deprived each of them of a stream of expected revenue from the
sale of e-books on the wholesale model, the Publisher Defendants
all acted against their near-term financial interests; and each
of the Publisher Defendants acted in identical ways even though

each was also afraid of retaliation by Amazon. See Toys “"R” Us,

221 F.3d at 935-36; PepsiCo, Inc. v. Coca-Cola Co., 315 F.3d

101, 110 (2d Cir. 2002).
In sum, the Plaintiffs have shown not just by a

preponderance of the evidence, see Herman & MacLean v.

Huddleston, 459 U.S. 375, 390 (1983), but through compelling
direct and circumstantial evidence that Apple participated in
and facilitated a horizontal price-fixing conspiracy. As a
result, they have proven a per se violation of the Sherman Act.

See Arizona v. Maricopa Cnty. Med. Soc., 457 U.S. 332, 346-47

(1982); Toys “R” Us, 221 F.3d at 936. If it were necessary to
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analyze this evidence under the rule of reason, however, the
Plaintiffs would also prevail.

Apple has not shown that the execution of the Agreements
had any pro-competitive effects.® The form Agreements
eliminated retail price competition, and there is no evidence
that the Publisher Defendants have ever competed with each other
on price. To the contrary, several of the Publishers’ CEOs
explained that they have not competed with each other on that
basis. The pro-competitive effects to which Apple has pointed,
including its launch of the iBookstore, the technical novelties
of the iPad, and the evolution of digital publishing more
generally, are phenomena that are independent of the Agreements
and therefore do not demonstrate any pro-competitive effects
flowing from the Agreements. In any event, the Plaintiffs have
shown that the Agreements did not promote competition, but
destroyed it. The Agreements compelled the Publisher Defendants
to move Amazon and other retailers to an agency model for the
distribution of e-books, removed the ability of retailers to set
the prices of their e-books and compete with each other on
price, relieved Apple of the need to compete on price, and
allowed the Publisher Defendants to raise the prices for their

e-books, which they promptly did on both New Releases and NYT

80 plaintiffs have defined the relevant market as trade e-books

in the United States; Apple does not dispute that
characterization.
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Bestsellers, as well as backlist titles. Apple’s experts did
little to counter the evidence of this across-the-board price
increase in e-books sold by the Publisher Defendants and by
Random House when it moved to agency.® Because of this rise in
prices, and at least until Random House also adopted the agency
model, the Publisher Defendants sold fewer e-books than they
otherwise would have done. For this and many other reasons, if
it were necessary to evaluate Apple’s conduct under the rule of
reason, Plaintiffs have carried their burden to show a violation

of Section 1 of the Sherman Act under that test as well.

APPLE’S ARGUMENTS
Apple vigorously contested its liability at trial. This
Opinion turns now to Apple’s principal arguments in its defense.
Bpple’s defense has somewhat shifted over time. Apple in
its opening statement identified five essential links in the
chain of evidence that the Plaintiffs had to establish at

trial.® They were:

1 The testimony by Apple’s experts that the prices of e-books
generally, including self-published e-books, decreased on
average in the years following the introduction of the
iBookstore, does not affect this conclusion. The Apple experts
did not offer any scientifically sound analysis of the cause for
this purported price decline or seek to control for the factors
that may have led to it.

% In dits pretrial memorandum of law, Apple’s defense focused
almost exclusively on Monsanto’s “tends to exclude” standard and
its contention that Plaintiffs’ evidence is insufficient to
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First is that the publishers sign Apple’s agency agreements
with an MFN and price caps.

The second is that that MFN sharpened the publishers’
incentives to demand agency from Amazon.

The next is that that demand for agency convinces a
company, Amazon, of the futility of continued resistance to

agency.

Amazon adopts agency in circumstances where absent the
Apple MEN it would not have adopted agency.

And the final chain in the alleged conspiracy is that the
publishers raise prices to the price caps by agreement.

All of these links in the chain are required for the
government to meet its burden of proving that Apple
participated in a price fixing scheme.
Apple also highlighted in its opening how much Apple likes low
prices and that it did not know how the Publishers would price
their e-books under the agency model.

Over the course of the trial, Apple abandoned each of these
arguments. All of the “links” that Apple identified in its
opening statement were established at trial, and Apple did not
argue otherwise in its summation. Apple similarly abandoned by
summation its theory that Apple was unaware that the Publisher
Defendants would use their new pricing authority to raise e-book

prices; over the course of the trial, Apple’s witnesses admitted

that they expected the Publisher Defendants to raise their

exclude the possibility of independent action. This remains
Apple’s chief argument in its defense.
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e-book prices to Apple’s price caps. Instead, in the end, Apple
appears to make six principal arguments in its defense.

First, it relies on the Supreme Court’s decision in
Monsanto, 465 U.S. 752, to assert that Apple is entitled to a
verdict in its favor since the evidence does not “tend to
exclude” the possibility that Apple acted in a manner consistent
with its lawful business interests. Second, Apple argues that
it never intended to conspire with the Publisher Defendants to
raise e-book prices. Third, Apple argues that the Plaintiffs
have failed to show that the Publisher Defendants actually
“increased” e-book prices since, in the absence of Amazon’s
adoption of an agency model, the Publisher Defendants would have
simply withheld e-books from Amazon. Apple also offers its own
reading of different portions of the trial record, and that
reading will be addressed as its fourth set of contentions.
Fifth, Apple presents additional legal arguments suggesting that
its conduct must be analyzed under the rule of reason. Finally,
Apple argues that a verdict in favor of the Plaintiffs will set
a dangerous precedent and will discourage businesses from
entering other markets. Each of these defenses will be

discussed in turn.
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A. The Monsanto Decision and Apple’s Independent Business
Interests

Throughout these proceedings, Apple has relied on Monsanto
and its “tends to exclude” formulation as the crown jewel of its
defense. According to Apple, any fact-finder in this case must
begin by answering the following question: “Does the evidence
show that Apple acted to facilitate a conspiracy among the
Publisher Defendants to force Amazon onto agency and raise
prices, or rather was its conduct just as consistent with
independent, unilateral action?” If the evidence regarding
participation in a conspiracy is ambiguous, then Apple contends
that, under Monsanto, the fact-finder may only find Apple liable
if it concludes that Apple’s participation in a conspiracy is
“the more likely explanation” for its conduct. Apple also
asserts that when the most natural inference from the evidence
is that a defendant had a legitimate, independent reason for its
actions, then no fact-finder may infer that it engaged in a
conspiracy.

Applying this reading of precedent, Apple argues that it
had legitimate, independent business reasons for executing the
Agreements with the Publisher Defendants, and that these
independent business reasons necessarily render any evidence of
its participation in a conspiracy ambiguous. Because the

Plaintiffs have been unable to show that Apple did not have
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legitimate reasons for acting as it did, Apple asserts that the
Plaintiffs have failed to exclude the possibility that Apple
acted lawfully. As a result, according to Apple, Monsanto
dictates that a verdict be entered in its favor. Apple misreads
Monsanto and its progeny. It also perceives ambiguity where
none exists.

In Monsanto, 465 U.S. 752, the Supreme Court upheld a jury
verdict that a manufacturer had engaged in a per se illegal
vertical price-fixing scheme with “some of its distributors.”
The goal of the conspiracy was the termination of a rival
distributor that was running a “discount operation.” Id. at
756, 764-65. Because a manufacturer and its distributors “have
legitimate reasons to exchange information about the prices and
the reception of their products in the market,” id. at 762, and
because of dangers that flow from permitting an inference of
conspiracy to be drawn “from highly ambiguous evidence,” id. at
763, tﬁe Court held that a plaintiff must present evidence of
“something more” than complaints from distributors to the
manufacturer about their cost-cutting rival. Id. at 764. Using
the phrase upon which Apple seizes, the Court observed that

there “must be evidence that tends to exclude the possibility

that the manufacturer and nonterminated distributors were acting
independently.” Id. (emphasis supplied). In other words,

direct or circumstantial evidence must be present that “tends to
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prove that the manufacturer and others had a conscious
commitment to a common scheme designed to achieve an unlawful
objective.” 1Id. (citation omitted).

Applying that standard, the Court examined the evidence
presented at trial, and held that the direct and circumstantial
evidence supported the jury’s finding that there was an
agreement between the manufacturer and one or more distributors
to maintain prices. Id. at 767. In doing so, it noted that the
choice between “two reasonable interpretations of the testimony”
is properly left for the fact-finder. 1Id. at 768 n.12.

Two years later, in Matsushita, 475 U.S. 574, the Court
returned to this topic in the context of summary judgment
practice. It observed that “anti-trust law limits the range of
permissible inferences from aﬁbiguous evidence in a § 1 case.”
Id. at 588. The Court explained that “if the factual context
renders respondents’ claim implausible -- if the claim is one
that simply makes no economic sense —- respondents must come
forward with more persuasive evidence to support their claim
than would otherwise be necessary.” Id. at 587. Moreover,
where there is conduct “as consistent with permissible
competition as with illegal conspiracy,” that conduct “standing
alone” will not support an inference of conspiracy. Id. at 588.
Thus, to “survive a motion for summary judgment or for a

directed verdict, a plaintiff . . . must present evidence that
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tends to exclude the possibility that the alleged conspirators
acted independently.” Id. (citation omitted). Applying these
principles to the case at hand, the Court noted that there could
be no inference of a conspiracy when the accused “had no
rational economic motive” to engage in a conspiracy and its
conduct was “consistent with other, equally plausible
explanations.” Id. at 596. Therefore, to support liability,
the evidence must “tend to exclude the possibility” that the
accused engaged in legitimate behavior rather than engaging in
“an economically senseless conspiracy.” 1Id. at 597-98 (citation
omitted) .

These discussions of the “tend to exclude” formulations in

Monsanto and Matsushita have occasioned commentary by

academicians and courts of appeal. The Court of Appeals for the
Second Circuit has warned that “[rlequiring a plaintiff to
‘exclude’ or ‘dispel’ the possibility of independent action

places too heavy a burden on the plaintiff.” Publ’n Paper, 690

F.3d at 63. According to the Second Circuit,

[i]t is important not to be misled by Matsushita’s
statement . . . that the plaintiff’s evidence, if it is to
prevail, must “tend . . . to exclude the possibility that
the alleged conspirators acted independently.” The Court
surely did not mean that the plaintiff must disprove all
nonconspiratorial explanations for the defendants’ conduct.
Not only did the court use the word “tend,” but the context
made clear that the Court was simply requiring sufficient
evidence to allow a reasonable fact-finder to infer that
the conspiratorial explanation is more likely than not.
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Id. (citing Phillip E. Areeda and Herbert Hovenkamp,

Fundamentals of Antitrust Law, § 14.03(b), at 14-25 (4th ed.

2011)). Accordingly, “if a plaintiff relies on ambiguous
evidence to prove its claim, the existence of a conspiracy must
be a reasonable inference that the jury could draw from that
evidence; it newd nmet be the sole inference.” Id.
Characterizing as a “trap” the fallacy that “if no single item
of evidence presented by the plaintiff points unequivocally to
conspiracy, the evidence as a whole cannot defeat summary
judgment,” the Court of Appeals for the Seventh Circuit has
opined that the question for the fact-finder is simply “whether,
when the evidence was considered as a whole, it was more likely

that the defendants had conspired to fix prices than that they

had not conspired to fix prices.” 1In re High Fructose Corn

Syrup Antitrust Litigation, 295 F.3d 651, 655-56 (7th Cir.

2002) .

For the reasons described earlier in this Opinion, there is
abundant direct and circumstantial evidence, and this Court has
found, that Apple knowingly and intentionally participated in
and facilitated a horizontal conspiracy to eliminate retail
price competition and to raise the retail prices of e-books.
Apple made a conscious commitment to join a scheme with the
Publisher Defendants.to raise the prices of e-books. BSee

Monsanto, 465 U.S. at 764. Apple did not and could not have
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acted independently to achieve the results it achieved here. It
required the coordinated effort and conscious commitment of the
Publisher Defendants and Apple to change the business model for
the distribution of e-books, impose that new model on Amazon
against its will, and effect a significant increase in the
retail prices of e-books. The finding that Apple engaged in an
illegal conspiracy is based not simply on a finding that the
“conspiratorial explanation is more likely than not,” Publ’n
Paper, 690 F.3d at 63; it is based on powerful direct evidence
corroborated by compelling circumstantial evidence. Even if
Apple had been successful at trial in showing that the evidence
of its participation in the asserted conspiracy was equally
balanced between two reasonable interpretations, Monsanto, 465
U.S. at 768 n.12, and it was not, the Plaintiffs have shown by a
preponderance of the evidence that Apple violated the antitrust
laws.

This conclusion is based on an evaluation of the entirety
of the evidentiary record, including those portions on which
Apple relies in arguing that it acted in ways that were
consistent with its independent business interests. It is not
surprising that Apple chose to further its own independent,
economic interests. Such a motivation, however, does not
insulate a defendant from liability for illegal conduct. It has

long been observed that it is of “no consequence, for purposes

130



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 131 of 160

of determining whether there has been a combination or
conspiracy under s[ection] 1 of the Sherman Act, that each party

acted in its own lawful interest.” United States v. General

Motors Corp., 384 U.S. 127, 142 (1966).

To the extent that Apple is arguing that the evidence of
its participation with the Publisher Defendants in the
conspiracy is ambiguous, it is wrong. Instead, the evidence not
only “tends to exclude the possibility” that Apple acted
independently; it overwhelmingly demonstrates that it did not.

In asserting that its behavior was consistent with its
legitimate business interests and with standard business
practices, Apple emphasizes the following: it wanted to enter
and compete successfully in the e-books market; it did not want
to begin a business in which it would sustain losses; it wanted
to avoid the windowing or withholding of e-books from its e-
bookstore; the agency model, particularly one with price caps
and an MFN, was a logical fit; and it was helpful to advise
Publishers that it was offering the same terms to their
competitors and would open the iBookstore only if it reached
agreements with enough of them to have a successful e-bookstore.
Apple contends that each of these practices was and is a lawful
business practice. It argues that no proper inference that
Apple conspired to raise price can be drawn from the several

terms in the Agreements or the components of Apple’s negotiating
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strategy because the Supreme Court has found actions of this
type essential to the operation of efficient markets.

The Plaintiffs do not argue, and this Court has not found,
that the agency model for distribution of content, or any one of
the clauses included in the Agreements, or any of the identified
negotiation tactics is inherently illegal. Indeed, entirely
lawful contracts may include an MFN, price caps, or pricing
tiers. Lawful distribution arrangements between suppliers and
distributors certainly include agency arrangements. It is also
not illegal for a company to adopt a form “click-through”
contract, negotiate with all suppliers at the same time, or
share certain information with them. Indeed, as Apple
indicates, many common business practices have been found
necessary for the efficient distribution of goods and services.

See Monsanto, 465 U.S. at 763-64. That does not, however, make

it lawful for a company to use those business practices to
effect an unreasonable restraint of trade. And here, the
evidence taken as a whole paints quite a different picture -- a
clear portrait of a conscious commitment to cross a line and
engage in illegal behavior with the Publisher Defendants to
eliminate retail price competition in order to raise retail
prices.

Apple urges the Court to focus solely on each of the terms

of the Agreements and to conclude that there is nothing
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inherently illegal in those terms or the contract as a whole.

By asking the Court to focus exclusively on whether the final
terms of the Agreements by themselves reflect an agreement in
restraint of trade, Apple ignores the six weeks of negotiations
leading up to their execution, when the conspiracy and Apple’s
participation in it took shape, and the weeks that followed,
during which time the import of the Agreements became apparent.
The Court is obligated to consider the totality of the evidence.
Therefore, the Agreements must be considered in the context of
the entire record. When that is done, it becomes evident that
the caps for the price tiers were the fiercely negotiated new
retail prices for e-books and that the MFN was the term that
effectively forced the Publisher Defendants to eliminate retail
price competition and place all of their e-tailers on the agency
model.

Apple also argues -that it is particularly unfair to find
that it engaged in illegal conduct since Amazon and Google,
among others, used similar negotiating tactics and included
nearly identical terms, including MFNs, when they subsequently
executed their own agency agreements with the Publishers. There
are several reasons that this is not a persuasive argument.

First, it is no defense to participation in an illegal
price fixing conspiracy to suggest that others did it too.

Second, focusing on the precise terms of agency agreements and
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the extent to which they may have been similar is far too narrow
a focus. The issue is not whether an entity executed an agency
agreement or used an MFN, but whether it conspired to raise
prices. BApple has pointed to no evidence that either Amazon or
Google desired either to eliminate retail price competition or
to raise retail prices. Quite the contrary. BAmazon was adamant
in its support of retail price competition and lower prices. It
did not relinquish its control over retail pricing easily. As
Penguin’s Shanks described at trial, when Penguin demanded that
Amazon yield its discretion over retail pricing, Amazon “yelled
and screamed and threatened. It was a very unpleasant meeting.”
For its part, Google had been negotiating wholesale distribution
agreements with Publishers and only switched to agency
agreements at their insistence. BAmazon was so hopeful that the
Publisher Defendants would relent and revert to a wholesale
model once they saw how much money they were losing with the
agency model that it added a “model-parity” clause in its
agreements.

In sum, Apple’s independent business reasons for creating
an e-bookstore and for adopting an agency model to do so have
not created any ambiguity in the evidentiary record that should
require hesitation before finding Apple liable. The totality of

the evidence leads inextricably to the finding that Apple chose
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to join forces with the Publisher Defendants to raise e-book
prices and equipped them with the means to do so.

B. Apple’s Intent

Apple’s second defense is related to its first. It argues
that it never intended to conspire with the Publisher Defendants
to raise the retail prices of e-books. Apple emphasizes that it
was the Publisher Defendants who raised the prices, and Apple
should not be found liable just because those Publishers used
Apple’s Agreements as a tool to force an industry change to the
agency model and then used their newly acquired price-setting
authority to raise the retail prices of e-books.

Apple asserts it was solely focused on accomplishing its
core business objectives and on providing the best possible
e-reading experience for consumers. Apple identifies those
business objectives as the development of an iBookstore with
comprehensive content and competitive pricing.® At trial, its
witnesses stressed the benefits that accrued to readers from its
iPad (color functionality, backlit screen, and video capability)
and from the iBookstore e-reader software (landscape view
option, an attractive page-curl function, and an end-to-end
platform to browse, buy, and read an e-book in one seamless

interface).

® Apple uses the term “competitive” to convey that it wanted its
prices to be the lowest in the marketplace, not to convey that
it wanted prices arrived at through the process of competition.

135



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 136 of 160

These business considerations undoubtedly drove Apple’s
conduct throughout its negotiations with the Publisher
Defendants. Of course, Apple hoped to launch a new content
store that was both profitable and popular. It described with
enthusiasm at trial the improvements to the iBookstore that
allowed cooks to learn the proper technique for preparing boeuf
bourguignon by watching Julia Child, and allowed children to run
their fingers over a color touchscreen while reading the

illustrated pages of Winnie the Pooh. But, as the trial

evidence made abundantly clear, there was more to Apple’s entry
into the trade e-book market than the presentation of innovative
software on a remarkable device.

Apple’s entirely appropriate or even admirable motives do
not preclude a finding that Apple also intentionally engaged
with the Publisher Defendants in a scheme to raise e-book
prices. From its very first meetings with the Publishers, Apple
appealed to their desire to raise prices and offered them a
vision of how they could reach that objective. By the end of
the trial, Apple’s witnesses no longer denied that they fully
understood that the Publisher Defendants would raise e-book
prices to the Agreements’ pricing caps as soon as the iBookstore
appeared on the market. Understanding that no one Publisher
could risk acting alone in an attempt to take pricing power away

from Amazon, Apple created a mechanism and environment that

136



Case 1:12-cv-02826-DLC Document 326 Filed 07/10/13 Page 137 of 160

enabled them to act together in a matter of weeks to eliminate
all retail price competition for their e-books. The evidence is
overwhelming that Apple knew of the unlawful aims of the
conspiracy and joined that conspiracy with the specific intent
to help it succeed. Apple’s desire to create a profitable
iBookstore on a superior e-reader does not obliterate the
abundant record evidence that Apple made a commitment to act as
the Publisher Defendants’ partner in raising e-book prices
materially above $9.99.

In a related argument, Apple contends that the Plaintiffs
have paid unwarranted attention to the mechanism of an agency
agreement and to the Agreements’ MFN clause. Apple asserts that
several reasons unrelated to price increases motivated its
decision to endorse the agency model for distributing e-books
along with an MFN clause, and that these business decisions thus
cannot serve as evidence that Apple had any culpable intent to
raise e-book prices. With respect to the agency model, Apple
emphasizes that it was entering the e—book market at a time of
turmoil, when Publishers were at war with their principal
distributor. It points out that Barnes & Noble was actively
considering the adoption of the agency model and that two of the
Publishers -- Hachette and HarperCollins -- recommended the

agency model to Apple at their December meetings.
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But, the Plaintiffs have not argued that there is anything
inherently wrong with an agency model or that Apple should not
have advocated for its adoption. The question instead is
whether competitors joined forces to eliminate price competition
and raise prices and whether Apple knowingly and actively
participated in that conspiracy. The Apple agency Agreements
are important because they were the instrument that the
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