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People of the same trade seldom meet together, even for merriment and diversion, but the conversation ends in a conspiracy against the public, or in some contrivance to raise prices. It is impossible, indeed, to prevent such meetings, by any law which either could be executed, or would be consistent with liberty and justice. But though the law cannot hinder people of the same trade from sometimes assembling together, it ought to do nothing to facilitate such assemblies; much less render them necessary.

—Adam Smith

The Wealth of Nations

		
Preface

The flurry of federal and state antitrust activity against firms such as Toys “R” Us, Staples, Intel, and Microsoft may signal the beginning of an unfortunate new era in enforcement. Antitrust regulation, like a relentless Terminator, is back in business and the economic havoc it threatens is considerable.

My position on antitrust has never been ambiguous: All of the antitrust laws and all of the enforcement agency authority should be summarily repealed. The antitrust apparatus cannot be reformed; it must be abolished.

It is said that much is risked in calling for repeal. Any call for repeal is likely to galvanize those interests committed to a return to the old-style, traditional enforcement policies. In addition, the antitrust “establishment”—attorneys, consultants, antitrust agency bureaucrats—would probably step up its attack on those who intend, from its perspective, to further “weaken” antitrust policy. Abolitionists would again be portrayed as pro-business and anti-consumer, devoid of any concern for consumer welfare or economic fairness. The most serious danger, presumably, would be that a principled opposition to all antitrust could delay important antitrust reforms or even reverse some of the slight administrative reforms already achieved.

Similarly, any serious movement to repeal is said to run the risk of alienating the support of those critics of traditional policy most responsible for the modest antitrust reforms that we have seen to date. The majority of important antitrust critics do not support the repeal of antitrust laws; in their view, there is an appropriate role for antitrust policy in a free-market economy, although one that is reduced in scope from the traditional understanding. They would argue that antitrust is still necessary for combating cartels, very large horizontal mergers, and bona fide predatory practices.

I emphatically disagree. There certainly are risks in working for repeal, but there are even greater risks in not pushing the intellectual argument against antitrust to its logical conclusion. I will argue that the case against antitrust regulation—any antitrust regulation—is far stronger than even its most important critics are willing to acknowledge. I will argue that the employment of antitrust, even against private horizontal agreements, cannot be justified by any respectable general theory or empirical evidence. But even more practically, I will argue that the very modest administrative reforms that we have seen can only be temporary. They were, after all, only administrative reforms, and we have already fallen back into the quagmire of more traditional enforcement policies. The greater risk would be to remain content with some modest “reform” agenda while leaving the entire antitrust institutional structure of private litigation, agency enforcement, and court review essentially in place. It would be far better in an entirely practical sense to abolish all of these institutional arrangements and simply be done with the greater risk.

Many of the arguments I develop and cases I discuss in this book will be familiar to readers of my Antitrust and Monopoly.1 New readers who find these ideas stimulating—or infuriating—may wish to pursue some of them in greater depth elsewhere.2 I intend, with this revised edition of Antitrust: The Case for Repeal, to reach a wider audience and to promote a greater public understanding of the case against antitrust regulation. Such an understanding still appears necessary.

__________________

1Dominick T. Armentano, Antitrust and Monopoly: Anatomy of a Policy Failure, 2nd ed. (Oakland, Calif.: Independent Institute, 1990).

2Robert H. Bork, The Antitrust Paradox: A Policy at War with Itself (New York: Basic Books, 1978); Yale Brozen, Concentration, Mergers, and Public Policy (New York: Macmillan, 1982); Fred L. Smith, Jr., “Why Not Abolish Antitrust?” Regulation 7 (January/February 1983): 23–28; Frank H. Easterbrook, “The Limits of Antitrust,” Texas Law Review 63 (August 1984): 1–40; Fred S. McChesney, “Law’s Honor Lost: The Plight of Antitrust,” Antitrust Bulletin 31 (1986): 359–82; William Shughart II, The Organization of Industry (Homewood, III.: Richard D. Irwin, 1990); and Fred S. McChesney and William F. Shughart II, The Causes and Consequences of Antitrust (Chicago: University of Chicago Press, 1995).


Introduction: An Antitrust Overview

Although it is difficult to summarize more than a century of antitrust enforcement in one observation, it is undeniably true that the antitrust laws have often been employed against innovative business organizations that have expanded output and lowered prices. That is most obvious in private antitrust cases (90 percent of all antitrust litigation), but it is also evident in the classic government cases as well. Since antitrust regulation (at least the Sherman Act) was allegedly designed to prohibit business activity harmful to consumers’ interests, much of antitrust policy as practiced, appears terribly misguided and might be termed a “paradox.”1

The alleged paradox can be explained in several ways. One approach is to challenge the “public interest” origins of antitrust policy.2 If the laws were originally meant to protect less efficient business organizations from competition rather than to promote the interests of consumers, then there is no paradox. From that perspective, antitrust regulation is just another historical example of protectionist rent-seeking legislation, the overall effect of which is to lessen economic efficiency.3

It can also be argued that there has traditionally existed serious theoretical confusion over the meaning of “competition.” That confusion may have misled the courts and the administrators of antitrust law.4 For example, when a firm lowers its price, is that competition or an attempt to monopolize? When a firm gains market share, is that evidence of efficiency or a threat to competition? When business mergers are restricted by law, is competition enhanced or restrained? When a firm engages in expensive research and innovation that competitors cannot easily duplicate, is that monopolization? Faulty theorizing on these issues could explain a public policy attack on economic efficiency in the name of preserving competition.

Economic Theory and Antitrust Policy

The theoretical foundations of antitrust policy developed generally from neoclassical microeconomics and were refined by scholars specializing in industrial organization. And although industrial organization (IO) theory remained deeply rooted in pure competition and pure monopoly models, IO economists in the late 1940s and 1950s increasingly focused their analyses on those industries that lay between pure competition and absolute monopoly. Their goal: to understand the relationships between market structure, business behavior, and overall economic performance.

Early IO economists generally came to accept a deterministic relationship between market structure and economic performance. If markets were competitively structured (small firms, homogeneous products, and ease of entry), then the market process led automatically to an allocation of resources whereby price, marginal cost, and minimum average cost were all equal. Alternatively, high market concentration, collusion among firms, economies of scale, or product differentiation could create barriers to entry and market power that would misallocate economic resources. Early empirical data on market concentration and firm profitability appeared to support the general IO hypothesis that competitively structured markets performed better than concentrated markets.

It was a short step from microeconomic theory, regression analysis, and some engineering studies on optimum plant size to recommendations concerning appropriate public policy. If poor market structure led to economic inefficiency, then government antitrust regulation might correct such “market failures.” For example, antitrust regulation could reduce or restrain industrial concentration (anti-merger policy), restrict predatory practices, prohibit horizontal price and output agreements (anti-collusion rules), and discourage other agreements within and among firms (prohibitions against tying agreements and resale price maintenance) that might restrain trade and competition. Barriers to entry that appeared to shelter so-called dominant firms (product differentiation, for example) could be attacked under the antitrust laws to make the marketplace more efficient.

The structure-conduct-performance perspective became the primary intellectual justification for traditional antitrust policy in the 1950s and 1960s.5 Within that framework, several classic antitrust cases were brought to curb price discrimination,6 tying agreements,7 increasing industrial concentration,8 and the “exclusionary” practices and high market share of United Shoe Machinery9 and International Business Machines.10

Theory Revisionism and Policy Reform

Criticism of the structure-conduct-performance framework and of traditional antitrust regulation increased sharply in the 1970s. The so-called “new learning” challenged some of the theoretical assumptions of the older IO paradigm (economic uncertainty generally replaced perfect information in the newer economic analyses, for example) and questioned many of its important empirical predictions.11 New learning theorists such as Harold Demsetz and Yale Brozen argued that increasing market concentration was not necessarily associated with inefficiency or monopoly profits and that increased concentration could lead to an increase in market efficiency that benefited consumers.12 In addition, careful reexaminations of earlier antitrust cases demonstrated that much of the historical enforcement effort had been entirely misplaced. By the early 1980s, each part of the traditional justification for vigorous antitrust enforcement had come under severe criticism by economists and law professors. That intellectual criticism helped pave the way for some modest changes in antitrust enforcement.

The so-called antitrust revolution of the late 1970s and early 1980s was evidenced by several important factors. First, there was a decided shift in the mix of antitrust cases initiated by the Department of Justice and by the Federal Trade Commission (FTC). Fewer mergers were challenged (under revised merger guidelines) than previously and more price fixing cases were initiated. Second, there was a modest decline in both private and public antitrust activity. Finally, the courts, including the Supreme Court, became increasingly skeptical of traditional antitrust theories of monopoly power.

The last factor was probably the most significant. In decisions such as those in Sylvania,13 Brunswick,14 Illinois Brick,15 Broadcast Music,16 Monsanto,17 Zenith Radio,18 and Sharp19 the Supreme Court broadened the rule-of-reason perspective in antitrust law. These decisions were based primarily on orthodox microeconomic analysis, and they were by no means entirely consistent or complete. But the clear trend in court decisions during the period definitely represented a shift away from the traditional analyses and decisions of the 1950s, 1960s, and early 1970s.

The New Antitrust Activism

The enforcement revolution was short-lived. New administrators at the Department of Justice and at the FTC during the Bush and Clinton administrations expanded antitrust enforcement.20 For example, Bush appointees James F. Rill (Justice) and Janet Steiger (FTC) both made it clear that they favored a wider and more vigorous enforcement effort than did their Reagan administration predecessors. Investigations and enforcement efforts were also expanded during the Clinton administration under Assistant Attorney General Anne K. Bingaman and her successor at Justice, Joel Klein. Besides the sharp increase in corporate criminal fines collected for alleged price-fixing, the Clinton trust-busters (including the FTC) dramatically expanded the number of merger investigations, initiated questionable cases addressing vertical integration issues, supported the internationalization of antitrust enforcement, and filed high profile cases against firms such as Staples, Intel, and, of course, Microsoft. Antitrust regulation, despite decades of intellectual criticism, was back in business.

__________________

1For examples of the view that antitrust laws were created to serve consumers, see Hans Thorelli, The Federal Antitrust Policy (Baltimore, Maryland: The Johns Hopkins Press, 1955); and Robert H. Bork, The Antitrust Paradox: A Policy at War with Itself (New York: Basic Books, 1978).

2Thomas J. DiLorenzo, “The Origins of Antitrust: An Interest-Group Perspective,” International Review of Law and Economics 5 (1985): 73–90.

3See, for example, Bruce L. Benson, M.L. Greenhut, and Randall G. Holcombe, “Interest Groups and the Antitrust Paradox,” Cato journal 6 (Winter 1987):
801–18; or William Baumol and Janusz Ordover, “Use of Antitrust to Subvert Competition” journal of Law and Economics 28 (May 1985): 247–65.

4See, for example, Thomas J. Dilorenzo and Jack C. High, “Antitrust and Competition, Historically Considered,” Economic Inquiry 26 (July 1988): 423–35.

5See, for example, Phillip Areeda, Antitrust Analysis: Problems, Text, Cases, 2nd ed. (Boston: Little, Brown, 1974); or F.M. Scherer, Industrial Market Structure and Economic Performance, 2nd ed. (Boston: Houghton Mifflin, 1980).

6In the Matter of the Borden Company, 381 FTC 130 (1958); Borden Company v. FTC, 381 F. 2nd 175 (1967).

7Fortner Enterprises, Inc. v. United States Steel Corporation and United States Homes Credit Corporation, 394 U.S. 495 (1969).

8Brown Shoe Company v. United States, 370 U.S. 294 (1962); FTC v. Procter & Gamble Company, 386 U.S. 568 (1967).

9United States v. United Shoe Machinery Corporation, 110 F. Supp. 295 (1953).

10United States v. International Business Machines Corporation, Docket no. 69, Civ. (DNE) Southern District of New York (1969).

11 For an early collection of critiques of antitrust policy, see Harvey Goldschmid, H. Michael Mann, and J. Fred Weston, eds., Industrial Concentration: The New Learning (Boston: Little, Brown, 1974).

12See, for example, Harold Demsetz, “Industry Structure, Market Rivalry, and Public Policy,” Journal of Law and Economics 16 (April 1973): 1–10; and Yale Brozen, “Concentration and Profits: Does Concentration Matter?” Antitrust Bulletin 19 (1974): 381–99.

13Continental T.V., Inc. v. GTE Sylvania, Inc., 433 U.S. 36 (1977).

14Brunswick Corp. v. Pueblo Bowl-o-Mat, Inc., 429 U.S. 477 (1977).

15Illinois Brick Co. v. Illinois, 431 U.S. 720 (1977).

16Broadcast Music, Inc., v. CBS, Inc., 441 U.A. 1 (1979).

17Monsanto Co. v. Spray-Rite Service Corp., 465 U.S. 752 (1984).

18Matsushita Electric Indus. Co. v. Zenith Radio Corp., 1067 S. Ct. 1348 (1986).

19Business Electronics Corp. v. Sharp Electronics Corp. 108 S. Ct. 1115 (1988).

20Janusz A. Ordover, “Bingaman’s Antitrust Era.,” Regulation 20, no. 2 (1997): 21–26.


1. The Antitrust Assault on Microsoft

The 1998 antitrust suit brought by the Department of Justice and twenty state attorneys general against the Microsoft Corporation1 captures everything that is still wrong with antitrust policy and demonstrates why the laws must be repealed.

A brief historical review of Microsoft’s antitrust difficulties is in order. The Federal Trade Commission started investigating Microsoft’s software licensing practices in 1990 but closed its investigation in 1992 without filing charges. (This was significant since the FTC is expressly charged with policing so-called “unfair methods of competition”) But in an unusual development, the Clinton administration’s Justice Department, under Assistant Attorney General Anne K. Bingaman, picked up the aborted FTC probe of Microsoft and sharply expanded its scope.2

After an additional two-year study, the Justice Department concluded that Microsoft’s “per processor” licensing fee system discouraged PC manufacturers from installing competitive software and that Microsoft’s standard two-year lease unfairly foreclosed software rivals from the market. To avoid long litigation, Microsoft signed a consent decree with the Department in 1994 and agreed to end its per processor licenses and shorten its standard two-year lease period to one year. U.S. District Judge Stanley Sporkin refused to certify the agreement because it did not provide an “effective antitrust remedy” and was not in the public interest, but he was overruled by a Court of Appeals. The consent decree became fully effective in 1995.

With one set of alleged restrictive practices resolved, the federal antitrust authorities immediately focused on a new set associated with so-called “Internet access.” The new concerns stemmed from Microsoft’s decision to integrate (or tie) various software applications into its increasingly popular Windows operating system.

First, in an unprecedented move, the Justice Department threatened to delay the introduction of Windows 95 because Microsoft bundled its own on-line Internet service (Microsoft Network) with Windows. Then Justice and Microsoft disagreed bitterly over Microsoft’s decision to tie its Internet browser, Explorer, to its operating system. The government claimed that the bundled browser violated the 1995 consent decree; Microsoft claimed that the decree explicitly allowed “integration” of the browser as well as other applications. An appellate court ruled definitively in Microsoft’s favor in June of 19983 but, in the interim, the Department of Justice and twenty states filed an antitrust suit against Microsoft.

The suit claimed that Microsoft had a monopoly in operating systems for personal computers, that it attempted illegally to leverage its monopoly power in operating systems to other products or services, that it engaged in restrictive agreements with PC manufacturers and Internet service providers, and that its monopolization injured competitors and consumers. A trial began in October 1998.

Microsoft’s Monopoly

Whether Microsoft had a monopoly in operating systems depends, of course, on a precise definition of monopoly. A perfect monopoly, presumably, would control all of the available supply of a product in some well-defined relevant market with strong legal barriers to entry. Since Microsoft was said to license 90 percent of the operating system software sold in new personal computers and since there were no legal barriers to entry in software, Microsoft did not have a perfect monopoly. There were other operating systems for personal computers available (Mac OS, Unix, OS/2, Linux) and consumers could turn to them if the Microsoft system were unavailable; in addition, new suppliers could always enter the market. Yet, legal scholars citing precedent would argue that any market share above 70 percent (with or without legal barriers) can constitute monopoly under antitrust law.4

As we will elaborate in the following pages, the market-share theory of monopoly is confusing and ultimately misleading. Much depends on how the relevant market for the product is defined. More importantly, a firm could produce a superior product at low cost and consumers could establish that firm as the dominant supplier; the law, presumably, was not meant to restrict such beneficial behavior.5 Indeed monopoly, however defined, isn’t illegal under the Sherman Act; “monopolization” is. What the law really requires (after a threshold market position has been established) is a showing that the defendant engaged in so-called monopolistic practices. The important questions are: How did the firm come to obtain its market share? Did the firm unfairly exclude competitors from the market? Did it unfairly restrain the competitive process?

In our view, Microsoft’s dominant market share in operating systems evolved legitimately from a free-market competitive process. The PC software industry was legally open and contained many talented players (Sun, Netscape, Novell, Oracle, Apple, IBM), some larger than Microsoft, some smaller. The market process in this industry has always been characterized by intense innovation, rapid growth, sharply falling prices, and bitter rivalry (and occasional cooperation) between rivals. The industry exemplifies Austrian economist Joseph Schumpeter’s vision of competition as a process of creative destruction.

Microsoft achieved its market position by aggressively innovating and promoting an open, standardized operating system platform that integrated various applications (file sharing, fax utilities, network support) that had been available separately. Hundreds of PC manufacturers, thousands of software applications developers, and eventually millions of consumers came to appreciate the advantages of the Microsoft Windows approach. A standardized and integrated operating system was less expensive to produce and distribute, easier to use, and ultimately more beneficial for consumers. As a consequence, some early market leaders stumbled and fell by the wayside while Microsoft emerged out of the competitive process with a legitimately-earned market share.

Network Effects and Path Dependence

Some critics hold that market dominance in software is enhanced unfairly by so-called network effects.6 Successful firms like Microsoft are said to have unfair advantages over smaller firms because a larger number of product users—larger networks—leads to expanded consumer benefits which leads, in turn, to even larger networks and profits for dominant firms.

It can be admitted that network effects can create demand-side advantages for larger firms and increasing benefits for consumers that use their systems. Even further, economies of scale can also generate cost-side advantages for market leaders, making it even more difficult for smaller firms to be competitive. But there is nothing economically unfair or regrettable about these developments.

In the first place, increasing returns and low marginal costs are no iron-clad guarantee of long-run success; business history is filled with “first mover” firms that experienced dramatic losses in market share because of changes in consumer tastes and technology. Second, low costs and increasing advantages for a large pool of network users are the economic benefits of the free competitive process; they are never to be regretted. The competitive process is supposed to generate low costs and increasing benefits for consumers and is supposed to punish low value, high cost rivals. Competition is supposed to reward firms that innovate first, that build integrated systems, and that expand before their rivals do. Thus, to make such firms prime antitrust targets is a screaming contradiction to the alleged intent of antitrust law and reveals, instead, its true protectionist purpose.

Another consideration is the notion of path dependence whereby an increasing returns monopolist is said to be able to lock in some inferior technology while locking out rivals with superior innovations. Presumably this has occurred repeatedly in business history (the QWERTY keyboard is often cited) and it is alleged to be a serious inefficiency associated with monopoly.

Myths die hard in the antitrust area. With costs correctly taken into account, there is simply no empirical support for the notion that inferior technology can exclude superior technology—a kind of Gresham’s Law in innovation.7 The QWERTY keyboard myth has been effectively debunked as have other alleged examples such as the Beta/VHS video recorder format controversy.8 The lack of empirical support is not surprising since path-dependent theorists have the innovation story backwards. Market share, after all, is the direct result of consumers rewarding firms that have continuously rewarded consumers with superior innovations. Again, the antitrust assault on market leaders is an attack on demonstrable efficiency and on revealed consumer preferences.

Restrictive Practices

The trustbusters had a very different perspective. They held that Microsoft engaged in certain restrictive practices with original equipment manufacturers and Internet content providers that had the effect of foreclosing the market to important Microsoft rivals. Take, for example, the issue of the Internet browser. Since Microsoft bundled its own browser, Explorer, with Windows, and offered Explorer free of charge to PC manufacturers, rival browser makers—such as market leader Netscape Communications—argued that they were increasingly foreclosed from the browser market.

But the antitrust issue is whether Netscape and others were unfairly foreclosed. When Microsoft licensed its software, it did not generally restrict PC manufacturers from installing competitive software.9 Microsoft did not have explicit exclusive dealing agreements with PC manufacturers. Prominent computer makers such as Dell, Compaq, Gateway, and thousands of so-called resellers that package almost one half of all new PC systems, were free to install Netscape’s browser Navigator (or any other browser) if they so desired. Thus, Microsoft’s product integration in and of itself did not create any physical foreclosure of rivals.10

Microsoft’s successful product integration may well have lowered Netscape’s market share, but that is another matter entirely. If consumers preferred the integrated browser from Microsoft, they may have lowered their demand for alternative browsers; Microsoft would do more business and its rivals would do less. But, as we will argue in the following pages, this sort of consumer choice does not restrain trade or reduce competition. Indeed, the competitive process is enhanced when firms take business away from other firms and overall trade is expanded when, say, a fully integrated browser works more effectively for consumers.

The antitrust authorities also held that Microsoft was able to leverage its monopoly power in operating systems into the browser market and harm consumers. This argument is unconvincing. First, if Microsoft’s operating system was already leased at a price which maximized profit, there was no additional leverage to exploit browser users. In addition, it made no economic sense to dilute the value of a superior product (operating system) with an alleged inferior add-on product (browser). Finally, Microsoft gave away its browser for free, poor evidence, indeed, of any leverage or consumer injury. Clearly, an operating system with a free browser is better for consumers than one without a browser or one with a browser at some additional cost.

As usual, the government has the economic logic backward. Tying or product integration is not necessarily an element of monopolization; indeed, it can be an important component of vigorous rivalry. Microsoft’s decision to integrate the browser into the operating system was intended to be a more effective way of competing with other firms that already had included Web browsing technology in their operating systems (Apple Computer) and with newer rivals, like Netscape, that established a dominant position with an improved independent browser. Thus, when the antitrust authorities and Microsoft’s rivals complained about integration or predatory pricing, they were actually complaining about the rigors of the competitive process, not about any monopolization.

The same sort of argument applies to Microsoft’s agreements with Internet service providers which were said to be restrictive of competitors. The fact remains that all business contracts are restrictive. All contractual agreements foreclose options and exclude some alternatives. And contracts that last a year are more exclusionary than those that last a week. But this approach to restrictive practices cannot be the focus of antitrust analysis—unless we want public policy to micro-manage all business contracts. The focus of antitrust analysis, assuming we have the laws, ought to be: do private agreements effectively restrict market output and raise market prices? Clearly, the evidence in the PC industry is that free-market contractual agreements have led to massive increases in output and sharp reductions in prices to consumers. That, frankly, should be the end of the matter.

Ironically, if Microsoft had restricted its licensing of Windows to a few select firms only, it would have been accused of monopolizing in restraint of trade. If Microsoft had charged exorbitant prices for its intellectual property, it would have been accused of exploiting its monopoly power. Or if it had refused to integrate applications software packages, it would have been accused of repressing innovation and shelving developments in order to enjoy the quiet life of a monopolist.

Instead, Microsoft engaged in precisely the opposite business behavior. It licensed its software to any and all legitimate PC manufacturers (throughout the world) while licensing fees for its operating systems had averaged less than 3 percent of the cost of the personal computers in 1996.11 It progressively integrated various applications software at minimal cost to the consumer. And all of this was accomplished without any government subsidy, legal barriers to entry, or regulation. Yet the critics, misled by market-share statistics and the anguished sobs of competitors, still spied some evil monopolization. And in their regulatory frenzy, they threatened to smash one of America’s most successful business organizations.

The Lorain Journal Case

Robert H. Bork, a supporter of the government antitrust suit against Microsoft, has argued that Lorain Journal,12 an obscure 1951 antitrust case, can serve as an exact parallel with the case against Microsoft.13 In Lorain, the town’s only newspaper engaged in strict exclusive-dealing advertising agreements with local merchants in order to prevent them from supporting a rival radio station. The government sued successfully to end the exclusive dealing contracts.

The facts and argument in Lorain have nothing to do with the Microsoft situation.14 Microsoft’s general licensing agreements with PC manufacturers did not require that they boycott the products of Microsoft’s rivals. Manufacturers were generally free to load competitive software and were free to promote their own content on the Windows opening screen. In addition, consumers were free to add or eliminate any product from Windows and free to replace the entire opening screen (if they wished) with a few mouse clicks. Moreover, Microsoft was not the only operating system (newspaper) in town, nor did it face one lonely government-licensed competitor (radio station). Finally, Microsoft could make strong efficiency arguments for integrating its browser and operating system,15 arguments that could not be made conclusively for the strict exclusive-dealing contracts in the newspaper case. In short, Lorain Journal and the case against Microsoft have nothing of substance in common.

Through the Looking Glass

The Microsoft case highlights the intellectual bankruptcy of antitrust policy. The industry was legally open; there were numerous competitors of various sizes; technological change was rapid and continuous; outputs expanded and prices had fallen dramatically; the leading software firm licensed its operating system widely and at reasonable prices; and competitors constantly complained about the rigors of the competitive process. Ironically, the government’s trial case against Microsoft was heavily predicated on explicit evidence of vigorous competition: internal memos and e-mail correspondence that speak clearly to Microsoft’s intent to bury its rivals and emerge victorious in the software and browser wars.16 In professional sports, such locker room bravado would clearly be seen as evidence of competitive rivalry. Only in the Alice in Wonderland world of antitrust regulation could competitive free speech and rivalrous performance in the marketplace be transformed magically into some sinister monopolization scenario.

Economics aside, the government prosecution of Microsoft was also a travesty of common-sense justice. Microsoft had a property right to the software that it owned and innovated profitably; it had a property right to write any new code that improved computer applications; it had a property right to insist that licensees not write out any part of its operating system program; it had a property right to determine the length of its software lease and what price to charge for its property; and it had a property right to freely compete or cooperate with any rival. Yet, antitrust sought to emasculate these basic rights and impose selective restrictions on Microsoft’s freedom while leaving its envious rivals conspicuously unrestricted.17

Finally, the government’s attempt at industrial planning in the computer industry was hopelessly naive; the technological framework and consumer preferences change far too rapidly. Regulation here will create additional incentives to litigate outcomes rather than have them market-determined. It will also create strong disincentives for dominant firms to innovate and compete aggressively for market share. In short, antitrust will have achieved the opposite of the results intended: it will have punished success, restrained efficient competition and hampered economic growth.

Microsoft is simply the latest in a long line of firms that has been punished for its virtues, for the simple fact that its overall efficiency resulted in a substantial market share. Antitrust’s dirty little secret is that the laws have been employed consistently to hamper successful business organizations and protect their less efficient rivals.18 One would be hard-pressed to discover a more immoral or irrational public policy toward business, or one more worthy of repeal.

__________________
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2. The Case Against Antitrust Policy

The uptick in antitrust enforcement and the irrational attack on Microsoft should not distract us from the larger and longer picture: the intellectual case against antitrust regulation has been building for decades.

The most important theoretical development has been the increasing professional disenchantment with the so-called barriers-to-entry doctrine.1 This doctrine held that certain economic obstacles prevented smaller firms from competing with so-called dominant firms, that barriers enhanced the market power of these leading companies, and that they served to harm consumer welfare. Yet, most of these alleged barriers have proven to be economies and efficiencies that leading firms have earned in the market-place. Efficiency and successful product differentiation can certainly limit rivalry with firms unable to match or surpass such innovation; superior economic performance can make it difficult for new firms to enter markets or for old firms to expand their market shares. But none of this is unfair or unfortunate from any consumer perspective, and none of it can rationalize an antitrust attack on the firms with the superior performance.

A reexamination of the antitrust case evidence also tended to support administrative reforms in antitrust policy. By at least the mid 1970s it was becoming clear that much of the antitrust case history did not confirm the resource misallocations suggested by orthodox monopoly theory. Indeed, economic analysis of the leading antitrust cases tended to demonstrate that the indicted corporations had increased their outputs and lowered their prices and had behaved generally as competitive firms would be expected to behave in open markets facing direct or potential rivalry.2 The thrust of antitrust policy in these cases was, if anything, to restrain the competitive performance of the leading firm and thus protect the existing market structure of generally smaller, less efficient business organizations.

The IBM Case

These findings were perhaps best exemplified in U.S. v. IBM,3 the disastrous government antitrust case against the International Business Machines Corporation (IBM) that contributed significantly to the movement away from traditional antitrust policy. IBM was indicted by the Department of Justice in 1969 and charged with illegal monopolization of the general-purpose digital-computer-systems market. The suit held that IBM had systematically engaged in certain exclusionary business practices that tended to restrain trade and create a monopoly in violation of the Sherman Antitrust Act (1890). The case finally went to trial in 1975. After more than six years in court and a trial transcript of more than 104,000 pages, the case was abandoned by the government in 1982.

It was clear from the start that this government antitrust case and the many private antitrust cases against IBM4 were all fundamentally misguided. They were, in brief, attacks on entrepreneurial success and efficiency. Clearly, IBM had not restricted production to raise prices and profits; nor had it repressed invention and innovation. On the contrary, IBM had achieved its considerable success and market share by taking unprecedented research-and-development risks, innovating superior products, and developing an unsurpassed, long-term corporate commitment to customer-support services.5 Most of the alleged unfair practices, such as educational discounts and bundled hardware and software, were only “exclusionary” of less efficient sellers—some larger than IBM, some smaller—that could not match IBM’s overall market performance.

In addition, and contrary to the assertions of the government and the private plaintiffs, IBM’s considerable business success had not hurt the overall growth of non-IBM companies and the data-processing industry generally. IBM had grown rapidly, but the industry had grown far more rapidly; IBM’s share of domestic electronic data-processing revenues declined from 78 percent in 1952 to 33 percent in 1972, hardly persuasive evidence of any monopolization.6 Assistant Attorney General William Baxter understood the true state of affairs when, in 1982, his office withdrew its absurd legal action, terming it “without merit.”7

The collapse of the concentration doctrine also strongly influenced a new direction in antitrust policy.8 Early empirical work in industrial organization had appeared to discover a slight positive correlation between market concentration (the percentage of the market sales or assets controlled by a small group of firms, usually four) and the average profits earned by firms in such markets. Most of these studies assumed that the so-called barriers to entry mentioned above limited competition in the concentrated industries and allowed firms monopoly profits.9

Later research argued, however, that the higher profits in the concentrated markets were more logically explained by the fact that the leading firms had lower costs and that these efficient firms had grown more quickly than the less efficient firms. In addition, over the long run, profit rates tended to decline in the high-concentration markets and to increase in the low-concentration markets, indicating that the competitive-market process of resource reallocation was alive and well. In short, evidence from the so-called new learning undercut much of the rationale for the traditional antitrust regulation of market concentration and high-market share.10 A new direction in antitrust policy was inevitable and emerged in the 1980s.

But not all traditional antitrust policies were abandoned. Antitrust was still very much concerned with price-fixing and market-division agreements between competitors (horizontal agreements), and neither the antitrust authorities nor the courts relaxed their position that such arrangements were normally illegal per se. In addition, certain interfirm cooperative joint ventures were still subject to regulation by the appropriate antitrust authorities. Resale price maintenance and so-called predatory practices remained illegal under the antitrust laws. The Department of Justice and the Federal Trade Commission still regulated horizontal mergers through revised merger guidelines. And although the merger attitudes and guidelines were somewhat more relaxed than they had been in previous years, the antitrust authorities continued to intervene in certain beer, office supply, and telecommunications industry consolidations. In short, although the focus of antitrust enforcement changed somewhat in the 1980s and early 1990s, the antitrust authorities still remained active in the areas of price fixing, mergers, and restrictive practices, where it was alleged that firms were able to harm social welfare.

There has been some progress made in moving away from the gross irrationalities of old-style traditional enforcement. And some critics of traditional enforcement might be tempted to be content with these modest administrative changes, or even more tempted to call for additional reform, such as the general adoption of a rule of reason with respect to certain “restrictive” practices, such as tying agreements or resale price-maintenance contracts. But the resurgence of antitrust enforcement in the 1990s indicates that this reform approach is naive. Thus, it will be argued below that even additional reforms will not be sufficient and that the case against antitrust regulation is strong enough to justify the complete repeal of all the laws.

The Case for Repeal

The case for the repeal of the antitrust laws can be summarized as follows:

First, the laws misconstrue the fundamental nature of both competition and monopoly. Competition is an open market process of discovery and adjustment, under conditions of uncertainty, that can include interfirm rivalry as well as interfirm cooperation. Within this competitive process, a firm’s market share is not its market power, but a reflection of its overall efficiency. Monopoly power, on the other hand, is always associated with legal, third-party restraints on either business rivalry or cooperation, not with strictly free-market activity.

Second, the history of antitrust regulation reveals that the laws have often served to shelter high-cost, inefficient firms from the lower prices and innovations of competitors. This protectionism is most obvious in private antitrust cases (in which one firm sues another) which constitute more than 90 percent of all antitrust litigation.

Third, some of the antitrust laws, such as section 2 of the Clayton Act (1914) and the Robinson-Patman Act (1936), explicitly intend to restrict price rivalry in the name of preserving competition. Government antitrust suits against firms that price discriminate almost always result in the defendant firm raising some of its prices to comply with the law.

Fourth, section 7 of the Clayton Act, which restricts mergers that may tend to lessen competition, is itself destructive of the competitive process. Restricting mergers and takeovers may inhibit the flow of production into the hands of more efficient managers. The anti-competitive effect of section 7 is especially evident in vertical integration antitrust cases and in cases in which poorly performing domestic firms may require merger or other forms of cooperation in order to compete more successfully with foreign firms. Even with somewhat relaxed attitudes toward some mergers and with revised merger guidelines, the FTC and the Antitrust Division of the Justice Department have continued to regulate, delay, and oppose many important business consolidations.

Fifth, the antitrust laws are a form of government regulation, and, like all government regulation, they tend to make the economy less efficient. In the name of preserving competition, the efficient competitive process has itself been impeded by antitrust intervention. Firms that intend to lower their prices may be restricted from doing so by antitrust law. Even more important and pernicious, firms that would innovate some new process or product must consider whether the innovation will give them an “unfair” competitive advantage or be termed “predatory” by the antitrust regulators or some competitor.

Sixth, the enforcement of the antitrust laws is predicated on the mistaken assumption that regulators and the courts can have access to information concerning social benefits, social costs, and efficiency that is simply unavailable in the absence of a spontaneous market process. Antitrust regulation is often a subtle form of industrial planning and is fully subject to the “pretense-of-knowledge” criticism frequently advanced against government planning.

Seventh, the antitrust laws have been enforced arbitrarily, violate traditional notions of due process of law, and always interfere with the rights of property owners or their trustees to make, or not make, voluntary agreements. As Adam Smith observed more than two hundred years ago, a law that interferes with private and voluntary agreements cannot be “consistent with liberty and justice.”11

Finally, the modest progress made to date in antitrust reform has been only administrative. Administrative changes and reforms are helpful and should not be underestimated. But they should not be overestimated, either. The antitrust statutes—even the blatantly anticonsumer Robinson-Patman Act—remain firmly in place, and much of the current enforcement effort is still traditional in nature and, therefore, thoroughly misguided.

Regulatory changes in the air-carrier industry illustrate the wisdom of total repeal as opposed to reform. By the mid-1970s it had become clear that government regulation of this industry, under the Civil Aeronautics Act of 1938, had worked to restrict entry, encourage wasteful practices, and raise costs and prices generally to air-transportation consumers.12 Theoretical criticism of airline regulation by economists accelerated. The empirical evidence that air-carrier regulation was inefficient and that a free market would work more efficiently became overwhelming. Theory and evidence were then cogently crafted into a solid political case for massive deregulation of the air-carrier industry.

It is important to note that the argument was not that the Civil Aeronautics Board (CAB) should do less in the way of regulation or that it should do something else. The argument was that the CAB itself—the entire regulatory structure—should be abolished and an open-market process be allowed to operate in its place. The necessary and sufficient reform here was the total repeal of the economic regulatory structure, which occurred when Congress terminated the CAB on January 1, 1985.13

Air-carrier deregulation would not have worked as well had the existing regulatory structure been maintained. Deregulation often requires a painful reallocation of resources that is sure to hurt special interests, and in the air-carrier industry this process was especially painful. Strong sentiment quickly developed for reregulation, lest America lose its “national transportation system.” But in the absence of any continuing regulatory structure, the general laissez-faire momentum that had been set in motion could not be reversed. As in all such cases, the results of air-carrier deregulation have been enormously beneficial to consumers.

There is an important lesson for critics of traditional antitrust policy here. The administrative changes in antitrust have been transitory. Since the entire regulatory antitrust structure still exists—the laws, the courts, the agencies—the structure has been activated and employed more strictly by different administrators holding different theories. If the case against antitrust regulation is overwhelming, the entire antitrust framework must be abolished.

Theories of Antitrust Policy

It will not be easy to repeal the antitrust system. Antitrust regulation is a firmly entrenched institution in America and has been since 1890. This section explores some of the reasons for the persistent faith in antitrust regulation-despite its record—and speculates on the more subtle meaning of antitrust.

Antitrust as Public Interest

The primary reason for the widespread support for antitrust enforcement is a belief that the laws still serve, however imperfectly, to protect the economy (consumers) from the economic abuses commonly associated with private monopoly and private monopoly power. This perspective can be termed the “public interest” theory of antitrust policy.

The notion of competition is enormously popular in American society. We expect and enjoy competition in sports and in business. In business, competition is said to keep organizations alert and efficient. Business competition gives consumers quality products at low prices, provides buyers with alternative suppliers, forces poorly managed firms out of the market, and limits and restricts so-called economic power.

Monopoly appears antithetical to all of this. Business monopoly is said to deaden initiative and efficiency, restrict production, raise prices, exclude competitors from the market, and misallocate economic resources. It can be economically and even politically dangerous. It is a short step from these impressions to supporting a law that encourages competition and prohibits business monopoly—that is, an antitrust law.

Academic economists have crafted these impressions concerning competition and monopoly into an elaborate theoretical paradigm that serves to legitimize some antitrust regulation. Put briefly, this theory holds that free markets can occasionally fail to work in the best interests of society generally. This market failure can occur whenever private business organizations gain monopoly power, the power to restrict production and raise market price. Such firms can produce less and charge more, and they generally have higher costs than comparably competitive business organizations. A law that prohibits free-market monopolization would appear to promote increased outputs, lower costs, and lower prices for consumers. Antitrust law, therefore, exists to protect the public interest from the power of free-market monopoly.

There are at least two ways to analyze this public-interest perspective on antitrust policy. One way is to challenge the theoretical models of competition and monopoly upon which it is so heavily dependent. If the models are fundamentally deficient, then the scientific case for antitrust is weakened substantially. The other way to challenge the public interest perspective is to study the actual conduct and performance of business organizations that have been convicted under the antitrust laws. If such firms were found not to be restricting production and raising prices—if, indeed, they have been increasing outputs and lowering prices—then the public-interest theory of antitrust regulation would be all but demolished.

Antitrust as Regulation

An entirely different perspective on antitrust policy is to see it as an example of special-interest regulation. Government regulation in America has often been associated with special-interest groups, usually business groups, that have attempted to use legislation to gain and hold economic advantages (or rents) not obtainable in a free market.14 These advantages are often secured by legal barriers to entry and competition that serve to restrict production and increase prices. Import quotas in the textile industry, for example, have had the effect of protecting domestic textile companies from foreign competition while inflicting massive economic losses on consumers.15

Antitrust, despite disclaimers, is government regulation. Whether antitrust was originally intended to promote and protect special business interests can never be known with absolute certainty, although there is some evidence this may have been the case.16 But, as will be demonstrated below, there is adequate evidence that antitrust has often been employed as special-interest legislation. In practice, antitrust has been protective of existing market structures—much like tariff and quota protection—and has served to keep costs and prices higher to final consumers. Antitrust defendants have lost cases because their efficient performance—low prices and successful innovations—has been ruled “exclusionary” of less efficient competitors. In private cases, especially, antitrust has often been employed as a club by plaintiff firms anxious to restrain the price and innovational rivalry emanating from efficient defendant corporations.17 And since private cases constitute the vast majority of all antitrust litigation, they reveal the fundamental nature of antitrust policy. In short, antitrust, like almost all government regulation, has often served to benefit some at the general expense, a result fully anticipated by much of the public choice literature.18

If this perspective on antitrust regulation is correct, antitrust law will actually be harder, not easier, to repeal—or even to additionally reform. The social costs of such special-interest legislation such as antitrust are normally spread very thinly over society as a whole; consider for example, the per capita costs of nonsense cases such as the thirteen year government war on IBM or the irrational assault on Microsoft. Yet, the benefits of antitrust regulation are frequently concentrated on very special interests—the antitrust establishment—and those benefits can be substantial. Antitrust attorneys, private plaintiffs, consultants, and the antitrust bureaucracy itself have much to gain from a continuation of antitrust regulations and much to lose from any repeal of or reduction in antitrust enforcement. Consequently, the beneficiary groups have every incentive to strenuously resist reform and repeal and to denounce all antitrust critics in the most strident tones. Ordinary citizens and consumers, on the other hand, have little incentive to rally against the antitrust juggernaut, little incentive even to educate themselves as to the antitrust facts of life. This cost-benefit calculus makes any attempt to repeal the antitrust laws difficult, unless that calculus can be changed.

Antitrust as Industrial Policy

A third perspective on antitrust is to see it as one of America’s oldest industrial policies. Industrial policy is government industrial planning, and much of antitrust policy is a kind of government planning. For example, the Justice Department and the FTC publish detailed merger guidelines that proscribe legally permissible business consolidations. Indeed, they often intervene in mergers, even while permitting them, requiring that firms sell certain assets or companies. As an example, the merger of Texaco and Getty Oil was FTC-approved pending the sale of 600 service stations, certain pipelines, and several refineries; the Gulf-Chevron merger was FTC approved after an agreement was reached to sell 4,000 Gulf stations and a major oil refinery.19

Further examples of antitrust industrial policy include the FTC’s authority to review the costs and benefits of joint business ventures and to grant or deny approval of interfirm cooperative agreements. The antitrust authorities can move against firms that fix resale prices, charge low (predatory) prices, charge high (monopoly) prices, and charge prices that are the same (collusion). And the FTC can decide to oppose the 1997 merger of Staples and Office Depot based upon some arbitrarily narrow definition of the relevant market (see chapter 6).

This point about industrial planning and policy is emphasized not to quibble over labels but to point out that antitrust, like other government-planning policies, is subject to criticism on the grounds that it always assumes the existence of the information it requires for intelligent decisions concerning social efficiency. As will be argued later, the cost-benefit information that would be required for intelligent choices concerning mergers and divestitures is produced and discovered only through a working out of the open-market process and is knowable only to the particular individuals involved in that process. Antitrust authorities and courts continually presume the existence of such information when they prohibit a merger, deny a joint venture, break up a company, or rule that certain prices are predatory. Yet, if antitrust regulators and courts cannot obtain accurate information concerning future social costs and benefits, no rule of reason in antitrust is really possible. Thus, the case against any antitrust regulation is all the stronger.

The AT&T Case

Those who argue that antitrust is not government-industrial planning will have difficulty explaining the historic decision to break up the American Telephone and Telegraph Company (AT&T) arguably the most significant employment of antitrust regulation in the history of antitrust enforcement. This historic consent decree, among other things, divested the 22 operating telephone companies from AT&T and ended a portion of a 1956 consent decree that had prevented AT&T from competing in nonregulated markets, such as data processing.20 Ending the 1956 consent decree–a legal restriction on market entry and competition–was entirely consistent with permitting a spontaneous market process to exist in telecommunications and data processing. Divesting the operating companies and reorganizing them into seven regional companies was, however, an unprecedented experiment in antitrust industrial planning.

A number of economic arguments were employed to justify the divestiture of the operating telephone companies. The first was that AT&T’s ownership of the operating companies served as a bottleneck to potential long-distance competitors. AT&T’s ownership of the operating companies, so the argument went, placed it in a position to deny any competitor fair access to the bulk of the business and residential telephone market. The second argument was that divestiture would reduce the potential threat of cross-subsidization of revenues from regulated markets to unregulated markets and end the necessity of restricting AT&T from entering unregulated markets. Finally, the divestiture would serve to weaken the grip of AT&T’s Western Electric Company on the telephone equipment market (since the operating companies had ordered the bulk of their equipment from Western), leading to additional innovation and lower equipment prices.

These arguments are not entirely implausible, and the AT&T divestiture may well have led to the results anticipated. But how did its supporters know that the assumed, future benefits of divestiture would exceed its costs? For example, even Robert W. Crandall and Bruce M. Owen, in their excellent discussion of the divestiture issues, concede that the absence of any direct evidence of AT&T’s pre-divestiture vertical-integration joint economies made it “very difficult to prove that the divestiture is necessarily welfare enhancing.”21

Indeed, most consumer difficulties in telecommunications did not relate directly to vertical integration and divestiture at all; government regulation, not vertical integration per se, had been the primary obstacle to a truly open-market competitive process in telecommunications.22 The Federal Communications Commission has long restricted entry into long distance telecommunications and had regulated the rates of the monopoly supplier, AT&T. Entry into local telephone markets had been legally restricted by state governments, and phone service and rates had been regulated by public utility authorities; the dominant supplier was, again, AT&T. This regulation was not, of course, accidental. AT&T had a long history prior to divestiture of advocating government regulation and monopoly in telecommunications and of opposing attempts to increase competition by decreasing government regulation.

Most of the alleged difficulties associated with AT&T’s vertical integration—and most of the alleged benefits associated with divestiture—were difficulties that would have been overcome in time by complete deregulation. Cross-subsidization, for instance, becomes a serious issue only in a regulated setting where a firm might choose, say, to finance price-cutting wars in unregulated markets out of revenues or profits earned in regulated markets. Ending the regulation ends the possibility of “unfair” cross-subsidization. In addition, Western Electric’s near capture of the operating-company market for telephone equipment is controversial only because the operating companies can pass along, under regulation, all of the inflated equipment costs to the final consumer of phone services. In an openly competitive market, consistent noncompetitive purchases of materials by vertically integrated companies would normally result in a severe loss of market share for those companies—a strong incentive to change the practice. Again, it was regulation, not vertical integration, that was the ultimate source of the difficulty.

Even the so-called bottleneck and access issues are forever clouded by the fact that, under divestiture, no open-market access value exists for the rival long-distance companies. The current access fees are not market determined but are set under the authority of the FCC. In the absence of true market values, even supporters of divestiture cannot be sure that the existence of rival wire-line suppliers actually improved overall resource efficiency and advanced the elusive public interest.23

Conclusions

Very little academic or public credence is given to antitrust policy as special-interest regulation or as government-industrial planning. Government regulation and planning have been sharply criticized by economists and, by and large, have been professionally discredited.24 What support now remains for antitrust policy would appear to depend upon the public-interest perspective; that is, the belief that some antitrust regulation is necessary to prevent market failure.

In the following chapters, the public-interest theory of antitrust will be critically examined to determine whether the standard theories of competition and monopoly employed to explain market failure actually make sense and whether the classic antitrust cases contain evidence that free-market monopoly can exist and misallocate resources. If antitrust theory and history are internally consistent, then some antitrust policy may be appropriate. If, however, they are inconsistent, then the public-interest perspective and the policy it supports deserve to be rejected, not simply reformed. Without a scientific public interest justification, there is no rationale for any antitrust regulation in a market economy.
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3. Competition and Monopoly: Theory and Evidence

Much of the support for antitrust policy depends upon the correctness of the standard theories of competition and monopoly. These can be briefly summarized as follows.

The Theories

Some economists define competition as a state of affairs in which rival sellers of some homogeneous product are so small—relative to the total market supply—that they individually have no control over the market price of the product.1 These atomistic sellers take the market price as given and then attempt to generate an output that maximizes their own profit. The final outcome (equilibrium) of such a market organization of firms is that consumers obtain the product at the lowest possible cost and price. Such markets are said to be “purely” competitive (“perfectly” competitive if there is perfect information), and resources are said to be allocated efficiently.

Free-market monopoly involves some voluntary restriction of market output relative to the output forthcoming under competitive conditions. Economists usually assume that monopoly means that there is only one supplier of a product with no reasonable substitutes or that several major suppliers of a product collude to restrict production. The economic effect of such monopolization is that market outputs are restricted—the monopoly restrains trade—and prices are increased to consumers. Such restrictions of production are also said to misallocate resources and reduce social welfare.

The expression “misallocation of resources” is a powerful one in economics. It signifies that scarce economic resources are not being put to their greatest economic advantage. The implication is that some alternative allocation of these resources could improve overall economic performance.

Monopoly is said to misallocate resources in two fundamental ways. The first is termed “allocative inefficiency.” It implies that the price consumers pay for a product under monopoly—the monopoly price—exceeds the marginal cost of producing that product. Consumers indicate their willingness to have suppliers produce more of some product by paying a price that exceeds the marginal cost of producing it. Firms with monopoly power, however, can maximize their profits by restricting their production and keeping their prices up. Suppliers with monopoly power are said to have no incentive to expand production to the point where market price and marginal cost are equal. The consequence of such supply decisions is that resources are at least somewhat misallocated and social welfare is reduced.

Monopolists are also said to be likely to expend resources to obtain monopoly positions and then expend additional resources to retain them. Further, in the absence of direct seller rivalry, monopoly suppliers can afford to be less efficient than competitive firms with respect to their own use of resources. All of these extra expenses and inefficiencies can increase the cost function under monopoly relative to competition and contribute to what is termed “technical inefficiency.” In short, firms with monopoly power can produce less, charge more, and misallocate economic resources. Society would be clearly better off under conditions of competition, and the rationale for antitrust enforcement against monopoly is said to be obvious.

The Problem with Competition Theory

Although the standard theories of competition and monopoly seem reasonable and would appear to rationalize some antitrust enforcement, they pose some very serious difficulties. Resource allocation under atomistic competition might well be efficient if perfect information existed or if tastes and preferences never changed, but it is difficult to understand the relevance of such a theory in a real world of differentiated preferences, economic uncertainty, and dynamic change. The economic problem to be solved by competition is emphatically not one of how resources would be allocated if information were perfect and consumer tastes constant; with everything known and constant, the solution to a resource-allocation problem would be trivial. Rather, the economic problem lies in understanding how the competitive market process of discovery and adjustment works to coordinate anticipated demand with supply in a world of imperfect information. To assume away divergent expectations and change, therefore, is to assume away all the real problems associated with competition and the resource-allocation process. Thus, although the standard efficiency criteria may be technically correct for a static world, they are irrelevant to actual market situations.

Market uncertainty and change may require differentiated products. They may also require some interfirm coordination, instead of independent rivalry, and even some price cooperation. They may require some product and service advertising, although none is required in the atomistic equilibrium. These variables do not indicate that competition does not exist or that the competitive process is defective or inefficient. They mean, simply, that the competitive process is in a necessary state of disequilibrium. The market process may, in the abstract, tend toward some theoretical equilibrium, but it never reaches one.

Much of traditional antitrust enforcement has been based on erroneous notions of efficiency under static equilibrium conditions. Outputs falling short of the purely competitive—theoretical—output were said to have been “restricted.” Market advertising, product differentiation, and innovation were often said to be elements of monopoly power—not elements of a competitive process—that could misallocate resources and lower social efficiency. Any control over market price was termed “monopoly power,” and interfirm cooperative agreements were regarded by economists and the antitrust authorities with great suspicion. Yet, if the purely competitive equilibrium is not an appropriate welfare benchmark, none of these traditional conclusions makes any sense.

An alternative perspective on competition is to see it as an entrepreneurial process of discovery and adjustment under conditions of uncertainty.2 A competitive process implies that business organizations of various sizes continually strive to discover which products and services consumers desire, and at what prices, and continually strive to supply those products and services at a profit to themselves and at the lowest cost.

This process of discovery and adjustment may encompass explicitly rivalrous behavior in the usual sense—direct price and nonprice competition—and it may also include various degrees of interfirm cooperation, such as joint ventures and mergers. Interfirm cooperation and rivalry are not opposing paradigms from a market-process perspective. There is no a priori way, for example, to define the optimal size of a cooperative business unit or, alternatively, the optimal number of rival firms for efficient market coordination. Even price agreements between firms may serve to reduce risk and uncertainty—during a recession, for example—and lead to an increase in market efficiency. (See chapter 6.) Cooperation and rivalry are voluntary alternative institutional arrangements by which entrepreneurs, under conditions of uncertainty, strive to discover opportunities and coordinate plans in a continuous search for profits. Public policy should not hinder the development, or collapse, of these arrangements.

In competition, profits and losses serve to provide the necessary information and incentive for continuous entrepreneurial alertness. Some business organizations may be more successful than others in this process and may earn significant market share; other organizations may do poorly, lose market share, and even fail. Both the growth and decline of companies is a necessary part of the discovery procedure. Finally, while individual markets may tend to clear during this process, error and changing information, among other things, must prevent the realization of any final equilibrium condition.

The Problem with Free-Market Monopoly Theory

Similar theoretical difficulties discredit free-market monopoly theory as well. The primary one concerns the actual ability of a monopoly firm, or a group of colluding firms, to restrict the market supply and realize monopoly prices and profits. Although a firm may intend to restrict market supply and garner monopoly profits, the ability of free-market monopoly to achieve that result is questionable.

The standard textbook treatment often assumes a monopoly output restriction and then proceeds to compare that restricted output, unfavorably, with an atomistic equilibrium output level.3 But both the assumption and the comparison are entirely misleading, for the atomistic equilibrium output level is neither possible nor relevant and cannot serve as the welfare benchmark for any comparison. Moreover, it is difficult to understand how any output level that is inefficient or generates substantial profits can be sustained in an open market in the face of strong incentives to expand production.

Free-market monopoly power created through merger or collusion is presumably the primary concern of the antitrust authorities. But if the economic effect of monopolization is to raise prices above costs—marginal and average—strong economic incentives then exist to expand current production and to encourage output by new firms. If production increases, prices will fall and the market will tend, other things being equal, toward a situation in which prices and costs are equal.

What happens if a free-market monopolist attempts to subvert this competitive process and discourage rivalrous entry by lowering prices? The reduced prices would induce additional sales, and the market situation would then tend toward the traditional competitive equilibrium. What happens if a monopolist discriminates in price? Indeed, there might be strong economic incentives to do so, but a monopolist that price discriminates will end up selling additional output at some lower price, and, again, the market will tend toward the traditional competitive output. Certainly a monopolist that is inefficient cannot deter market entry; inefficiency will act as an invitation to entry and additional output. On the other hand, a monopolist that is clearly more efficient than potential rivals can deter entry, but it would be the efficiency of the monopolist that would keep competitors out. Resources are not misallocated and the competitive process is not subverted when high-cost firms are restrained from entering markets by the superior product or efficiency of existing suppliers.

Firms may intend to restrict market output through collusion and cartel agreements, but the realization would be even more tenuous than that possible through a one-firm monopoly. Not only would a cartel of suppliers encounter the same incentives to expand production reviewed above, it would also face such difficulties as coordinating and policing its own supply-restriction schemes.4 Interfirm agreements to restrict rivalry could exist in a free market, as they did occasionally under common law prior to the Sherman Act, and they might even be able to stabilize temporarily some price fluctuations, but there is little reliable evidence that free-market collusion can allow conspiring firms to capture monopoly profits.5 Moreover, interfirm cooperation may well have significant benefits that could overwhelm any possible negative output restriction. (See discussion in chapter 6.)

Likewise, the usual textbook discussions of inefficiency under monopoly are unconvincing. The standard argument of allocative inefficiency is, in fact, contrived and misleading. With new entry and output blocked by definition, a monopolist is said to misallocate economic resources relative to their allocation under conditions of pure competition. But this “misallocation” occurs only because the competitive process is assumed to be ended in atomistic competition (price, marginal cost, and minimum average cost are all assumed to be equal) and because no competitive market process is allowed to begin under monopoly. If, on the other hand, a competitive process always operates under free-market monopoly, and if it is assumed that no final atomistic equilibrium condition can ever exist, then resource misallocation under free-market monopoly, as some unique social problem, simply disappears. Allocative inefficiency would tend to disappear from the free-market monopoly model, just as it would tend to disappear from the competitive disequilibrium model, and for exactly the same reasons.

Also debatable are the standard assumptions concerning technical inefficiency under monopoly. In any serious attempt to monopolize some free market, businesses are far more likely to lower costs than they are to raise them, and to expand rather than decrease production. The most effective way to gain and hold a free-market monopoly position is to be more efficient than rivals or potential rivals. In addition, larger firms may simply have lower costs than smaller firms, due to scale economies associated with manufacturing, financing, and marketing, or due to innovation. Thus, overall business costs are just as likely to be lower, not higher, as firms seek a monopoly position in a free market. (By contrast, the costs of obtaining and securing legal monopoly are socially wasteful; this matter is discussed later.)

Occasionally the issue of technical inefficiency is confused by allowing the costs of product differentiation to slip into an analysis of increased costs under monopoly. Firms producing differentiated products often incur extra costs, and these costs are sometimes compared unfavorably with the costs incurred by firms under conditions of atomistic competition. But this comparison is not valid, for once goods are differentiated, their costs cannot be compared directly with the costs of homogeneous goods. That consumers choose to pay higher prices to cover the higher costs of differentiated products proves nothing about inefficiency or waste, nor does it misallocate resources. (See chapter 4.)

In summary, the legitimacy of antitrust regulation in the public interest must depend upon a reasonably sound theory of how free-market monopoly can continue to restrict production and increase prices and how it can make the economy less efficient and misallocate resources. Yet, as has been argued here, the standard theoretical approach suffers from serious shortcomings. In the first place, monopoly output is often compared with an impossible atomistic output, hardly a meaningful comparison. In addition, it is difficult to understand how free-market monopoly power can continue to restrict production and sustain prices while allowing firms to earn monopoly profits. (Barriers to entry, including so-called predatory practices, will be discussed in chapter 4.) The inefficiencies alleged to exist under free-market monopoly are, similarly, either contrived or irrelevant. In short, all firms in free markets are engaged in a competitive market process. Standard free-market monopoly theory cannot support its own conclusions in any reasonable fashion, much less support government antitrust intervention into private markets in the “public interest.”

The Evidence

There are two fundamental kinds of evidence concerning monopoly. The first is case-study evidence, much of it taken from classic antitrust cases. The Standard Oil antitrust case of 19116—perhaps the most famous and misunderstood anti-monopoly case in all of business history—illustrates the difficulties associated with free-market monopoly theory.

The Standard Oil Case

The conventional account of the Standard Oil case goes something like this. The Standard Oil Company employed ruthless business practices to monopolize the petroleum industry in the nineteenth century. After achieving its monopoly, Standard reduced market output and raised the market price of kerosene, the industry’s major product. The federal government indicted Standard under the Sherman Act at the very pinnacle of its monopolistic power, proved in court that it had acted unreasonably toward consumers and competitors, and obtained a divestiture of the company that helped to restore competition in the petroleum industry.

This account has almost nothing in common with the actual facts. It is not possible to review the entire history of the case here, but a summary of the government findings against and actual conduct of Standard Oil will serve to make the point.

The Standard Oil Company was a major force in the development of the petroleum industry in the nineteenth century. It grew from being a small Ohio corporation in 1870, with perhaps a 4-percent market share, to become a giant, multidivisional conglomerate company by 1890, when it enjoyed as much as 85 percent of the domestic petroleum refining market. This growth was the result of shrewd bargaining for crude oil, intelligent investments in research and development, rebates from railroads, strict financial accounting, vertical and horizontal integration to realize specific efficiencies, investments in tank cars and pipelines to more effectively control the transportation of crude oil and refined product, and a host of other managerial innovations. Internally-generated efficiency allowed the company to purchase other businesses and manage additional assets with the same commitment to efficiency and even to expand its corporate operations abroad.

Standard Oil’s efficiency made the company extremely successful: it kept its costs low and was able to sell more and more of its refined product, usually at a lower and lower price, in the open marketplace.7 Prices for kerosene fell from 30 cents a gallon in 1869 to 9 cents in 1880, 7.4 cents in 1890, and 5.9 cents in 1897. Most important, this feat was accomplished in a market open to competitors, the number and organizational size of which increased greatly after 1890. Indeed, competitors grew so quickly in the years preceding the federal antitrust case that Standard’s market share in petroleum refining declined from roughly 85 percent in 1890 to 64 percent in 1911. In 1911, at least 147 refining companies were competing with Standard, including such large firms as Gulf, Texaco, Union, Pure, Associated Oil and Gas, and Shell.

This rivalrous development is not surprising, given the enormous changes in the petroleum industry that took place after 1890. Standard Oil, which had dominated the Pennsylvania-crude oil markets and the national manufacture of kerosene, had its market position challenged by the development of crude oil production in the southwestern United States and by a product demand shift away from kerosene. The increasing popularity of fuel oil, and eventually gasoline, and Standard’s inability to control the market availability of crude (Standard Oil itself produced only 9 percent of the nation’s supply in 1907) practically guaranteed that the petroleum industry would not be monopolized by any one business organization.

Conventional wisdom holds that the government antitrust suit against Standard Oil proved that the firm had reduced outputs and increased prices and employed ruthless business practices toward its suppliers and competitors. But the facts are otherwise. The lower-court judges who convicted Standard Oil in 1909 found only that the formation of its holding company, Standard Oil of New Jersey in 1899, was a “contract or combination in restraint of traded,” forbidden explicitly by the Sherman Antitrust Act.8 Dissolution of that company was held to be the appropriate—and sufficient—judicial remedy to restore competition.

This fact is extremely important. The lower court did not find that prices for kerosene were higher because Standard Oil had reduced outputs or that the rebates it had secured from the railroads were unfair. The lower court did not rule on any of the substantive economic issues; although it had, of course, heard the government’s argument and Standard’s defense on various charges.

It is also generally assumed that, since the famous Standard Oil decision of 1911 established the “rule of reason” principle, the Supreme Court must have applied it to Standard’s business practices and determined that it had indeed restrained market output and raised market price. It is true that Justice White, writing for a unanimous court, argued that the rule of reason had existed under the common law and ought to be employed in antitrust cases. And it is true that White wrote that “no reasonable mind” could but conclude that Standard had, indeed, acted unreasonably under this legal principle.

But it is emphatically not true that the High Court presented any specific finding of guilt with respect to the charges of misconduct and monopolistic performance brought against them by the government. That sort of determination is the job of a lower or trial court anyway, and, as already noted, the trial court had found Standard Oil guilty of no specific illegality with respect to the important substantive issues. All that the Supreme Court did—contrary to overwhelming conventional wisdom—was conclude that some of Standard’s practices, such as merger, evidenced an unmistakable intent to monopolize and that these practices were unreasonable. Why were they unreasonable? Because the Court said that it was obvious that they were. Certainly no detailed analysis of Standard Oil’s market performance—as would be common practice in subsequent rule-of-reason monopoly cases—was ever conducted by either the trial court or the Supreme Court.

Since subsequent research has shown that petroleum outputs expanded and prices declined throughout the nineteenth century and that Standard had not engaged in ruthless business practices, like predatory price cutting, the Standard Oil case can hardly be cited by antitrust enthusiasts as evidence that monopoly is a free-market problem or that antitrust is necessary to protect the consuming public from private economic power.

Empirical Studies

The second kind of evidence concerning monopoly consists of empirical studies of market concentration, profitability, and the welfare losses associated with monopoly power. In these studies, profitability often serves as the measure of monopoly power and resource misallocation.

The thinking behind profitability as the measure of monopoly power is that economic profits would tend to be dispersed under competitive conditions; hence, the existence of economic profits in the long run could be an indication that the competitive process has been restricted. Some empirical studies argue that certain business expenses, such as advertising and even product differentiation, should be included with profits in any measurement of the overall social costs associated with monopoly power.9

There are, however, some very serious methodological difficulties associated with these studies, including the concentration-profit studies discussed earlier.10 In the first place, most empirical studies use accounting profit data to draw conclusions about economic profit, a debatable procedure at best. Second, legal monopoly and free-market monopoly might well be inexorably intertwined in the actual business world: tariffs, quotas, licensing, and other legal restrictions always tend to generate economic rents in markets that are otherwise openly competitive. Third, empirical studies almost always take the atomistically competitive equilibrium condition as a welfare benchmark. While economic profits might well be dispersed in some imaginary equilibrium world, that is irrelevant in any actual resource allocation problem. Profits (and losses) are always essential in providing the information and incentives required to ensure that resources are being allocated from less valuable uses to more valuable uses. Long-run profits may imply that some organizations are relatively more efficient than others over long periods of time and that the competitive process has not yet reached any final equilibrium.

Such economic factors as uncertainty, risk, price expectations, and innovation are not short-run market disturbances that disappear if only we wait long enough. They are a continuous part of the competitive market process. Moreover, advertising and product differentiation in a disequilibrium world cannot simply be treated as some unwelcome welfare burden or social cost. (See chapter 4.) In short, profits need not evidence any extraordinary social inefficiency or burden; nor can empirical regression studies of profit and concentration ever serve as a reliable guide for rational antitrust regulation.

Legal Monopoly and Consumer Welfare

While free-market monopoly theory is seriously flawed, it is true that legal barriers to competition can create resource-misallocating monopoly power. Government, usually at the behest of some business interest, may decide to legally restrict entry into certain markets. Government licensing, certificates of public convenience, legal franchise, and quotas both foreign and domestic—each can tend to restrict entry, reduce the supply of available output, or raise the market price of a product to consumers. Firms and suppliers that would have voluntarily entered into trade and exchange with willing consumer-buyers are legally prevented from doing so; consumers who would have willingly purchased additional output at lower prices cannot; and innovations that would have been introduced by new suppliers are delayed or lost altogether. The competitive market process has been undercut and artificially shortcircuited—by law.

The government power of monopoly—of legally restraining trade—can have the effect of reducing market supply and raising market price. This restriction of output is not voluntary; nor is it due to disequilibrium. There has been no voluntary refusal to deal or trade; prospective buyers and sellers are, presumably, anxious to trade and thereby to improve their relative welfare, but they are prevented from doing so by law. Potential suppliers are not excluded because they are less efficient users of capital or cannot realize economies of scale; they are excluded arbitrarily by government power. Indeed, a reasonable guess is that some of the potential entrants are more efficient than existing producers—else why the necessity of legal restrictions?

Moreover, there are no economic incentives that tend to offset legal output reductions. The economic incentives for protected business organizations are, as explained earlier, to maintain or expand existing monopoly restrictions that legally exclude potential competitors. Firms will waste additional resources to retain legal privileges and their monopoly rents. Indeed, all of the conventional criticisms of monopoly actually do apply to legal monopoly and rationalize the repeal of such restrictions.

Conclusions

This chapter has argued that the theory of free-market monopoly is flawed. Neither theory nor evidence can rationalize antitrust policy. But if legal barriers restrain trade, can antitrust regulation be justifiably used against them?

Employing antitrust against legal barriers to entry enacted by state and local governments may create incentives to dismantle those barriers. In fact, some antitrust critics are sympathetic to using antitrust in an already regulated society solely to remove legal restrictions on competition or cooperation.11 Some important caveats are in order, however. First, employing antitrust against legal barriers to entry is the only application of antitrust that can be rationalized. Second, the possible dangers from antitrust misuse—prosecuting cooperative agreements between suppliers instead of strictly legal barriers to trade, for example, and the continuation of private antitrust—are likely to be so great as to overwhelm the marginal benefits that could arise from prosecuting legal monopoly. If the political choice were to retain antitrust regulation or abolish it completely, total abolition would still be the better course. Finally, should Congress or the courts move to block further the application of antitrust to legal monopolies, there would again be no rationalization for any antitrust policy.12
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Appendix

Rothbardian Monopoly Theory

Economist Murray N. Rothbard (1926–1995) made several important contributions to monopoly theory that have been ignored by mainstream industrial organization theorists. His views on monopoly and on the impossibility of “competitive prices” and “monopoly prices” (in a free market) challenge the mainstream neoclassical position and are at variance with those of his fellow Austrian economists as well.

Rothbard argues that it may be confusing (and even absurd) to define monopoly as “the control over the entire supply of some commodity or resource,” a common definitional approach in neoclassical and Austrian circles. This definition is inappropriate since the slightest consumer-perceived difference between different units of some commodity or resource (with respect to location for example), would then mean that each seller is a “monopolist.”1 But even if this were an appropriate definitional approach, the entire notion of monopoly price in a free market is untenable according to Rothbard. He argues that any acceptable theory of monopoly price is itself conditional on an independent determination of a competitive price against which the monopoly price might be compared. For Rothbard, however, any independent determination of a competitive price in a free market is impossible. Free markets contain only free-market prices.2

Competitive prices in the orthodox literature have usually been associated with marginal cost pricing, particularly under conditions of long-run equilibrium. For Rothbard, however, such prices are meaningless and irrelevant since they are associated with a static equilibrium condition that could never actually exist, and would not necessarily be optimal even if it did exist. In any actual market situation, all sellers have some influence over price, and market information is never perfect. In all real markets, sellers face a sloped demand curve, not the perfectly elastic demand curve associated with atomistic competition. Thus, all market pricing is free-market pricing whether it is accomplished by many small sellers or by a few firms with significant market share. Competitive prices are as fictitious as the medieval notion of the “just” price.

It has been common to define a monopoly price as that price accomplished when output is restricted under conditions of inelastic demand, thus increasing the net income of the supplier. Rothbard argues, however, that there is no objective way to determine that such a price is a monopoly price or that such a restriction is antisocial. All we can know is that all firms attempt to produce a stock of goods that maximizes their net income given their estimation of demand. They attempt to set the price (other things being equal) such that the range of demand above their asking price is elastic. If they discover that they can increase their monetary income by producing less in the next selling period, then they do so.

Rothbard maintains that to speak of the initial price as the competitive price, and the second-period price as the monopoly price makes no objective sense. How, he asks, is it to be objectively determined that the first price is actually a competitive price? Could it, in fact, have been a “sub-competitive” price? Presumably even atomistic firms can make mistakes and produce too much.3 If they do they must restrict production in the next period and market price may increase; but this does not mean that the second price is a monopoly price. Indeed, the entire discussion makes no rational sense since there are no independent criteria that would allow such determinations. All that can be known for sure, Rothbard argues, is that the prices both before and after any supply change are free-market prices.

In addition, the negative welfare implications concerning alleged monopoly prices would not follow even if such prices could exist. Since the inelasticity of demand for Rothbard is “purely the result of the voluntary demands” of the consumers, and since the exchange (at the higher price) is completely voluntary anyway, there is no unambiguous way to conclude that any supply restriction reduced social welfare.

Rothbard has been severely critical of orthodox utility and welfare analysis.4 The conventional wisdom in antitrust, among both reformers and traditionalists, has been to assert that business agreements such as price-fixing ought to be prohibited since they tend to reduce consumer welfare and lower social efficiency. For Rothbard, however, the costs and benefits associated with exchange are personal and subjective, and do not lend themselves to any cardinal measurement or aggregation. He holds that there is no unambiguous manner by which the costs for consumers and the benefits for producers (or vice versa) might be totaled up across various markets, and then compared to make a determination as to whether a business agreement is socially efficient or not. Indeed, the entire notion of social efficiency is a myth for Rothbard.5 Individual consumer and producer utility and surplus may exist, but these notions cannot be mathematically manipulated to allow any regulatory rule-of-reason judgments.

Rothbard’s criticism of conventional and Austrian monopoly theory allows him to conclude that monopoly can be best defined as a grant of special privilege from government that legally reserves “a certain area of production to one particular individual or group.”6 This definition of monopoly is historically relevant and unambiguous in Rothbard’s judgment. It is historically relevant since it is the original meaning of the term in English common law, and much of this sort of monopoly still survives today. It is unambiguous since such an approach allows a clear distinction to be made between free-market prices and monopoly prices. Free markets—that are either rivalrous or cooperative in varying degrees—can only give rise to free-market prices. On the other hand, monopoly prices can arise whenever government legally restrains trade. Presumably an unambiguous antimonopoly policy would conclude that all such privileges, including orthodox antitrust policy itself which restrains free trade, be abolished.

__________________

1Rothbard, Man, Economy, and State, pp. 590–91.

2Ibid., pp. 604–05.

3Ibid., p. 607.

4Murray N. Rothbard, Toward a Reconstruction of Utility and Welfare Economics (New York: Center for Libertarian Studies, 1977).

5Murray N. Rothbard, “The Myth of Efficiency,” in Mario Rizzo, ed., Time, Uncertainty, and Disequilibrium (Boston: D.C. Heath, 1979), pp. 90–95.

6Rothbard, Man, Economy, and State, p. 591.


4. Barriers to Entry

The logic of free-market monopoly theory is said to be enhanced by a discussion of non-legal barriers to entry. Although open markets contain no legal barriers by definition, certain non-legal obstacles are alleged to exist that may hamper the competitive process and allow leading firms to misallocate resources. Presumably, the application of antitrust policy against these barriers increases economic efficiency and consumer welfare.

Product Differentiation

Antitrust enthusiasts argue that the extra costs associated with product differentiation tend to restrict market entry.1 Firms that would like to enter, say, the automobile industry, understand that they must incur such costs as retooling for annual body-style changes, and these costs can deter entry. If the product were homogeneous, especially homogeneous over time, it would be far cheaper to enter the auto market and, accordingly, there would be more rivals.

Differentiation is also alleged to be an element of monopoly power. Firms that successfully differentiate their products are said to be able to raise their prices above the level possible in a purely competitive market.2 Thus, although there may well be intense rivalry among sellers in markets where products are differentiated, the competition is said to be “imperfect,” and resources are still said to be somewhat misallocated.

These arguments are unconvincing. If products have been successfully differentiated—that is, if consumers have expressed a willingness to cover the costs associated with differentiation—then the difficulty of entering markets and competing with established firms relates directly to those revealed consumer preferences. If buyers of automobiles have traditionally supported annual body-style changes and punished firms that did not make them, then clearly it is consumer preferences that have helped limit rivalrous entry into the automobile industry.

While this development might be a problem for particular would-be suppliers, it is not a problem for consumer welfare generally or for efficient resource allocation. Efficient resource use implies that resources should be put to the uses that consumers, not economists, value most highly. If consumers support annual body-style changes, that is the use to which resources should be put. Potential or existing competitors can always attempt to convince consumers to support less product differentiation—at a lower price—or perhaps no year-to-year differentiation at all. Alternatively, potential entrants can always attempt to discover cheaper methods of production and marketing that would allow rivalry with established firms. But, in the absence of such preference changes or discoveries, potential competitors are indeed restricted from production by the performance of rivals and the revealed preferences of consumers. These restrictions are not, however, barriers to entry that can rationalize any antitrust intervention.

From the perspective of antitrust critics, it is entirely appropriate that efficiency and revealed preferences should limit entry and exclude potential rivals, for resources are scarce and have alternative uses. The economic problem is to ensure that scarce resources are put to their highest consumer-valued use and reallocated from less valuable to more valuable uses, which is precisely the social function of the competitive market process. Competition is not restricted by efficiency and consumer choice.

The essential confusion—and it recurs often in antitrust economics—is over the meaning of the term “competition.” If competition means the purely competitive equilibrium, then competition can be inappropriately restricted by product differentiation and producer efficiency. But, as already argued, pure competition cannot be an appropriate welfare standard in antitrust: it is a static equilibrium condition with no competitive process. It assumes homogeneous products and preferences, the existence of suppliers already employing the best technology, and the absence of error or surprise. Resources are efficiently allocated in such a world, but only because the model simply assumes the conditions required for an equilibrium.

The actual competitive process is one of discovery and adjustment; it is not a static state of affairs.3 The economic problem is not one of allocating resources efficiently when everything is known and constant, but of learning how to allocate and reallocate resources in an uncertain and changing world. Competition is an entrepreneurial process of discovering what, in fact, consumers do prefer and which firms, employing which technologies and strategies, will be able to supply those products. The competitive process is not restricted by the failure of specific products or firms; nor is it limited because efficiency and preferences prevent some would-be rivals from competing. Those who say they are preserving competition by preserving specific competitors or by subsidizing new firms to enter markets do not really understand the nature of a competitive market process.

Some critics of differentiation assert that some product differentiation is essentially frivolous, involving no real improvements.4 But how are real improvements to be distinguished from cosmetic changes, if not by the revealed preferences of consumers? Critics are entitled to their opinions on these issues, but consumers in a free market have the final word on whether differentiation is worth it or not. If consumers believe that an “improvement” is frivolous, they will not be willing to pay much for it. On the other hand, if they are willing to pay substantially more for some differentiation, then it is demonstrably not frivolous and the resources it uses are not misallocated.

Firms can, of course, make errors and miscalculate consumer preferences. They can underestimate or overestimate the value that consumers are likely to place on any differentiation or innovation. They can expend resources in the present only to discover in the future that they cannot recover those expenses. In such situations, resources have in some sense been wasted.

But this use of the term “waste” must be put in the context of the economic problem that is to be solved in a market economy. Part of the problem is that firms attempt to coordinate their supply decisions with the preferences of consumers before consumers actually reveal their preferences in the marketplace. Firms must correctly anticipate the revealed preferences of both consumers and competitors, and this anticipatory process is filled with risk and uncertainty. Importantly, the problem of plan coordination involves not only price coordination, which most primary economics texts dwell on exclusively, but also product coordination: the product must be precisely the one that consumers prefer. Thus, both price and product must be coordinated before any market can be efficient from a consumer perspective.

Many discussions of competition trivialize this coordination problem by assuming that perfect information concerning consumer tastes and prices already exists or that the market has somehow already selected some standardized product for sale. But this assumption is unrealistic. In actual market situations, firms discover product prices and preferences only through a working out of the competitive market process itself. While there are very strong economic incentives for firms to anticipate consumer preferences and the plans of competitors correctly, resource-allocation mistakes—given the fundamental uncertainty involved—are inevitable. Markets cannot be expected to work perfectly, to realize perfect equilibrium or coordination. All that can be reasonably expected is that the free-market process will tend toward an efficient solution by continually creating information and incentives to reallocate resources from less valuable to more valuable consumer-determined ends.

The Ready-to-Eat Cereals Case

The infamous Federal Trade Commission case against the leading ready-to-eat (RTE) cereal companies is an excellent example of the antitrust confusion over product differentiation, consumer preferences, and barriers to entry.

In 1972, the FTC brought suit against Kellogg, General Foods, General Mills, and Quaker Oats, arguing that the firms’ 90-percent market share constituted monopolization in the RTE cereals industry.5 The leading companies competed by proliferating new brands of cereal and variations of old brands; they rarely engaged in direct price competition. According to the FTC, the market-share position of the firms was a direct function of this “wasteful” brand proliferation, which had the effect of severely restricting new-firm entry and competition. The costs and risks associated with developing, producing, and marketing a new cereal brand were generally prohibitive for new companies. In addition, the lack of price competition allowed the leading companies to earn excessive profits over a long period of time. The solution, according to the FTC, was to break up the leading companies and force them to license their popular trademark brand names to would-be rivals.

The FTC was no doubt correct in concluding that the high risk of failure in producing new cereal brands limited market entry. It was also true that certain economies associated with size, especially in advertising, tended to restrict the number of new competitors. But it is not true that any of this was regrettable from any consumer perspective, or that the competitive process was endangered, or that these restrictions could justify any remedial antitrust activity.

Efficiency in the use of resources, including efficiency in the specific types of products produced, can always restrict the number of competitors. As has been argued, the very purpose of the competitive market process is to discover which products consumers prefer, for whatever reason, and then to produce and sell those products to consumers. The fact that leading firms with long experience and economies of scale may be able to accomplish this task more efficiently than smaller or newer organizations is irrelevant from a consumer perspective: consumer welfare is not injured thereby and resources are not misallocated.

The issues can be put another way. If cereal brand proliferation had been unsuccessful from a consumer view-point, the larger companies would have lost market share to other companies and would no longer have been the leading firms in the industry. If cereal costs for the larger companies had been higher—not lower—than their would-be competitors, the larger firms could have lost market share to smaller, more efficient companies and, again, would not have remained leading firms. In short, if the larger RTE firms had not been efficient and successful with their products, they could not have remained the leaders in their industry for decades.

The fact that the leading companies had introduced dozens of new cereal brands successfully in an uncertain market setting was direct evidence of sustained efficiency in the use of resources, not evidence of monopoly power that misallocated economic resources. Consumers were not coerced into purchasing new cereal brands; they were invited to try them. Consumers were not overcharged for differentiated cereal products; they willingly paid more for new brands of cereal they perceived to be more valuable than old brands. Rival manufacturers or would-be competitors who believed this behavior to be irrational on the part of consumers were always free to test their theory of efficient cereal marketing. If consumers really preferred less differentiated cereal brands at lower prices, then the newer or smaller firms would have been able to compete easily.

Actually, the FTC’s successful attempt in the late 1970s to drop the Quaker Oats Company from the original antitrust complaint undermined its entire theory concerning barriers to entry in this case. Quaker Oats had, in fact, accomplished precisely what the FTC had argued was nearly impossible: it had innovated important new products and brands and had increased its market share in an industry dominated by larger companies. Quaker Oats Company had developed a line of so-called natural cereals and persuaded consumers to purchase them, thereby breaking the tight grip of the leading companies on the market. Despite the Quaker Oats episode, the FTC continued to pursue the case—only to lose in 1981 before an administrative judge and then before the full FTC in 1982.

Advertising

Advertising is likewise often criticized as a barrier to entry that limits competition and causes resources to be misallocated. In the academic economist’s perfectly competitive model, there is no advertising since products are assumed to be homogeneous and market information on products and prices is assumed to be perfect. In the real world of differentiated products and ignorance, however, economists have had to account for the appearance of product advertising. Some conclude that advertising allows firms to differentiate products and then charge higher prices for them, and that large advertising budgets can enable large companies to sustain their market share at the expense of smaller rivals and potential entrants. Others argue that, in the absence of perfect information, advertising allows a more efficient plan coordination process between suppliers and consumers by lowering information and search costs. The first group of economists tends to see advertising as an element of monopoly power that generates some social inefficiency6; the second, as an element of a competitive process that allows an understanding of how resources are efficiently allocated in an uncertain world.7

Since the issue of product differentiation as a barrier to entry has already been discussed, that analysis need not be repeated here. It might be noted, however, that the treatment of advertising by some critics as a superfluous selling expense—as distinguished from other, legitimate production and transportation costs—is totally arbitrary. All business costs are selling costs in the sense that all resources are expended with the purpose of selling products to consumers at a profit. Advertising costs, in this respect, are no different from quality-control costs, tool costs, fire-insurance costs, or any other expenditure made to accomplish some potentially profitable activity. In perfect competition with perfect information, advertising would be unnecessary (so would fire insurance!), but that is irrelevant to the problems that must be solved in a dynamic and uncertain market economy.

It is true, however, that some business organizations perform advertising functions more efficiently than rival firms. Some even achieve substantial economies of scale through effective advertising, earning higher profits as well. These earned efficiencies can be a barrier for less efficient firms, but, again, there is no misallocation of resources. The only obvious waste here is on the part of the firms that advertise less effectively.

But can successful firms earn long-run monopoly returns on their advertising investments? Some early empirical studies appeared to discover a positive relationship between advertising expenditures and firm profitability, and that led some corporate critics to conclude that advertising could generate excessive returns.8 Later studies, however, which treated advertising expenditures as an investment rather than as a current business expense, failed to substantiate any adverse advertising profit association.9

Even if such a statistical association did exist, it would prove nothing sinister. There is no requirement that the competitive business world conform to the economist’s notion of a long-run equilibrium condition where all market anomalies have been eliminated and all firms are earning the same return. Certainly, there may well be strong tendencies toward an equilibrium condition in an open market, and a notion of equilibration and coordination underlies much of our understanding of an efficient competitive process. But again, long-run business equilibriums are not possible and thus cannot be the relevant benchmark to appraise the market performance of competitive firms.

Efficiency and Innovation

It can be admitted readily that economies and efficiencies achieved by some firms but not by others can delay and even prevent entry and direct market rivalry. Firms that enjoy economies of scale or some low-cost technology or firms that continuously innovate successfully do make market rivalry more difficult or, in the extreme case, even impossible. If it were correct, from a market perspective, to argue that more competitors are always better than less, then economies of scale and successful innovation might be condemned out of hand for “restricting” competition.

But clearly that is not the correct analysis. The exclusions associated with efficiency are appropriate because it is the consumers who ultimately decide to support efficient and penalize less efficient firms. Again, the purpose of the market process is to discover the efficient service, the efficient product, the efficient business organization; competition—both rivalry and cooperation—has nothing to do with some arbitrary number of firms. If consumers want more competitors, they can have them by demonstrating their willingness to pay the higher prices necessary to cover the costs of less efficient or new competitors. Most of the time consumers are unwilling to do so. Certainly, consumer decisions not to support additional competitors are not inefficient; nor do they reduce consumer welfare. Antitrust regulation is not necessary to save consumers from themselves.

The Alcoa Case

The Aluminum Company of America prior to 1937 is a classic example of a dominant firm that maintained its market portion essentially through innovation and industrial efficiency as a barrier to entry. In the lower-court antitrust case decided in favor of Alcoa in 1939,10 Judge Caffey laboriously determined that Alcoa had not monopolized bauxite (contrary to what many textbooks still report), waterpower sites, alumina or aluminum castings, wire, and other aluminum products. The firm had not illegally monopolized the production of aluminum ingot. Nor had it charged exorbitant prices or earned exorbitant profits. Prices for aluminum ingot—Alcoa’s primary product—declined from approximately $5 per pound in 1887, the year Alcoa was founded as the Pittsburgh Reduction Company, to 22 cents per pound in 1937, the year Alcoa was indicted for monopolization. During that period, profits averaged approximately 10 percent on overall investment. Alcoa had not engaged in any illegal exclusion of potential competitors. The only so-called preemptive purchase of a potential competitor was a Justice Department-approved purchase of a failing French firm in 1915. Given these findings, Judge Caffey dismissed the entire antitrust complaint against Alcoa.

Alcoa had been the only domestic supplier of virgin ingot aluminum for fifty years, even though the patents on the electrolysis process for making aluminum had expired in 1906. Entry into primary aluminum production had proved difficult, even to potential entrants like Henry Ford, because Alcoa enjoyed vast scale economies in production and technological advantages in research and development. Furthermore, Alcoa passed along these economic advantages to buyers in the form of competitive ingot prices, forestalling competitive entry by behaving as if there indeed were potential rival ingot sellers anxious to steal Alcoa’s customers and overwhelming market share. Only as a consequence of such superior economic performance did Alcoa hold a “monopoly” market share in virgin ingot.

The lower court had made an important distinction between being “a monopoly” and “monopolizing” in restraint of trade. For Judge Caffey, being a monopoly—absent any unfair exclusionary practices—was reasonable and not a violation of the Sherman Antitrust Act, which did not condemn monopoly per se. A business might achieve a dominant market position by, for example, being more efficient than its rivals, and the law was not intended to condemn such situations.

The appeals court that reversed Judge Caffey’s decision and decided against Alcoa in 1945 also agreed that Alcoa had been efficient. But Judge Hand, breaking with the rule of reason, determined that Alcoa’s “skill, energy, and initiative” had excluded competition and that efficiency was not a legal excuse for monopolization. He wrote in his decision:

It was not inevitable that it [Alcoa] should always anticipate increases in the demand for ingot and be prepared to supply them. Nothing compelled it to keep doubling and redoubling its capacity before others entered the field. It insists that it never excluded competitors; but we can think of no more effective exclusion than progressively to embrace each new opportunity as it opened, and to face every newcomer with new capacity already geared into a great organization, having the advantage of experience, trade connections and the elite of personnel.11

Alcoa’s competitive strengths actually sealed the antitrust case against it. If the company had been less efficient, presumably there would have been more competition, i.e., competitors, and no violation of the law. Such is the twisted economic logic of antitrust in the Alcoa case.

Actually there were competitors, although the appeals court in 1945 steadfastly refused to recognize them. Hundreds of rival firms sold what is termed “secondary aluminum,” or scrap aluminum ingot, which was then a near-perfect—and hence, competitive—substitute for Alcoa’s own primary ingot. If one includes the sale of secondary ingot, Alcoa’s share of the relevant market dropped from 90 percent (the remaining 10 percent share going to aluminum imports) to 66 percent, and then, with other reasonable adjustments, to 33 percent. Alcoa was not even monopolizing any reasonably defined relevant market.

Capital

It is sometimes held that financial capital can be a barrier to competitive entry and can allow leading firms to monopolize. Some would-be producers, the argument goes, must pay a higher price for capital than already established businesses.

All scarce resources have prices that must be paid in order to allocate (or reallocate) them to higher-valued uses. Financial capital, like all resources, cannot be free to all who would want to use it, and its costs must be borne by those who intend to employ it productively.

The explicit cost of capital is determined in competitive capital markets, and firms that would purchase it must do so at freely determined market prices. Some firms are able to acquire capital at lower prices because their demonstrated risks for using capital effectively are lower. A firm in business for more than fifty years, with a continuous record of profitable returns on its investments, will likely have lower capital costs than some new firm with little experience employing capital successfully.

Thus, capital costs can be a barrier to entry. More efficient users of capital will tend, all else being equal, to exclude less efficient users of capital from the market. But efficiency as a barrier is hardly unfair or injurious to consumer welfare. Indeed, such a barrier—and the exclusionary process it implies—is absolutely essential to ensure that scarce capital flows to those firms most likely to employ it profitably in the service of consumers. Since thousands of new firms do obtain capital and do eventually succeed and expand, this so-called barrier to competition can be overcome like all other non-legal barriers; by superior economic performance. And that, from the perspective of consumer welfare, is exactly the way that it should be. The only rationale for government policy here would be to eliminate any legal barriers that might restrict buyer or seller access to debt or equity markets.

Predatory Practices

“Predatory” price cutting implies that leading firms can price their products in ways that adversely affect rivalry or potential rivalry. Firms might, for example, temporarily price below cost in an attempt to eliminate rivals or discourage potential entry into markets. The term “non-price predatory practices” implies that leading firms can employ a non-price competitive variable—such as a product innovation or advertising—in ways that raise a competitor’s costs or render the demand for a competitor’s product or service obsolete. In the watch industry, for instance, some leading firm might suddenly introduce a revolutionary new watch that tends to make the demand for the watches of smaller competitors obsolete. The effect of this innovation, it is alleged, might be to reduce competition substantially and harm consumer welfare.

Although the word “predation” sounds antisocial, there are important difficulties with any attempt to use antitrust policy to restrain such rivalrous behavior. In the first place, how are the regulators and the courts to distinguish truly predatory practices from the normal price reductions and exclusions that occur during any competitive market process? Are prices below money costs always predatory? And which costs are relevant for such determinations? Average costs? Marginal costs? Long-run marginal costs? Why are historical accounting costs relevant at all? Although there has been an extensive discussion (some would say too extensive) of some of these questions in the professional journals over the years, no clear answers have emerged.12

Even if economists could agree on what is meant by predatory pricing, it is not obvious why such pricing behavior should be legally restricted. After all, predatory practices cannot succeed without direct consumer-buyer support. For example, if prospective buyers ignore a leading firm’s price reductions, then those reductions clearly cannot be predatory. On the other hand, if buyers alter their preferences and support the price cutter, it is the buyers—not the price cutter—that put pressure on the high-price firms and may ultimately eliminate some of them. Buyers can always eliminate certain competitors by altering their buying preferences and choosing one product, for whatever reason, over another. There is no reason for antitrust to interfere in this benign process.

Antitrust enthusiasts might argue that buyer choices to reward the price cutter are not in the long-run interests of buyers. But no one can know the long-run interests of buyers. Furthermore, the superiority of so-called long-run interests to short-run interests cannot be assumed. Buyers can surely decide their own time preferences and then decide whether the advantages of short-run price reductions exceed the possible disadvantages of fewer suppliers in the future. Consumer choices are rational either way, and consumer welfare is reduced only when government antitrust policy prevents consumers from determining the market-supply structure they apparently do prefer.

The same argument holds with respect to non-price predatory practices; indeed, the relevant issues are exactly the same. If a leading firm introduces some product innovation, it is up to consumers to decide whether the innovation will reduce the number of competitors, if consumers enthusiastically support the innovation at the expense of competitive products, then some rival suppliers may well be eliminated. On the other hand, if consumers do not support the innovation, the innovation cannot threaten competition and cannot be predatory. In neither scenario is there a legitimate rationale for regulatory preferences superseding the revealed preferences of buyers with respect to the pace and nature of technological change. Indeed, it would be difficult to imagine an antitrust intervention as potentially dangerous or damaging to future consumer welfare as this sort of innovation regulation.13

Some economists, notably John McGee, have argued that predatory practices are not normally rational or efficient ways of gaining or holding market share.14 Firms that engage in predatory pricing, for instance, stand to lose a considerable amount of revenue, and profit, in funding a predatory war. If the firm is large and the war is long, the costs and risks are sure to create substantial disincentives to engage in it. In addition, target competitors may not be easily driven from business, or, even if they are, their assets may be acquired by new firms willing to compete as soon as the predatory price is lifted. In short, considerable financial risks are associated with price predation, and such risks may create powerful disincentives to engage in it, especially in industries with no legal barriers to entry.

There are very few unambiguous examples in business history of leading firms attempting to secure, or hold, near-monopoly positions by engaging in extensive predatory practices.15 Even the allegedly classic examples of predatory practices in the nineteenth-century petroleum and tobacco industries, involving Standard Oil and American Tobacco, are either exaggerated or unfounded. Standard Oil, as already argued, secured its market position in petroleum primarily through internal efficiency and merger, not systematic predatory practices. And while the American Tobacco Company may have occasionally employed severe price competition to gain market share—the great “snuff war” comes to mind—no general predatory policy would have been intelligent in an industry like tobacco, where there were thousands of competitive suppliers and no barriers to market entry.16 Even when such pricing wars did occur in the tobacco industry, consumers enjoyed them immensely by purchasing greatly increased amounts of tobacco products at very low prices for years. There is no obvious reason why antitrust regulation should restrain such occasional practices that clearly benefit consumers.

Conclusions

The purpose of this discussion has been to argue that non-legal barriers to entry cannot rationally support free-market monopoly theory or justify antitrust intervention. Business experience, economies of scale, advertising efficiencies, successful product innovation, and dozens of other competitive advantages that business organizations earn may well inhibit the entry of would-be suppliers, but such limitations and exclusions are not inefficient, do not injure consumers, and—most importantly—do not reduce competition in the marketplace.
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5. Price Discrimination and Vertical Agreements

The antitrust laws still forbid price discrimination and vertical business agreements (merger, resale price maintenance) that may tend to reduce competition substantially. Price discrimination can be illegal under section 2 of the Clayton Act (1914) as amended by the Robinson-Patman Act (1936). Mergers can be illegal under section 7 of the Clayton Act. Tying contracts and other restrictive agreements can be illegal under section 3 of the Clayton Act or under section 5 of the Federal Trade Commission Act (1914).

Price Discrimination

Price discrimination is the practice of selling some homogeneous product—a good of like grade and quality—to different buyers at different prices. For instance, if a firm sells homogeneous salt to different buyers at different prices, the firm has price discriminated. The price difference is itself the price discrimination, and it can be illegal (except under certain conditions outlined below) when it may substantially lessen competition or tend to create a monopoly.

In antitrust practice, the phrase “may substantially lessen competition” has come to mean that competition is reduced—and the law violated—whenever there is some adverse effect, or probable adverse effect, on other business organizations in the market. In the salt-selling example, the price discrimination may tend to adversely effect some rival salt manufacturer who loses sales and thus profits, or it may tend to injure wholesale buyers who pay the higher prices and are in competition with low-paying buyers. The seller can be found guilty in either instance, and buyers who knowingly receive illegal price discriminations can also be found guilty under the law.

The fundamental difficulty with a law that prohibits price discrimination is that it tends to treat any adverse effect upon rival firms as a reduction in competition that can violate the law. But this treatment of competition is an example of the classic error in antitrust economics. Price reductions are an essential part of any competitive process, and so is the movement of resources from higher-cost sellers to lower-cost sellers. If consumer-buyers tend to purchase more from low-cost sellers, then it is entirely appropriate that high-cost sellers lose sales or have their business adversely affected. To interfere with this process and to prosecute the firms with the lower prices—and it is only the lower prices that threaten competitors—is blatantly protectionist of the existing market structure of suppliers.

Some might argue that this criticism is too severe because sellers accused of price discrimination can attempt to demonstrate, in their defense, that they have price discriminated in good faith in order to meet competition (from some rival seller, presumably) or that the price discrimination can be fully justified by specific cost savings. In practice, however, these so-called absolute defenses have proven unsatisfactory. It is inherently unclear when price reductions are in good faith, and aggressive competitors often attempt to beat, not meet, prices charged by rivals. Further, the cost-savings defense is all but illusory since it requires a level of technical precision in cost accounting, especially in accounting overhead costs, that may simply be impossible; specific price reductions by multi-product companies on specific products can rarely be cost justified to the legal satisfaction of the FTC or the courts.1 Thus, the bulk of the firms indicted for price discrimination—that is, for price competition—have failed to defend themselves successfully; they have lost or abandoned their cases, and then they have raised their prices to comply with the law.

There is now little professional debate over the intent and effect of the price-discrimination law: its purpose has clearly been to reduce price competition and to protect high-cost, high-priced businesses from the resource-reallocation process. Like minimum-wage laws, agricultural price supports, and National Recovery Act codes during the Great Depression, the Robinson-Patman Act was depression legislation aimed at reducing the rigors of the market by restricting price competition.2 Presumably, the justification claimed for such a law in the 1930s is no longer relevant, if it ever was. Today the law’s only effect is to stifle the competitive market process.

The Borden Case

The Borden evaporated milk case is a classic example of the irrationalities associated with attempting to enforce a law against price discrimination. In 1958, the Borden Company was indicted by the Federal Trade Commission for selling evaporated milk of like grade and quality to different buyers at different prices. Borden charged a lower price for milk that it packed and sold to private-label customers than it charged for its own Borden brand (“Elsie”) milk. Since the milk in both instances was chemically the same, the FTC charged that the price differences amounted to price discrimination in violation of the law.3

The milk at the factory may well have been the same, but consumer perception of the milk at retail was demonstrably not the same. Consumers were willing to pay more for the Borden brand of evaporated milk than for milk packed by Borden but sold under various private labels. Perhaps consumers were willing to pay more because the Borden Company had established a substantial reputation for high-quality products, which generations of consumers had come to rely on. For example, Borden carefully controlled the shelf life of its own brand of milk, whereas its responsibilities for private-label milk ended when the milk was packed and sold. In addition, some of Borden’s expenses, such as advertising, transportation, and labels, did not apply to its private-label milk, and this may have made it possible for Borden to charge lower prices to the private-label distributors. In short, there were both demand and cost differences with respect to the different brands of evaporated milk that could easily have rationalized the general differences in the prices of the products.

Even more important, however, the lower prices Borden charged to private-label distributors involved no injury to any of the parties involved: not to the private-label distributors themselves, who willingly purchased the milk from Borden; not to the customers of the private-label milk, who, presumably, bought a quality milk product at a lower price; and not to Borden’s own customers of its “premium” evaporated milk, who could have switched to cheaper milks at any time but did not. There was never any question of monopoly in private-label evaporated-milk production, since Borden never did more than 11 percent of the Midwest private-label packing, a share it had legitimately gained because of the locational advantages of its creameries.

The real issue in the FTC’s long harassment of Borden hinged, as it turned out, on the fact that some smaller, independent creameries in the Midwest had lost some private-label business and a few had even gone out of business. There was nothing in the FTC’s records to indicate that the Borden Company was involved directly in their demise; indeed, some of these creameries had disappeared prior to Borden’s entry into private-label milk packing. And yet, it is perfectly clear from the 1966 FTC decision against Borden that the loss of these independent creameries was the tendency to lessen competition that had concerned the FTC. The long legal harassment concerned Borden’s ability to provide economic advantages to willing customers and the inability—for reasons unrelated to Borden—of some of its rivals to perform in a similar manner. Thus, the thrust of the enforcement of the anti-price discrimination law was purely protectionist of an inefficient market structure of firms. The case against Borden was ultimately dismissed in 1967,4 but the meaning of the case and the decades of FTC enforcement of Robinson-Patman remain clear beyond all doubt: high-cost rivals are to be protected in the name of preserving competition.

The new direction in antitrust policy is, literally, not to actively enforce Robinson-Patman. Only persistent discrimination that would result in monopoly would, presumably, now concern the FTC. This is an excellent development in the administration of the antitrust laws, but there is no guarantee that it will be permanent. The case for antitrust repeal is, in fact, at its strongest with respect to the Robinson-Patman Act.5 A law against price discrimination, which prosecutes successful firms in the name of preserving competition in the “public interest,” has no theoretical or empirical support.

Tying Agreements

Tying agreements, such as territorial restrictions, full-line forcing, and tie-in sales, are voluntary contractual agreements between the sellers and buyers of products or services that typically restrict the activities of buyers in certain ways. For example, buyers might sign an agreement to purchase good or service X on condition that they also purchase good or service Y from the same seller. Or a territorial restriction in a contract might forbid some distributor of a product from selling the product in the territory of another distributor. Tying agreements on the sale or lease of shoe machines might include a clause restricting service on the machines. A manufacturer might lease a copier on condition that the lessee use the ink or paper supplied by the copier manufacturer or some subsidiary. Finally, a maker of brand-name blue jeans might attempt to restrict sales to certain distributors or to fix the minimum resale price of the jeans through contract.

The older, general consensus was that these restrictive practices could injure competition and final consumers and should be prohibited when any substantial volume of business was involved. The courts, up to 1977, strongly supported this consensus. In the years following, however, professional opinion on some restrictive practices shifted markedly. The newer view holds that it is not immediately obvious why a manufacturer would want to injure its own distributors or the final customers of its own product. Nor is it immediately obvious how purely vertical business restraints could lead to any horizontal output restriction and any higher market price.

It is possible that certain vertical restrictive agreements might only be an attempt to price discriminate, or preserve goodwill, or shift certain business risks, or financially strengthen certain distributors, or curtail inefficient “free riding” activity.6 A manufacturer of personal computers, for example, might want distributors to provide considerable presale information or post-sale service. In the absence of some restrictive agreement, customers might decide to “free ride” off the information provided by full-service distributors and then purchase their equipment from discounters. The resulting intrabrand competition might ultimately force the full-service, authorized dealers to drop the expensive presale information, which could hurt the manufacturer in interbrand competition. A restrictive agreement between the manufacturer and its distributors that territorially restricts those distributors or protects dealer profit margins through resale price-maintenance agreements, could remedy the situation and allow more efficient rivalry with other computer manufacturers.

The Sylvania Case

The economic rationale for restrictive tying agreements was finally recognized by the Supreme Court in 1977 in the Sylvania case.7 Sylvania, a relatively small manufacturer of television sets, had been sued under the antitrust laws by one of its distributors, Continental, for preventing Continental from establishing a new distributorship in Sacramento, California, where Sylvania had another authorized dealer. Sylvania argued that any additional intrabrand competition would have weakened both the competing dealerships and Sylvania’s ability to compete interbrand with stronger rival manufacturers and distributors, such as Sears and Zenith. Since Sylvania was a relatively small manufacturer attempting to hold on to a declining market share, and not some near-monopolist about to crush all its competition, the Supreme Court accepted this particular dealer restriction as reasonable. And although a rule-of-reason approach to restrictive agreements is not entirely satisfactory, the repudiation of per se illegality in Sylvania was certainly a movement in the right direction; that is, toward per se legality.

Resale Price-Maintenance Agreements

Resale price-maintenance agreements—vertical agreements restricting price—still remain illegal per se, even though the economic case for permitting them is persuasive.8

Most of the distaste for resale price maintenance goes back to the 1930s depression and the years immediately following, when the so-called fair-trade laws existed. The fair-trade laws legalized resale price-maintenance contracts by exempting them from federal antitrust regulation. However, these laws often went well beyond simply permitting restrictive vertical price agreements between willing buyers and sellers. The notorious non-signer clauses provided that any retailer that refused to sign a fair-trade contract with a manufacturer could, nonetheless, be legally bound by the terms of agreements signed by others!9

Depression policymakers were extremely hostile toward price competition, believing it to be one of the major reasons for the prolonged economic stagnation of the 1930s. Chain-store taxes and non-signer clauses to limit price reductions were only two examples of that hostility. Needless to say, modern proponents of free trade do not support legally restrictive non-signer clauses. They hold only that resale price-maintenance agreements should be exempted from the antitrust law. It would then be up to manufacturers and distributors to make such agreements voluntarily, if they so desired; it should not be the function of government to prohibit such contracts or coerce any firm into them.

Vertical Merger Agreements

The ultimate vertical “restrictive” agreement between a manufacturer and a distributor is a vertical merger. A shoe manufacturer, for example, that purchases a retail shoe distributor could certainly proceed to fix resale prices in its own stores. A vertically integrated manufacturer might order its wholly-owned retailer to exclude the shoes of a manufacturing competitor. A shoe manufacturer could purchase a leather supplier and either foreclose leather supplies to a rival or direct that the leather be sold at a higher price, in order to squeeze the rival between high-input costs and low shoe prices at retail.

The arguments that such activities provide a rationale for antitrust policy is weak and unconvincing. The competitive market process cannot be injured by any of them. Rival shoe manufacturers, excluded from some retail outlets, would not be excluded from the shoe market; presumably there are other retail outlets, and more could always be created. Higher prices for leather in an openly competitive leather market would only mean lower leather sales and lower profits. And the selling of less leather—or fewer shoes—can in no way be ultimately profitable to the larger, vertically integrated company.

There is, of course, one development that may tend to exclude rival sellers: successful vertical integration that results in improved efficiency and lower costs and prices. Indeed, the only mergers or integrations that ever threaten rivals are mergers in which the merged firms benefit from integration economies and intend to pass along some of the benefits to consumers in the form of lower prices or improved services. Such mergers might well induce nonintegrated firms to plan similar cost-saving integrations, and, from a consumer perspective, the sooner such integrations occur, the better. To prohibit these mergers, in the so-called public interest, would be the height of economic irrationality.

The Brown Shoe Case

The Brown Shoe case of 1962 nicely capsulizes all that is wrong with legal regulation of vertical integration.10 Brown Shoe, a manufacturer of shoes, bought the Kinney chain of retail shoe stores in 1956. By the court’s own admission, the merger would have allowed Brown to realize certain economies and efficiencies, such as faster style changes and lower shoe prices, which it might have been able to pass along to shoe customers. Such a development would have put competitive pressure on nonintegrated shoe manufacturers and retailers and encouraged them to vertically integrate, too. But this trend toward concentration—already evident in the shoe industry, according to the court—was allegedly destructive of competition and certainly contrary to the congressional intention. Thus, despite its obvious consumer benefits, the merger was declared illegal and Brown was ordered to divest itself of Kinney.

From the standpoint of consumer welfare, there was absolutely no reason for the judgment against Brown Shoe. Brown was a relatively small manufacturer of shoes in 1956, with 4 percent of domestic output, and Kinney owned only 845 retail outlets out of an industry total of more than 70,000. The shoe manufacturing and shoe retailing markets were easy for new firms to enter. Concentration in the shoe industry was not increasing, despite the court’s insinuations to the contrary. And finally, the court’s treatment of business efficiency as an exclusionary restraint of trade stands antitrust precisely on its head. If Brown Shoe was not the worst decision in antitrust history (there is, after all, a lot of competition),11 it certainly takes a high rank.

Conclusions

Antitrust has come a long way since Borden and Brown Shoe. The dominant opinion today is that price discrimination and vertical agreements do not generally present any serious threat to consumer welfare and that such activity ought not to be legally restrained because of some adverse effect on rival sellers. Antitrust critics agree, of course, but some would go further to abolish the Clayton Act altogether, to be sure that such abominations as Borden and Brown Shoe never occur again.12
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6. Horizontal Agreements: Mergers and Price Fixing

The last remaining intellectual stronghold of strict antitrust enforcement is the continuing regulation of horizontal agreements such as joint ventures, price agreements, and horizontal mergers, that have the probability of reducing market output and raising market prices. The general antitrust thinking on horizontal agreements is that most mergers and joint agreements should be judged by an economic rule of reason, while price collusion and division-of-market agreements should remain illegal per se.

The rule-of-reason approach implies that the antitrust authorities evaluate and act upon the probable social costs and benefits of a proposed merger or joint venture. Joint business agreements can promise substantial cost savings in production and distribution, as well as in financing, industrial research, and product development. In addition, they may allow the innovation of entirely new products and services not feasible without interfirm cooperation. On the other hand, there is always the possibility that mergers and joint ventures may lead to output restriction and the suppression of price rivalry. The antitrust authorities and the courts, therefore, must weigh the probabilities of increased social benefits against the risks and costs of potential output restriction. Under a rule of reason, mergers whose probable benefits exceed the probable costs would be allowed, and those whose probable costs exceed the probable benefits would be prohibited.

The rule-of-reason approach is not yet generally accepted for dealing with price-fixing or division-of-market agreements; the consensus is that they should still remain illegal per se.1 Since it is widely assumed that the social benefits associated with price fixing are minuscule or altogether nonexistent, and since such agreements intend to restrict market output, they can be safely excluded from any rule-of-reason analysis and prohibited entirely. Finally, it is hoped that the legal certainty of the per se approach to price fixing will have a chilling effect on this activity in the future.

Although a rule-of-reason approach to mergers and joint ventures sounds appropriate, and although a flat prohibition on price and output restrictions—so-called naked agreements—also sounds appropriate, these positions are fraught with many significant difficulties. The essential problem is that both approaches assume that the antitrust authorities or the courts can have access to information concerning the future course of the market process that is simply unavailable to any regulatory authority or court. In addition, both approaches assume an ability to measure economic phenomena that, in principle, cannot be measured by any outside observer. Thus, while both approaches may give the appearance of science and objectivity, both are, in fact, pseudoscientific and cannot legitimize government antitrust intervention in this area.

The Rule of Reason: Social Costs

The rule-of-reason approach implies that the antitrust authorities ought to permit horizontal agreements when the social gains are expected to exceed the social losses. Social losses relate to the probability that the agreement could reduce market output, and that probability depends, in turn, upon whether the agreement creates any so-called market power or not. According to conventional theory, market power depends directly on the market share of the firms involved and whether the increase in market concentration makes effective output restriction more probable.

The Antitrust Division of the Justice Department and the Federal Trade Commission publish horizontal merger guidelines that are based on the Herfindahl Index of market concentration.2 A business merger that raises the Herfindahl Index by more than a stated number of points or pushes the industry index above a stated level will likely trigger legal action by the government in opposition to the merger.

Merger guidelines rest on two crucial assumptions. The first is the notion that there is some scientific way to define the so-called relevant market under discussion in any merger. The second is the belief that there is some scientific way to determine precisely which levels of market concentration generate so-called market power and which do not. In fact, the relevant market can never be known with scientific accuracy. Further, it is impossible—theoretically and empirically—to know which levels of market concentration generate market power.

Relevant Market

A rational discussion of market concentration is premised on some acceptable definition of “relevant market.” Firms are said to compete in some relevant market, and presumably a merger or joint venture may threaten to create, or to increase, market power. If relevant markets are defined narrowly, almost any horizontal agreement will increase market concentration and threaten to create market power. If, on the other hand, relevant markets are defined very broadly (and the merging firms usually hope they are), there is almost no horizontal agreement that could threaten to create market power. The question, then, is how to define relevant markets in order to calculate the appropriate levels of market concentration.

In general, a relevant market includes all suppliers whose products are “reasonable substitutes” for each other and excludes all others. If one were evaluating a possible merger between two soft drink companies, for example, or between a soft drink company and a beer company, one would have to determine whether the products produced and sold by the different companies were reasonable substitutes for each other. Narrowly, one could consider products to be substitutes (and their suppliers to be competitors) when a price adjustment by one supplier directly affects the output and sales of another. For instance, if soft drink price changes directly affect beer sales, then, presumably, soft drinks and beer are reasonable substitutes and the relevant market in any possible merger would have to include at least both these products and suppliers.

But there are important difficulties with this approach. In the first place, it may be impossible to determine, in practice, whether changes in the prices of soft drinks caused the change in beer sales. Second, changes in the prices of a soft drink—other prices remaining the same—may not be significant enough to affect beer sales appreciably; non-price elements of rivalry may be important, even more important than price. The fact that beer sales are not appreciably affected by some soft drink price change does not necessarily mean that soft drink and beer firms are not rivals. It may imply only that price changes are a poor measure of substitutability in markets where non-price competition is important.

What, precisely, is the relevant market for soft drinks? Is it only soft drinks, or does it also include fruit drinks, orange juice, milk, bottled water, wine, and beer? Does it include only U.S. manufacturers and sellers, or are producers in Canada and Holland to be included? Should the relevant market be defined nationally, or should it be divided into regional submarkets? How are these questions to be answered unambiguously?

These are not rhetorical questions. In traditional merger discussions, the definition of the precise relevant market can make all the difference. If the relevant market for soft drinks is restricted to soft drinks, then almost any merger between big soft drink companies can look potentially output threatening. If the market for soft drinks extends beyond soft drinks, however, many more horizontal agreements can be permitted. In the absence of an unambiguous definition of the relevant market, it would seem impossible to determine with scientific certainty whether changes in market share or in levels of concentration threaten competition and make effective output restriction more probable.

Market Share and Market Power

Even if relevant markets could be clearly defined, there is an additional threshold problem associated with any rule of reason. Government merger guidelines may be useful in indicating to business the likelihood of antitrust action, but they are of no scientific value in theoretical discussions of market power, and they cannot justify government intervention. Although the general public has the impression that there must be some good reason for the antitrust authorities’ choice of particular limits in the Herfindahl Index of market concentration, those limits are completely arbitrary. No one—and certainly not the antitrust authorities—can ever know whether a merger of firms that creates, say, a 36 percent market share, or one that raises the Herfindahl Index by 150 points, can create sufficient economic power to reduce market output and raise market price. No one knows, or can know, whether monopoly power begins at a 36 percent market share or a 36.74-percent market share. Neither economic theory nor empirical evidence can justify any merger guideline or prohibition.3

Even if relevant-market and market-concentration considerations were not ambiguous and arbitrary, there would still not be sufficient reason to legally restrict horizontal agreements. All the issues confronted in chapter 3 concerning the ability of firms in free markets to actually charge long-run monopoly prices and earn monopoly profits are relevant here and need not be repeated. It is enough to point out that antitrust theory cannot demonstrate that firms in free markets can earn long-run monopoly prices and profits, or that resources in free markets can be inefficiently misallocated. Free markets are always competitive and tend naturally to eliminate inefficiency.

Output Restriction

Yet, a further problem in applying a rule of reason to horizontal mergers and joint agreements is the difficulty of measuring any output restriction and determining that it is the result of monopoly power. Existing levels of production cannot be compared against the standard of pure competition (see chapter 3); nor can any premerger industry output level be considered the appropriate level of production. The premerger output level is a disequilibrium output level, established through interdependent pricing and output determinations rather than through independent pricing, as under atomistic competition. It cannot serve as a welfare benchmark because there is no difference, in principle, between market-price and output determination in the premerger and postmerger situations. Interdependent pricing and output determination exist under both circumstances, and both are part of an open-market discovery and adjustment process. It is true that legal monopoly could establish an unambiguous output restriction benchmark by prohibiting market entry. But, in the absence of some legal restriction on production and market entry, it is impossible to determine whether free-market outputs have been inefficiently restricted by any merger. Thus, even a merger resulting in “monopoly” could not be unambiguously condemned.

The Rule of Reason: Social Benefits

The social-benefit side of the rule-of-reason equation poses as many difficulties as the social-cost side. Generally, the social benefits associated with horizontal agreements include economies and efficiencies of interfirm production, financing, advertising, distribution, marketing, and research and development. Some of these benefits are measurable and objective; some are subtle and subjective. Some require financial and accounting skills to understand; others are anticipations and expectations based upon entrepreneurial experience in these matters. The question is whether the antitrust authorities or the courts can evaluate the probable benefits of horizontal agreement as accurately as the relevant entrepreneurs, or, even more fundamentally, whether parties outside an agreement can correctly evaluate future benefits at all.

Businessmen and entrepreneurs, standing in for owners, have strong incentives to estimate interfirm benefits and costs correctly; their own success and even the very life of their corporations may well be at stake. One would assume, therefore, that businessmen considering horizontal agreements would be especially careful to obtain the most accurate information available concerning the possible financial effects of any merger or joint venture.

It is important to note, however, the inherently subjective element in all entrepreneurial calculation concerning future costs and benefits. Successful businessmen can discover and exploit profit opportunities that are not obvious and that others do not see, and this entrepreneurial process goes well beyond simple cost accounting and economic calculation.4 Successful business agreements appear to be like successful marriages; they work efficiently, but only the parties involved can understand the relative costs and benefits. Moreover, like marriages, their continued success depends more on tacit knowledge and understanding than on any objective cost-benefit calculations.

The only objective ex post test of the correctness of entrepreneurial decisions is the market process itself. If the businessmen who enter into a horizontal agreement are correct concerning probable costs and benefits, then the merged firm’s market performance will likely be enhanced and its market share and profits may well increase. On the other hand, if the entrepreneurs have miscalculated, then the organization will likely waste economic resources and lose market share to relatively more efficient rivals and competitors. In either case, there is no legitimate reason to believe that the antitrust authorities or courts can have direct knowledge of these costs and benefits or that their intervention can be a reasonable substitute for a working out of a market process.

The Staples Case

Many of the problems inherent in horizontal merger analysis just reviewed were evident in the Federal Trade Commission’s 1997 opposition to a proposed merger between Staples and Office Depot. The merger between the office supply superstores was eventually abandoned after the FTC convinced a district court to grant a preliminary injunction to halt the consolidation.5

The district court accepted the FTC’s argument that the merger created market power for the merged firms and allowed them to raise or maintain prices at “anticompetitive levels.” Indeed, the court uncritically accepted the FTC staff analysis that Staples and Office Depot had already raised prices 5 to 10 percent in cities where they faced no other superstore competition. Since the consolidation allegedly resulted in a 75-percent market share and left only one other independent superstore competitor (Office Max), and since the alleged cost savings associated with the merger were “unverified,” the court granted the FTC injunction.

The district court’s decision is a travesty of sound economic principles and reasoning. In arriving at its conclusions, the court accepted the outrageously narrow FTC-created definition of the relevant market (office supply superstores only), ignored the low barriers to entry into office supply sales, and completely distorted the true nature of rivalrous competition in the overall office supply market. The fact remained that besides Office Max, there were thousands of independently owned office supply stores in competition with Staples and Office Depot, including impressive national discounters such as Wal-Mart and Best Buy. Indeed, any reasonable definition of the relevant market would have concluded that Staples and Office Depot combined had only 5 percent of office supply sales in 1996.6

The FTC court sanctioned action against Staples-Office Depot was an unwarranted exercise in antitrust industrial planning. The power of government, not the voluntary choices of company shareholders or price conscious consumers, was employed primarily to decide the future course of industrial organization in the office supply industry. The fatal conceit associated with this exercise of governmental authority should be readily apparent.7

The Per Se Approach

The logic for an absolute prohibition of horizontal price agreements is that such “collusion” intends only output restriction—a social cost—but creates little, if any, opportunity for the generation of social benefits since it doesn’t involve an integration of facilities between firms. Economic analysis and so-called considerations of law enforcement efficiency dictate that they remain illegal per se.

But the difficulties of evaluating mergers with a rule of reason are also encountered when trying to bring a Per se perspective to bear on price-fixing agreements. One can argue, first, that efficiencies and cost savings to society may indeed be associated with such agreements. Second, although such agreements may intend to restrict production and increase group profits, they are generally not able to do so.

Price Coordination and Efficiency

Over the last few years several commentators have argued that the reduction in risk associated with horizontal price coordination in open and uncertain markets could increase market output and enhance consumer welfare8; it may also lead to information-cost and price adjustment-cost savings.9 Indeed, some analysts now consider a rule-of-reason approach toward all horizontal price agreements to be justified.10

A number of efficiencies are possible from price and output coordination among firms operating under conditions of market uncertainty and imperfect information—the normal conditions. Price adjustments can be costly to both buyers and sellers; price coordination could limit price changes and reduce price-adjustment costs. Price information can in some markets be costly to obtain; price coordination could lower information costs. Price uncertainty for risk-averse buyers could reduce their purchases, and price uncertainty for risk-averse sellers could reduce their market output; price coordination could reduce risk and increase sales and market output. Price coordination could stabilize output and inventory fluctuations in the short run and lead to greater market outputs and lower costs in the long run. The uncertainties of market entry could be reduced, and entry encouraged, if potential entrants could make price and output agreements. Price uncertainty could restrict non-price rivalry; price coordination could lead to additional research and innovation.

Support for a per se illegality approach to price-fixing schemes presumes that it is possible to know beforehand which business combinations will generate net social efficiency and which will not. This presumes that the very information provided by the working out of the market process can be known before that market process is allowed to operate. The point here is not that cartels and market division agreements are always appropriate. But, absent an open market process, there is no scientific way to conclude that such arrangements are always socially inappropriate or should be illegal Per se.

The knowledge problem and the discovery principle with respect to price coordination were exemplified in the needless controversy over the expiration of the Reed-Bulwinkle Act (1948), which had generally exempted the trucking industry from Sherman Antitrust Act jurisdiction. The industry maintained that it required a partial continuation of that exemption so that industry rate-bureau organizations could legally continue to coordinate routes and prices for member truckers.11 Antitrust enthusiasts maintained, on the other hand, that collective ratemaking constituted horizontal price collusion, a judgment that would continue to frustrate the welfare advantages associated with deregulation and increasing competition in the trucking industry.12

Clearly, the only way to discover whether collective ratemaking, on balance, served shippers or not, was to permit the activity to continue in a free and unregulated transportation market. Industry rate bureaus performed a price- and route-coordination function in trucking for many decades, and it is unclear, under conditions of free entry, why that activity should be legally restricted or prohibited. If certain carriers employ rate-bureau services and achieve efficiencies, then those carriers may gain business and market-share relative to other carriers that price and route independently. If, on the other hand, the costs to shippers exceed the value provided by price coordination, the carriers may lose business and market-share to carriers that price independently. In either case, there is no ex ante logic for a Per se prohibition.

Furthermore, it made no sense to replace Interstate Commerce Commission (ICC) regulation in transportation with regulation by the Antitrust Division of the Justice Department. ICC rate regulation, route control, and entry restrictions stood in the way of a truly competitive open market process in trucking for fifty years, and the industry was deregulated in order to discover how it should be organized for efficient service to customers.

It should be apparent that neither regulators nor economists—nor attorneys, nor judges—can know beforehand which market institutions are socially efficient and which are not. That is precisely the purpose of open markets. If industry rate bureaus, on balance, are inefficient, then they will become ineffective and they will dissolve. If they are efficient, they will continue to function. But these are questions that can be answered only in a completely deregulated transportation market with total antitrust immunity for all carriers.

Those who support the Per se illegality of price agreements argue that whatever social advantages might result from those agreements can be achieved more readily and more acceptably through direct contract integration. If firms are really serious about achieving coordination efficiencies, it is argued, they can always merge or enter formal joint venture agreements. But why, one might ask in response, should all business coordination be forced to take the path of formal integration? Contract integration may well provide additional, and significant, economies, but surely the firms involved—not the Antitrust Division—can determine whether additional economies do exist, given the risks associated with formal integration. If contract integration can easily lead to additional net-efficiency gains, firms will be only too anxious to pursue it. On the other hand, the advantages of price coordination may well represent all the net gains expected from interfirm agreement. In that case, loose price coordination is socially efficient.

In an uncertain world, loose price coordination may be a far more flexible device for achieving possible economies than formal contract integration. The risks and costs of formal integration under conditions of uncertainty may be considerable, and loose associations that allow firms to be rivalrous at any moment may well represent a near-optimal social organization. To mandate that firms be completely rivalrous at every moment may cost the economy the efficiencies associated with interfirm coordination. Yet, to press firms anxious to coordinate some activities into formal integration agreements and their attendant risks may make just as little sense from an efficiency perspective. The appropriate solution is to permit the firms themselves to select the degree of coordination appropriate to the problem to be solved. Again, no antitrust regulation is warranted.

Price Agreements and Output Restriction

The other major argument against the per se illegality of price fixing agreements, which is especially relevant if social efficiencies are indeed associated with them, is that there is little reason to expect such agreements to be harmful to society. Market-division agreements are, in the absence of direct government support, tenuous at best and tend to break apart in open markets when they are inappropriate. Genuine output-restricting agreements appear generally to be short-lived and unable to withstand changing market conditions. When markets are legally open to entry and rivalry, market conditions will normally neutralize attempts to simply reduce market output and raise market prices.

The public can easily be misled on the effectiveness of price conspiracy, often accepting conviction in price-fixing antitrust cases as evidence of effective output restriction and higher prices. This inference, is not, however, normally warranted. Under the law, price agreements themselves are illegal per se; merely to have made an agreement—whether it works or not—is sufficient to violate the antitrust statutes. Whether market outputs were actually restricted or prices were higher during the conspiracy is usually immaterial in government price-conspiracy cases. Indeed, firms indicted for price fixing under the Sherman Antitrust Act often enter nolo contendere pleas because they recognize that the existence of an agreement, notwithstanding its effectiveness, is sufficient for conviction.

The Addyston Pipe Case

The classic Addyston case illustrates some of the traditional difficulties associated with the Per se approach to price-fixing agreements.13 Addyston concerned a conspiracy of six cast-iron-pipe companies that attempted to rig the bid prices for pipe sold to water departments in municipal governments in the 1890s. The precedent set in Addyston is one of the most important in all antitrust law. Circuit Judge Taft, in his review of the Addyston case on appeal from the district court, argued that the bid-price agreements were illegal in and of themselves; they appeared to intend only a suppression of competition among the firms, to their mutual advantage. Hence, no economic analysis—rule of reason—of the prices actually charged was necessary to condemn the arrangement.14 Justice Peckham, writing for a unanimous Supreme Court in 1899, agreed with Taft’s analysis and decision, as have many important antitrust scholars. Robert Bork, for instance, once called Taft’s decision “one of the greatest, if not the greatest, antitrust opinions in the history of the law.”15

An analysis of Addyston, however, raises serious questions about such evaluations. After all, the Per se approach purposely obscures the very economic issues that may be relevant in such cases. In Addyston, for example, Judge Taft, and later Bork, assumed that there were no important economic efficiencies associated with the price agreement and that the conspiracy restricted market production and raised the market price for cast-iron pipe—assumptions that may well have been false.

George Bittlingmayer’s detailed account of the Addyston case makes it clear that some “cooperative solution to market allocation” was necessary to achieve reasonably efficient cast-iron pipe production in this industry in the late 1890s. There was simply no “competitive” equilibrium in the pipe market, he argues, that was consistent with industry cost and demand conditions. With a very cyclical and unstable market demand for pipe, and with decreasing long-run average and marginal costs associated with producing pipe, “competitive” (marginal cost) pricing would not have allowed the various firms to fully recover their costs. Market prices would have been perpetually below average cost, and most of the firms would have eventually become insolvent. Thus, he reasons, some degree of interfirm cooperation—the bid-rigging scheme, for example—was required to keep plants operating efficiently and to maintain capacity during slack periods of demand.16

The available evidence also suggests that pipe prices, even with extensive collusion, were not generally sustained above marginal costs—let alone average costs. Inevitable rivalry within the conspiracy and from firms with significant pipe-production capacity not party to the conspiracy, as well as wide and unanticipated fluctuations in the demand for pipe, made effective long-run price conspiracy impossible.17 The presumption, therefore, that these agreements allowed the recovery of monopoly prices and monopoly profits with no offsetting social benefits appears totally unwarranted. Such presumptions are probably unwarranted in several other classic price-fixing conspiracies as well.18

Conclusions

Criticism of the Per se approach to large mergers and horizontal price agreements should not be misinterpreted as unqualified support for a rule of reason. Although any rule of reason would be an improvement over Per se illegality, the rule-of-reason approach itself is fatally flawed. No antitrust policy can be scientifically rationalized for mergers and other horizontal business agreements; the law should neither help nor hinder them.

__________________
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7. Antitrust Policy in a Free Society

The argument against antitrust policy presented here has, to this point, been entirely economic. There are, however, some non-economic considerations that must be brought to bear on any critical analysis of antitrust regulation. Antitrust laws stand in direct violation of civil liberties, individual rights, and due process of law, and these considerations can have important implications for the economic, or efficiency, arguments for antitrust regulation. Indeed, seen from our perspective, liberty need not be sacrificed to promote efficiency; contrarily, we will argue that only the full protection of all property rights is consistent with social efficiency.

Liberty

The administration and enforcement of the antitrust laws have always posed very serious difficulties for those committed to strict notions of individual rights, consent exchange, and due process.1 The antitrust laws, by their very nature, appear to interfere with private-property rights.2 The antitrust prohibition of price discrimination, merging, price fixing, and even free-market monopolization prevents freely contracting parties who hold legitimate rights to property from making, or refusing to make, certain contractual arrangements that they believe to be in their best interests. Some economists still argue that there is sufficient reason to prohibit such arrangements from a traditional efficiency perspective, although, as has been argued, the economic case for any antitrust regulation is weak. Traditional economic considerations aside, however, private and peaceful activities such as price discrimination, merging, tying, and price fixing violate no property rights in the ordinary sense of the term; that is, they do not necessarily involve force, fraud, or misrepresentation. Yet, from a strictly natural-rights perspective, the antitrust laws themselves which regulate private and peaceful trade are inherently violative of property rights. As noted earlier, even Adam Smith, despite his reservations concerning price conspiracy, rejected any antitrust law on the grounds that its execution could not be made “consistent with liberty and justice.”

Some critics would argue that business people and corporations forgo their right to full liberty when they collude and restrict production, since such behavior violates the rights of potential buyers. But this understanding of rights is misguided. Producers own their property, or are the trustees of property for owners, and possess all the rights to it, including the absolute right not to use it at all. Similarly, consumers have full rights to their own property, including the absolute right to spend or not spend their own money. The individual rights (property rights) of neither party can be violated by a refusal to deal or by a partial refusal to deal through, say, some voluntary restraint of trade.

A consumer boycott of a manufacturer’s product, for example, does not violate the property rights of the manufacturer; the manufacturer has no right to the consumer’s income in the first place. Likewise, a restriction of production on the part of a manufacturer—a producer boycott—cannot violate the rights of consumers, since consumers, absent any contractual arrangement, have no property rights to the manufacturer’s product. Thus, restrictive agreements such as price fixing—though unpopular—are not invasive of anyone’s rights, and government restriction of these voluntary arrangements is, from a rights and liberty perspective, completely unjustified.

An additionally important part of the case against antitrust law and enforcement relates to basic questions of due process and justice. Prior to an antitrust action and any alleged violation of the law, no one can know with any reasonable certainty what it means to “reduce competition substantially” or to effect “unreasonable” restraints of trade; no one can know with reasonable certainty what a given relevant market is or whether prices were reduced to meet competition in “good faith.” Firms that innovate new products or lower prices may discover, years after the fact, that such practices injure competitors, lessen “competition,” and violate the law. But because antitrust “law” cannot be known beforehand with any degree of clarity, antitrust law and agency enforcement are capricious and arbitrary, and those firms and individuals tried under it can hardly be said to have experienced any real due process of law.3

Social Efficiency

Although most economists are reluctant to discuss normative questions of liberty and rights Per se, they do acknowledge in the antitrust area that some freedom, say, the freedom to collude, must be sacrificed (traded off) in order to preserve competition and an efficient allocation of resources. And although free markets with carefully defined property rights are held generally to promote economic efficiency, maximizing wealth and minimizing cost, there are alleged to be important exceptions such as price collusion, where it would be permissible to regulate. Thus, liberty must allegedly be sacrificed for efficiency.

Some theoretical and empirical arguments against this trade-off position have already been raised. Here, however, it will be argued that the standard neoclassical theory of efficiency and welfare is untenable and that individual liberty and the complete protection of all property rights can, in fact, be reconciled with economic efficiency properly understood.

Subjective Cost and Benefit

The conventional theory of social efficiency in antitrust-regulation depends upon the measurability, at least in principle, of consumer and producer surpluses. The gains and losses associated with so-called restrictive practices are to be weighed and, since efficiency considerations are relevant, only business practices that result in a net increase in social welfare are to be permitted. Other practices, price fixing, for example, are said to create a dead-weight welfare loss and should not be permitted.4 But the problem with these “calculations” is that they cannot actually be made; because individual costs and benefits are ultimately subjective and personal, they cannot simply be added up or subtracted to determine net social efficiency or welfare. As I have stated elsewhere:

The costs of an action are the subjective opportunities forgone by the person who makes the decision; the benefits are the subjective satisfactions.... Since costs and benefits are subjective they are not cardinally measurable. There is no standard unit of value that would allow the summing up of individual costs and benefits into social aggregates for comparison. Thus, it is misleading to suggest that a rational antitrust policy can weigh the costs against the gains of restrictive agreements, and then decide which agreements are socially efficient and which are not.5

A metaphor can illustrate the inherent difficulties of aggregating personal costs and benefits. Assume a temperature of 70 degrees in a room. It is apparent that different people in that room can feel either warm or cold; the 70 degree figure does not actually measure how cold or warm individuals feel but only the level of mercury on an objective scale. The subjective states of warm and cold are not themselves directly knowable or measurable by others, and they are not susceptible to addition, subtraction, comparison, aggregation, or any other mathematical manipulation. Temperature readings can be averaged, but feelings of comfort or discomfort on the part of different individuals cannot be manipulated mathematically. Neither can their individual costs and benefits.

A perspective on social efficiency well within the neoclassical paradigm is the argument that all business agreements ex ante can lower costs and that, since opportunity costs are ultimately subjective and personal, such savings can always offset any so-called welfare losses due, say, to higher prices. The easy assumption in antitrust has always been that the costs associated with certain horizontal agreements greatly outweigh the benefits, if any, and therefore that their regulation or prohibition is justified. Yet, if costs are inherently subjective, there is no way cost-benefit judgments can ever be so certain.6 Market-division agreements may end expensive cross-hauling and advertising. Agreements between competitors in transportation could reduce information and transaction costs. Horizontal agreements that reduce risk and uncertainty could promote efficiency. And since only the individual parties to an agreement can know the costs and benefits associated with it, no antitrust regulation of horizontal agreements could ever be entirely rationalized.

Plan Coordination and Efficiency

Another even bolder perspective on social efficiency is termed “plan coordination,” which holds that all voluntary agreements, including so-called restrictive agreements, promote efficiency since all aim, ex ante, to bring into coordination the respective plans of various market participants. Since market information is neither perfect nor constant, this process of coordinating plans through agreement can never attain any final equilibrium. But, as already argued, an end-state equilibrium cannot be the focus of any analysis of efficiency. Instead, the institutional property-rights framework and the open market process are the focus of analysis, and they continuously create powerful incentives to discover and utilize the best information available in order to coordinate plans and correct those that fall short of objectives. Thus, an efficient market is an open and learning market, one that tends to provide the widest scope and encouragement for private plan making, private plan correction, and private plan coordination.

This approach to market efficiency allows an unambiguous condemnation of legal restrictions on competition, cooperation, and entry as being socially harmful—inefficient—since they directly restrict market information and the scope of voluntary plan coordination.7

A plan-coordination theory of market efficiency would completely undercut antitrust regulation. All business mergers and all joint ventures would be seen as socially efficient arrangements aimed at achieving some mutually determined business goal; they could no longer be regulated by Department of Justice or FTC in the name of efficiency. Further, the long-standing industrial organization anxiety over highly differentiated products would be seen as an illegitimate debate over ends, not means. Finally, the traditional antitrust concern with high market share, concentration, and entry barriers would be seen as entirely misplaced. Any market share and any level of market concentration would be the necessary outcome of an open market process of voluntary plan coordination. The only efficiency-relevant barriers would be those, like antitrust policy itself, which legally restrict free trade. And those, of course, should be repealed.

Conclusions

Adam Smith was convinced that the system of natural liberty—the free market—would promote the public’s economic interest and that government regulation tended to hinder the workings of the competitive market process. He was particularly concerned that legal monopoly—at the behest of specific manufacturing interests—would be employed to restrict free entry into markets and raise prices to consumers. He was aware that businessmen themselves often met to conspire to raise prices; yet he was reluctant to endorse laws to prevent it because they would not be compatible with liberty.

Was Smith’s view naive? On the contrary, after more than one hundred years of experience with antitrust laws, Smith’s insights on monopoly appear particularly incisive. While the antitrust laws were ostensibly intended to promote competition, they have been employed repeatedly—by both government and private plaintiffs—to restrain and restrict the competitive market process. The laws have been used to protect the existing industrial structure, which is exactly what Smith feared most about government monopoly generally. They have served to restrain trade and competition, while the real monopolists in the American business system—the firms that hold legal monopoly—remain relatively immune from antitrust prosecution. Finally, antitrust laws have clearly been abusive of “liberty and justice,” exactly as Smith had predicted.

The economic and normative case for the abolition of antitrust law is impressive. The law appears to have lost all of its claim to legitimacy. The burden of proof is now on those who would retain or reform antitrust law, to demonstrate why all the laws should not be repealed.

__________________

1Some of the following discussion is taken from Dominick T. Armentano, “Efficiency, Liberty, and Antitrust Policy” Cato Journal 4, no. 3 (Winter 1985): 925–32.

2Roger Pilon, “Corporations and Rights: On Treating Corporate People Justly,” Georgia Law Review 13 (Summer 1979): 1245–1370.

3This treatment has been most obvious in Federal Trade Commission enforcement of the Robinson-Patman Act. See Lowell B. Mason, The Language of Dissent, (Cleveland, Ohio: The World Publishing Company, 1959).

4See, for example, a concise review of the standard economic-welfare model in Wesley J. Liebeler, “Intrabrand Cartels under GTE Sylvania,” UCLA Law Review 30 (October 1982): 13–17.

5Dominick T. Armentano, “Antitrust Policy: Reform or Repeal?” Cato Institute Policy Analysis no. 21 (January 18, 1983): 9–10.

6Even Robert Bork admits that this position can be intelligently argued. See Robert H. Bork, “The Rule of Reason and the Per Se Concept,” Yale Law Journal 75 (January 1966): 390.

7Gerald P. O’Driscoll, Jr., and Mario J. Rizzo, The Economics of Time and Ignorance (Oxford: Basil Blackwell, 1985), pp. 154–58. See also, Roy E. Cordato, Welfare Economics and Externalities in an Open-Ended Universe: A Modern Austrian Perspective (Boston: Kluwer, 1992).
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