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Introduction

When sweeping economic change occurs, new technologies and business
methods rapidly replace old ones. Previously unheard-of firms dominate
their markets by successfully pioneering new ways of doing things. But
a dominant firm also raises fears of monopoly. At what point does a suc-
cessful competitor cross the line separating proconsumer innovation
from anticonsumer monopolization?

During the past decade, scholars and government officials have asked
that question more frequently as a “postindustrial” revolution, fueled by
information technology and globalization, produces new winners and
losers. Conceptually, the answer is simple and stated succinctly in U.S.
antitrust law. A firm is engaged in monopolization if it employs “exclu-
sionary” practices, but not if it dominates its market due to “superior
skill, foresight, and industry,” or “as a consequence of a superior product,
business acumen, or historical accident” (United States v. Alcoa, United
States v. Grinnell). Congressional debate surrounding the Sherman Act
reveals that the legislation’s sponsors never intended antitrust enforce-
ment to apply to a company that “merely by superior skill and intelli-
gence get the whole business because nobody could do it as well”
(Congressional Record 1890: 3146-52). This kind of distinction attempts
to categorize firms with market power into those which succeed by
harming consumers, and those which acquire their market power inno-
cently through superior service to consumers or perhaps dumb luck.
Surely, one would think, a highly innovative firm belongs in the second
category.

ANALYSIS IN A DYNAMIC ECONOMY

In actual cases, it is much harder to categorize firms. Does Microsoft
help or harm consumers when it combines a computer operating sys-
tem and an Internet browser that were formerly separate products?
Does Intel promote or stunt innovation by withholding advance product
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2 Introduction

information from firms with which it has intellectual property disputes?
When banks join both the Visa and Mastercard systems, are they expand-
ing competition by offering multiple credit cards or stifling competition
by allowing the same member companies to control both card networks?
When Pfizer charges a premium price for Viagra, is it exploiting mono-
poly power or reaping a well-deserved reward on a risky investment in
intellectual property?

Market Power

If a firm lacks market power and has no prospect of obtaining it, then its
conduct is of little antitrust concern. Competition from numerous other
substitutes ensures that seemingly “exclusionary” practices survive only
if they allow the firm to produce greater value or reduce costs. Value-
destroying business practices are self-penalizing, because they harm the
firm’s bottom line as well as harming consumers.

But how do we know whether a firm in an innovative industry faces
competition? In textbook economic theory, numerous competitors with
access to the same technology and resources compete on price. In a
growing number of real industries, competitors with different technolo-
gies and resources compete on the basis of product attributes and per-
formance as well as price. Indeed, product performance may be much
more important to many customers than price. In the medical market-
place, for example, the prices of human, animal, and man-made replace-
ments for arteries and veins are much less important than the
performance of the material in a specific application (Pleatsikas and
Teece, Chapter 4, in this volume). Declaring that a firm has market power
if it can sustain a “significant but nontransitory price increase” com-
pletely misses the performance dimension of competition.

Potential competition can curb market power, but its impact is also
more difficult to assess in a dynamic economy. Contestable market
theory demonstrates that potential entrants can make even a monopo-
list behave as if it faces competition — as long as entrants have access to
the same technology and there are no barriers to entry in the form of
sunk costs (Baumol, Panzar, and Willig 1982). However, dynamism
changes the nature of potential competition.' Intellectual property laws,

' As two of the developers of contestable market theory (Baumol and Ordover 1992: 85)
note, “By entailing the complete absence of barriers to entry, perfect contestability, again
like perfect competition, threatens to rule out entirely the reward mechanism that elicits
the Schumpeterian innovative process. This mechanism, as we have seen, rests on the
innovator’s supernormal profits, which are permitted by the temporary possession of
monopoly power flowing from priority in innovation. Since perfect contestability rules
out all market power...the market mechanism’s main reward for innovation is
destroyed by that market form.”
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Introduction 3

trade secrets, and tacit knowledge all combine to make it difficult for
potential entrants to possess the same technology as the incumbent.
Developing capabilities equivalent to the incumbent’s may involve sub-
stantial sunk costs. These factors suggest that potential competition may
operate less effectively in a dynamic economy.

At the same time, potential competition could be a much more vigo-
rous force in a dynamic economy. Contestable market theory postulates
a world in which technology and resources are fixed and given, not a
world in which technology continually changes and new resources can
be discovered. When innovation and discovery are possible, potential
entrants can leapfrog an incumbent by offering superior products and
services. Sunk costs depreciate more rapidly — and more unpredictably
— because of ceaseless change. Potential competition, in the form of
Schumpeterian “creative destruction,” could be much more vigorous in
spite of sunk costs.

How these two opposing effects net out can vary from case to case.
But even this brief discussion illustrates how a seemingly simple task like
identifying market power becomes much more complicated in a rapidly
advancing economy.

Exclusionary Practices

Thirty years ago, Ronald Coase (1972: 67) complained that “if an eco-
nomist finds something — a business practice of one sort or another — that
he does not understand, he looks for a monopoly explanation.” Since
then, the economics profession has come a long way in improving its
understanding of restrictive business practices. Nevertheless, courts still
sometimes condemn as exclusionary dominant-firm business practices
that are later revealed to be efficient. A principal reason is that compe-
tition and exclusionary conduct can be hard to distinguish:

Aggressive, competitive conduct by a monopolist is highly beneficial to con-
sumers. Courts should prize and encourage it under the antitrust laws. Aggres-
sive, exclusionary conduct by a monopolist is deleterious to consumers. Courts
should condemn it under the antitrust laws. There is only one problem. Com-
petitive and exclusionary conduct look alike. The dominant firm is an aggressor
and expands its market share at the expense of its smaller rival. The rival yelps
and sues. (Easterbrook 1986: 982)

Dynamism makes the analysis of exclusionary practices even more
complicated. When an exclusionary practice creates both consumer ben-
efits and consumer harms, the benefits should be weighed against the
harms to determine whether the firm is engaged in monopolization. The
logic of this tradeoff was rigorously expounded by Williamson (1968) and
subsequently incorporated into the U.S. government’s Horizontal Merger
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4 Introduction

Guidelines (United States 1997, sec. 4). The most common application
occurs when a merger creates market power but also produces
economies of scale or scope. The merger is economically efficient if the
cost savings outweigh the loss to consumers created by the market
power. Similar logic can be applied to various types of exclusionary
business practices.

There is, however, a critical difference between the nature of such
tradeoffs in a dynamic and a static world. The classic tradeoff analysis
assesses the effect of corporate conduct given the products, sources of
supply, production technologies, marketing practices, and management
methods that are currently possible. But innovative competition by its
very nature involves a continuous stream of new products, sources of
supply, production technologies, marketing practices, and management
methods. The critical antitrust issue is not just whether a particular
exclusionary practice produces some identifiable consumer benefit in
the present, but also how that practice will affect the path of innovation
in the future. Firm strategies and public policies determine which
companies will have superior incentives to produce which types of
innovations.

The Microsoft case provides a good example. Standard tradeoff
analysis proceeds something like this. If Microsoft is permitted to inte-
grate its Internet browser with the Windows operating system, there
might be harms to competition as well as benefits to consumers.
Microsoft could acquire market power in the browser market, but it
could also offer consumers a superior product at a lower price. Integra-
tion should be prohibited if the harms associated with the extension of
market power exceed the consumer benefits of integration. Integration
should be permitted if the consumer benefits of integration outweigh
the harms.

Dynamic analysis suggests a different set of cost and benefits, based
on different paths that innovation might take. If Microsoft is permitted
to integrate the browser with Windows, it has greater incentives to
proceed with similar types of innovations in the future. Such integration
may reinforce the position of Windows as the dominant computer oper-
ating system, and so firms that want to compete with Microsoft might
have to develop an operating system that can displace Windows. If
Microsoft is not permitted to integrate the browser with Windows, then
browsers and other software applications will compete as freestanding
products. Microsoft’s competitors will have much stronger incentives to
develop software applications on the Windows platform.?

2 For an argument that focuses on the importance of multiple sources of innovation in the
context of intellectual property, see Merges and Nelson (1992).
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Clearly, the direction of innovation is different under the two sce-
narios. The first scenario is more likely to produce competition among
operating systems and suites of associated applications, whereas the
second creates more competition among individual software applica-
tions within the Windows standard. Simply stating the tradeoff reveals
the difficulty of determining the efficient answer. The answer requires
not just an evaluation of the immediate consequences of Micro-
soft’s business practices but also accurate predictions of alternative
futures.

A rule-based approach lessens the burden on courts in individual
cases. Perhaps the court need not assess whether consumers will be
better off if Microsoft or its competitors receive superior incentives to
innovate. All that is necessary is a more general understanding of typical
results in cases of this type. If market dominance fostered by product
bundling tends to produce superior innovations, then Microsoft should
be left alone. If superior innovations come from markets where there is
more competition in the production of individual components, then
Microsoft should be prosecuted. Or perhaps bundled systems and
unbundled, more open systems each tend to produce better results under
different, objectively identifiable circumstances.

Although such an approach makes court decisions easier, it offers no
shortcuts for academic researchers. If courts are to develop general rules,
how are they to know which rules tend to produce the best results, if
not by accessing research on past situations where different approaches
were tried?

In a dynamic economy, antitrust policy implicitly involves a choice
among alternative innovative paths. Implicitly or explicitly, enforcers are
betting that their intervention will give consumers a better stream of
price, product, and service improvements in the future.

RESEARCH ON DYNAMIC COMPETITION

To understand competition and monopolization in this environment, we
need additional theoretical tools and empirical research. Fortunately,
multiple and eclectic groups of scholars in economics and business strat-
egy are now developing theories of competition that place innovation
and change at the heart of the competitive process.’ This volume brings
together a heterogeneous group of dynamic approaches and associated
implications for antitrust and regulatory policy.

3 In addition to Chapter 1 of this book, extensive discussions of dynamic competition the-
ories, along with extensive lists of references, can be found in Hunt (2000) and Machovec
(1995).
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6 Introduction

The first chapter, by Jerry Ellig and Daniel Lin, sets the stage by outlin-
ing different theories of dynamic competition. It describes four key
aspects of each theory: the theory’s assumptions, the fundamental nature
of competition, indicators of competition, and policy implications. Prin-
cipal strands of dynamic competition scholarship include:

¢ Schumpeterian. Firms compete not on the margins of price and
output, but by offering new products, new technologies, new sources
of supply, and new forms of organization. Possession of market
power is consistent with vigorous competition, and many seemingly
anticompetitive practices actually facilitate innovation.

* Evolutionary. Firms develop different “routines” for doing things,
and competition among firms selects for survival the bundles of rou-
tines that best allow the firm to grow and prosper in its environ-
ment. Policy interventions should focus on improving the ability of
the competitive process to produce and reward innovation, rather
than penalizing seemingly anticompetitive market structures.

* Austrian. The future is unknowable, information about production
methods and consumer desires is seriously incomplete, and much
economically relevant knowledge is highly specific and difficult to
communicate. In this kind of world, competition is a process by
which firms discover new resources and better ways of satisfying
consumers. Especially alert innovators may acquire market power,
but the resulting profits are a reward for discovering things that
would otherwise go undiscovered.

* Path dependence. Increasing returns and network effects magnify
the results of small, seemingly unimportant events that give one
competitor an advantage over others. “Winner take all” competition
can produce monopoly. Consumers could get “locked in” to a
product or technology that turns out to be inferior in the long run,
or a market with “insufficient friction” could generate costly and
suboptimal changes among technologies.

* Resource-based. Firms compete by assembling heterogeneous com-
binations of resources to meet consumer desires. Key determinants
of a firm’s competitiveness are its capabilities to transform
resources into valuable outputs. Capabilities that are rare and diffi-
cult to imitate lead to superior profitability. Empirical research
suggests that firms’ unique capabilities, rather than market power,
account for most of the supranormal profits that firms earn.

There is, of course, considerable overlap among the dynamic litera-
tures. For example, most dynamic theories include some notion of path
dependence, but not all reach the same conclusions about market effi-
ciency as does “the” path dependence theory. Similarly, Schumpeterian
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Table I.1. Dynamic Theories Employed in Subsequent Chapters

Chapter Author(s) Dynamic Theory(ies)

2 Jay Barney Resource-based

3 Daniel Rubinfeld and Schumpeterian, path dependence,
John Hoven resource-based, evolutionary

4 Chris Pleatsikas and Schumpeterian, resource-based
David Teece

5 Franklin Fisher Path dependence

6 Stan Liebowitz and Path dependence, Austrian, Schumpeterian
Stephen Margolis

7 Richard Langlois Evolutionary, path dependence

8 Michele Burtis and Schumpeterian, Austrian

Bruce Kobayashi

themes can be found also in evolutionary and Austrian competition
theories. Resource-based theory can be viewed as the application
of Schumpeterian, evolutionary, and Austrian insights to strategic man-
agement, just as Porter’s (1985) work developed management strategy
implications from structure-conduct-performance microeconomics.
Perhaps the greatest similarity shared by all of the theories is their focus
on innovation, broadly defined, as a key component of the competitive
process.

Contributors to this volume were invited to write chapters that
reflected one or more of these dynamic approaches. Table 1.1 illustrates
the principal dynamic approaches illustrated in each chapter.

Chapter 2, by Jay Barney, provides a more detailed exposition of strate-
gic management theories that offer unconventional insights on com-
petition issues. Mainstream research in strategic management views
corporate capabilities as a principal source of economic profit. Success-
ful firms possess capabilities to use their resources to create value for
customers. Different firms possess different packages of tangible and
intangible assets, and many of these assets (particularly intangible ones)
are difficult to imitate or transfer across firms. As a result, even firms
with access to the same physical resources may have large differences
in marketplace success. Although capabilities theory was largely devel-
oped to aid strategic management, Barney suggests a number of policy
implications:

* A seemingly competitive product market may in fact be hampered
by firms’ anticompetitive activities not just in physical resource
markets but also in markets where firms acquire intangible capa-
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8 Introduction

bilities. Conversely, a highly competitive market for intangible
capabilities can significantly constrain anticompetitive activity in
product markets.

* Mergers can create significant value by bringing together comple-
mentary corporate capabilities that are difficult to duplicate or sell
across firms. Such intangibles are harder to document than tradi-
tional economies of scale and scope, but they are no less real, and
so policy makers ignore them at their peril.

* A firm’s resources and capabilities are often path dependent,
causally ambiguous, and socially complex. In such situations, patent
protection is likely to be superfluous, because the firm’s profits are
already protected by advantages that are difficult or impossible for
rivals to imitate. Patents take on greater importance in industries
like chemicals and pharmaceuticals, where innovation stems from
objectively observable changes in chemical formulas.

* When new competitors enter an industry where entry was previ-
ously barred, they will have advantages over the incumbent firms if
the incumbents did not themselves compete, but will likely suffer
disadvantages if competition within the regulated industry was
already vigorous.

Both the economic and the management theories have influenced the
way economists think about antitrust enforcement at the U.S. Depart-
ment of Justice (DoJ). In Chapter 3, Daniel Rubinfeld and John Hoven
offer insider accounts of the rationales behind several recent and promi-
nent antitrust cases. Schumpeterian and evolutionary competition,
network effects, and heterogeneous corporate capabilities have all
played a role in the department’s approach:

* Dol filed a complaint against Visa and Mastercard, because the two
credit card systems are owned by substantially the same banks. This
common ownership is alleged to diminish either network’s incen-
tives to introduce innovations, and DoJ maintains that entry by new
competitors is extremely costly due to network effects.

¢ Conditions attached to the Halliburton-Dresser merger reflected
the department’s conclusion that difficult-to-duplicate know-how is
a significant barrier that prevents new competitors from developing
cutting-edge innovations in certain types of oil drilling tools. Thus,
heterogeneous capabilities can become barriers to entry.

* The Microsoft case is heavily influenced by the theory of network
effects, along with concerns that suppression of competing Internet
browsers will suppress innovation that could lead to the develop-
ment of different and better software. This latter factor reflects an
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evolutionary focus on maintaining multiple sources of variation and
innovation.

* The federal challenge to the Lockheed-Northup merger was
based on a large number of concerns rooted in theories of
corporate capabilities, including the importance of difficult-to-
duplicate capabilities, the value of information interchange among
diverse firms, and the contribution that firm diversity and outside
challengers make when the path of innovation is difficult to
predict.

Of course, as several subsequent chapters dealing with the Microsoft
case demonstrate, reasonable people employing dynamic reasoning
could also conclude that federal antitrust action is unwarranted in
some or all of these cases. Nevertheless, Rubinfeld and Hoven’s chapter
illustrates how the world’s leading antitrust enforcement agency has
grappled with the economics of innovation.

How will policy makers know dynamic competition when they see it?
Chris Pleatsikas and David Teece take up this foundational issue in
Chapter 4. In their view, the type of analysis presented in the Depart-
ment of Justice Horizontal Merger Guidelines and courtroom antitrust
practices systematically overestimates the threat of market power in
high-technology industries. In such industries, much competition takes
place along nonprice dimensions, and new breakthroughs continually
threaten the position of dominant firms. Static analysis that focuses on
market-share measures and the effects of price changes over one or two
years overstates the danger of monopoly because it defines markets too
narrowly and tends to find market power where none exists.

Pleatsikas and Teece offer several insights that could improve the way
enforcement officials define markets and test for the existence of market
power:

¢ If related technologies that could be used in similar applications are
advancing, the market is broad and competition is vigorous.

* Examining customer perceptions of and responses to product inno-
vation may aid in defining the relevant market.

* Repeated changes in market share are a good sign that a market is
competitive, and such shifts should be examined over a period of
four to five years to take product life cycles into account.

* A high level of innovation, perhaps measured as a high ratio of
research and development (R&D) spending to sales, is a good sign
that a market is competitive, because it shows that firms are com-
peting on performance.
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10 Introduction

* Even if a firm earns high profits on some products, it lacks market
power if it is earning a competitive rate of return on its entire R&D
portfolio.

The leveraging of monopoly is a perennial hotbed of contention, and
dynamic concerns introduce new wrinkles. In Chapter 5, Franklin Fisher
examines how innovation affects monopoly leveraging, and how monop-
oly leveraging affects innovation. A firm with monopoly power may seek
to bundle another product with a monopolized product for three reasons:
to increase the monopoly rents from the monopolized product, to extend
monopoly power into a second market, or to shut off avenues for innova-
tion that may threaten the original monopoly. The last two explanations
are most relevant to the three cases Fisher analyzes: airline computerized
reservation systems, the /BM case, and the Microsoft case.

¢ In the airline industry, American and United developed computer-
ized reservation systems for use by travel agents. Several other
airlines followed suit, but most did not develop their own systems.
Until regulators outlawed the practice, the displays on these systems
were biased so that agents were more prone to select flights offered
by the airlines owning the systems. Hence, Fisher argues, the airlines
used their market power in reservation systems to create opportu-
nities to charge higher prices in the market for airplane tickets.

* The IBM case was alleged to involve extension of IBM’s monopoly
power into new markets, but the facts of the case show that IBM
lacked market power to begin with. IBM faced competition from
other firms offering their own bundles of products and services, as
well as firms offering stand-alone products and services. With no
monopoly to exploit or defend, IBM’s bundling could not constrain
competition. Customers would only buy its bundles if they offered
a better value than competitive alternatives.

* Microsoft, on the other hand, possesses market power in computer
operating systems due to economies of scale and network effects in
the software market. Most of the costs of writing software are fixed.
There is also a tendency for one operating system to dominate the
market, because most buyers want to use the system for which
the most software applications are available. In Fisher’s view,
Microsoft’s bundling of its Internet browser with the Windows oper-
ating system is a predatory attempt to protect its operating system
monopoly. Competitors’ Internet browsers could undermine this
monopoly because the availability of Internet-based computing
applications would eliminate the network effects that have made
Windows the dominant operating system.
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