Session 18 - Case Summary

The Microsoft Antitrust Case

A. In May 1998, the U.S. Department of Justice (DOJ) with nineteen states filed an antitrust action against Microsoft under the Sherman Act (the Act). 

a. The complaint alleged that Microsoft “began, and continues today, a pattern of anti-competitive practices designed to thwart browser competition on the merits, to deprive customers of a choice between alternative browsers, and to exclude Microsoft’s browser competitors.”

b. The DOJ alleged four violations of the Act

i. Microsoft engaged in “unlawful exclusive dealing and other exclusionary agreements.” These agreements allegedly restricted the access of Microsoft’s software competitors to significant segments of the market.

ii. Microsoft engaged in “unlawful tying.” The DOJ argued “Microsoft tied its browser to its separate Windows OS, which has monopoly power.

iii. Microsoft monopolized the PC OS market.

iv. Microsoft attempted to monopolize the Internet. Microsoft allegedly engaged in a “course of conduct, including tying and unreasonably exclusionary agreements,” for the purpose of obtaining a “monopoly in the Internet browser market.”

B. Antitrust Economics of a Dynamic Network Industry are key in any antitrust case. The following are the economic issues to assess in the Microsoft case

a. Network Effects in a Dynamic Industry - Network effects are present when an individual’s demand for a product is positively related to the usage of other individuals, e.g. I choose to use Excel because I know all of my colleagues and clients use Excel.

b. Network Effects and Standards – In an industry where network effects are present, a firm may have incentives to adopt competitive strategies to support a single standard, e.g. Windows, by preventing the products of rivals from achieving compatibility.

c. A Single Industry Standard – Network effects make it efficient to have a single standard. That, however, does not imply that the winning standard be controlled by a single firm.

d. Predatory Pricing, Incompatibility – Tying and Leveraging as Anti-Competitive Strategies – Predatory strategies could be used by a dominant firm to thwart socially efficient entry and innovation. A dominant firm could attempt to make the innovations of competitors unprofitable by making its product incompatible with the innovator’s product. Leveraging strategies include product integration, tying, and bundling. Leveraging occurs when a firm uses its advantage from operating in one market to gain an advantage in another market.

e. Tipping in Dynamic Network Industries – Tipping is a point at which the presence of two incompatible products becomes unstable, with the market tipping in favor of a single product and standard.

C. The Trial

a. The DOJ’s Case

i. A monopoly in PC Operating Systems (OS)

1. Microsoft possessed monopoly power in the market for PC OS’s

2. Barriers to entry in the market for PC OS’s were high

3. The most significant threat to Windows monopoly was from new software products that could support alternative platforms to which applications could be written and could use multiple OS’s

ii. Microsoft allegedly engages in anti-competitive activities to protect itself

1. Tying software to Windows

2. Forcing PC manufacturers and others into exclusionary agreements

iii. The threat of Netscape and Java

1. Netscape posed a threat to Windows in two ways

a. Competition in the OS market could be revitalized because browsers are OS independent. Thus, browsers threatened Microsoft’s monopoly on OS’s

b. Netscape threatened the importance of Windows in terms of application development. It threatened to replace Windows as the key ‘platform’

iv. Microsoft’s response to the Threat

1. The DOJ alleges that Microsoft was unwilling to compete on the merits of their browsers.

2. A Microsoft exec concluded that it would “be very hard to increase browser share on the merits of Internet Explorer (IE) 4 alone. It will be more important to leverage the OS asset to make people use IE, not Navigator.”

3. Although Microsoft spent more than $100 M / year since 1995 on IE development, it was giving away IE for free—Predatory Pricing.

b. Microsoft’s Defense. They argued that

i. Because of the nature of the industry, they did not have a monopoly

ii. The rapid change in technology and business did not allow a single company to establish and maintain a monopoly

iii. The antitrust definitions in the Act did not apply to the software market

iv. Its practices were not abusive and were common place in the industry

v. Consumers were not harmed but instead benefited from its practices

D. Remedy Options – if found guilty, what remedies are pursued?

a. Behavioral Remedies – Impose some form of government supervision or oversight of the industry that would impede innovation

i. Microsoft provides more flexible licensing agreements with PC manufacturers

ii. Require Microsoft to publish the API’s for the Windows OS

b. Structural Remedies 

i. Break Microsoft into three stand-alone companies: Windows, Software Business, Internet/E-Commerce business.

ii. Break Microsoft into 3 – 5 clones or “Baby Bills”.













