Session 18 - Reading Summary

Antitrust

Information Rules: A Strategic Guide to the Network Economy. Carl Shapiro and Hal Varian

The reading is the introduction to a book on developing business strategies for the network economy.  The basic assertion is that economic principles can guide decision making in today's fast-paced business environment.

Introduction

 "Technology changes.  Economic laws do not."  - i.e. the  Netscape problem

Can use basic economic principles to understand Netscape's problem. Netscape is facing a problem because Microsoft controls the operating environment.  It is the classic problem of interconnection: Netscape is fundamentally vulnerable to Microsoft because Netscape's browser needs to work within Microsoft's software - it needs its competitor to survive.  An analogy can be drawn to the early local telephone companies and Bell system. The local telephone companies needed to interconnect with Bell in order to offer long distance.  This need for interconnection eventually drove most local telephone companies out of business.

Factors That Weight Heavily in a Network Economy: Information Goods, Technology, and Policy

Information Goods - anything that can be digitized is information. I.e. Stock quotes, books, databases, magazines, web pages, etc.

·  Cost Implications - costly to produce but cheap to reproduce. 

· Information goods need to be priced according to consumer value not production cost. Cost-based pricing does not work.  Cost-based pricing= (unit cost) (markup). Since your unit cost is some small number, you would get a low price (not reflective of high fixed cost of information).

· Value-based pricing leads to differentiated pricing i.e. Charge a premium for speed (people who want real time stock quotes pay more for the information)

· Intellectual Property Implications - the internet is like a 24 hour copying machine

· Since it is difficult to enforce exclusive rights to information on the net (usually how you recoup the cost of producing information), need to manage intellectual property by choosing the conditions that maximize the value of your intellectual property rather than trying to protect the items themselves.  Create value in the conditions.

· Experience Good Implications - Information goods are experience goods - people want to experience the good before they purchase it. A tension exists between letting people overcome the experience good problem by letting them sample your good for free or charging them so you can recoup your cost.  Information businesses have to devise strategies to get consumers to buy before they fully experience the good.  They can do this by:

· Letting you browse the good i.e. Newsstands, radio stations (let you listen before you buy)

· Using branding and reputation.  Branding conveys a message to potential readers about the quality of the good.  I.e. you buy the WSJ before reading it because the brand assures you of quality reporting.

· Attention Implications - Wide access to information has created an information overload.

· Information businesses have to create Real Value.  Real Value is produced by an info producer that also helps locate, filter, communicate, and personalize what is useful to the consumer.  Websites sell attention - Hotmail gets your preferences from a survey and sells other businesses your attention through banner ads.  The internet allows information venders to move from conventional broadcast form of advertising (TV) to one-to-one marketing. You get the information you want and the advertiser gets the attention of people most likely to be interested in his/her product.

Technology - anything that deals with the infrastructure that makes it possible to store, search, retrieve, copy, filter, manipulate, view, transmit, and receive information.  Infrastructure has increased the value of information.  We can now get info faster and in more personalized forms that ever before because of improvements in technology. Therefore, content providers and infrastructure suppliers are dependant on each other.

· Collaborator and Competitor Implications. Firms have to focus on competitors and collaborators.

· Company should create multiple sources for a collaborator's piece of the system while shutting out competitor's piece. I.e. Microsoft and Intel.

· Lock-IN and Switching Cost Implications - Once you have chosen a particular technology it is expensive to change.  You are locked-in.  Switching cost of hardware/software very high.

· Firms should consider incorporating proprietary features into their product while coordinating this strategy with that of their partners.

· Positive Feedback, Network Externalities, and Standards - Network effects exists when the value of a product to one user depends on how many other users there are.  Technologies with network effects tend to have long lead times (to build critical mass) followed by explosive growth.  They experience positive feedback - as base grows more people find adoption of technology worthwhile.

· Firms have to create critical mass usage of their product.

· Can use penetration pricing to start feed back loop.

· Can create the belief that your product will become the industry standard (i.e. using preannouncements to stifle competition)

· Can create strategic partnerships to ensure critical mass development (i.e. Microsoft and Windows)

· Make various "openness commitments" i.e.. Adobe used openness to help achieve critical mass.  Allowed other software houses to implement Post Script interpreters

In the first three strategies, the firm uses competition to become the standard.  In the last the firm allows for competition within a standard.  Don’t use the competitive strategy (winner take all) unless you can be aggressive in timing, pricing, and you can exploit your good's relationships with complementary products. (i.e.. Sony lost the game against VHS by using the competitive approach) 

· Timing Implications

· Move too early  - may make compromises in technology, may proceed with insufficient allies.

· Move too late - may miss market entirely b/c consumers already locked into rival technology.

Policy - Antitrust and Regulatory Policy.  Firms need to understand the rules of the game.  Managers must learn how to fend off legal attacks and how to use antitrust laws to challenge the conduct of competitors and/or suppliers.

​​​​​​​​​​

______________________________________________________________________________________

From The Antitrust Revolution by Kwoka and White

1. Monopoly

· The economic theory of the horizontal structure of firms in a market falls into two categories: pure monopoly, a dominant firm with market power; and oligopoly, a handful of firms coordinating their behavior and jointly achieving market power.

· Antitrust concerns about horizontal structure focus on the same two areas: Section 2 of the Sherman Act and Section 7 of the Clayton Act.

Economic theory

· The micro-economic theory of monopoly is straightforward: a single firm, selling a product for which there are no good substitutes and where entry by other sellers is not likely, will be able to charge a higher price and earn greater profits than would a similar competitive group of sellers.

· Monopoly can arise in three basic ways. First, economies of scale, interacting with the size of the market, may dictate that only one firm can efficiently serve the market. Railroad City-Pair markets appear to be a good example of this. The second path to monopoly is through the merger of all the producers to yield a single or a dominant entity. Such consolidations were common during the merger wave of 1887-1904, which produced monopolies in petroleum (Standard Oil), steel (U.S. Steel), etc. The third way to monopoly is through government regulation and restriction. Taxicab franchises in some cities and the U.S. Postal Service's monopoly on first-class and bulk mailing are examples.

Antitrust

· Government economic regulation and government ownership have been the most frequent ways in which public policy has tried to deal with monopoly. Section 2 of the Sherman Act creates a felony offense for "every person who shall monopolize, or intend to monopolize, or combined or conspire with any other person or persons, to monopolize." 

· The authors argue that antitrust has not played a large role in dealing with monopoly market structures. They write, "In the absence of major changes in judicial interpretations of Sherman Section 2 and in enforcement policies by the two antitrust enforcement agencies, this characterization will continue to hold true."

2. Oligopoly

Economic theory

· The essence of the oligopoly market structure is that the number of sellers is few enough so that each seller is aware of the identities of its rivals and recognizes that its output and pricing affect their decisions. This condition is frequently described as conjectural independence. 

· There is no predictable outcome to an oligopolistic market structure (unlike the outcomes that can be predicted for monopoly and perfect competition). One branch of oligopoly focuses on "noncooperative" behavior, in which each Seller makes a specific assumption about the likely response by its rivals and then tries to maximize its own profits. The second branch focuses on "cooperative" behavior, in which a group of oligopolists will jointly try to coordinate their behavior in order to achieve the monopoly market outcome.

Antitrust
· Antitrust law has had at least four approaches to oligopoly markets. The most relevant for us is Section 7 of the Clayton Act, under which mergers that would increase concentration and thereby increase the likelihood of coordinated behavior among oligopolists have been challenged. 

· In 1968, the Department of Justice's Antitrust Division developed its Merger Guidelines, which have since been revised several times. These guidelines have proved influential in shaping antitrust lawyers' and economists' approaches to mergers.

3. Collusion and Cooperation

Economic theory

· The cartel of firms can achieve the monopoly price level through collusion. The usual dead weight loss arises, and firms may fail to minimize their costs. In addition, since they remain separate firms with distinct production facilities, colluding firms are far less likely to be able to achieve economies of scale. 

· Collusion will fail if firms cannot resolve two issues: reaching an agreement and maintaining the agreement by deterring cheating. The firms' probability of success depends on the complexity of the cartel (number of firms, entry conditions, etc.).

· Where conditions are especially favorable, firms may succeed in "tacit coordination"--spontaneous cooperation resulting from strongly perceived interdependence. With unfavorable conditions, an explicit conspiracy may be necessary. 

Antitrust

· The longest-standing precedent in U.S. antitrust policy is the prohibition on explicit price-fixing among competitors. Prohibition is an appropriate policy stance where the action almost always has adverse or neutral consequences.

· Some companies being investigated for price coordination may argue that they fall within an exception, that this cooperation is beneficial. Prosecution is obviously easier in cases of explicit conspiracy than in cases of tacit coordination.

4. Monopolization: Predation and Exclusion

Economic theory 

· Competition may be attenuated and profits increased by any one of several aggressive actions. 1) Predatory pricing. A leading or dominant firm lowers its price sufficiently to impose losses on rivals. Those rivals then exit, leaving the predatory firm with unconstrained market power. The classic gradations story is the rise of Standard Oil to its dominance of the petroleum markets in the late 19th century. Economists disagree whether this type of practice can exist in today's markets. 2) Companies may not force rivals out of the market but simply discipline them when necessary. 3) A monopoly may exclude potential entrants from the market.

Antitrust

· The Standard Oil case is the most famous example of antitrust action against predation. In 1975, Areeda and Turner concluded that anticompetitive effects were likely only if the leading firm priced below its own marginal cost, and proposed using average variable cost as a surrogate for marginal cost.

· Historically, it has been difficult to prove exclusionary behavior by dominant firms. Recent cases include Kodak, Du Pont, and Microsoft. 

5. Vertical and Complementary Market Issues

Economic theory

· One important concept is vertical integration: the combining of two or more vertically related production processes under the auspices of one ownership-and-control entity. Two ambiguities arise with vertical integration. First, there is no inherently "natural" level of vertical integration. Second, there is no inherently "natural" direction of flow of intermediate goods and services in the production process. These ambiguities make it difficult to prosecute some cases.

· Recent analysis shows that vertical integration may smooth market imperfections, such as externalities, free-riding, informational limitations, and the limitations of formal contract arrangements. Under some circumstances, it is also way of overcoming the problem of "successive monopoly" or "double marginalizaton."

Antitrust law
· A broad range of antitrust laws have been used to attack vertical and complementary market arrangements. In particular, the Sherman Act's Section 1 has been used to challenge resale price maintenance arrangements and territorial restrictions. The act’s Section 2 has been used to challenge vertical restraints and vertical integration itself. Finally, Section 7 of the Clayton Act has been used to challenge mergers between vertically related firms.

_________________________________________________________________________________________

"Taking the Hint: Microsoft's Behavior Is Helping Cisco Learn to Avoid Trouble" Wall Street Journal, June 1, 2000

· This article describes how Cisco Systems has managed to avoid antitrust problems while boosting a 62 percent market share for its core product. 

· Cisco has learned a lot from the Microsoft case. It has continually courted antitrust regulators and instructed every salesperson to avoid inflammatory language. 

· Cisco opened an office in Washington, D.C., in 1997 while still a relative newcomer. It has continually tried to woo regulators and to educate the nation's policymakers. 

· Cisco's main legal training tool for its salespeople is a 12-minute presentation delivered over the company's internal Web site. 

· Cisco has had two brushes with federal regulators. The FTC investigated 1997 discussions of potential partnerships between Cisco and its rivals Lucent and Nortel. And last year the agency took a long look before signing off on a deal in which IBM quit the computer-networking business in exchange for payments from Cisco. 

· Cisco claims it is unlike Microsoft because its products must conform to open standards published by industry groups for how Internet switching machines talk to each other.

Microsoft (SBE 34-41)

Review of Market Strategy

· Microsoft used proprietary software within its operating system to dominate the software market

· To compete in the browser market, introduced Internet Explorer, integrated it with operating system and required that PC manufacturers preload Windows 95 (with Internet Explorer)

· Convinced PC Manufacturers to uncover the main Windows screen, allowing Windows 95 to be the direct interface with the user. Then altered contracts to prohibit manufacturers from preloading other browsers (i.e. Netscape Navigator)

· Used operating system to become a supplier of internet services.  When you clicked on travel through Internet Explorer you were directed to Microsoft’s travel services site.

Resulting Nonmarket Challenges

Legal Challenges (pre Antitrust Case)

· Largely ignored.  Relied on an external law firm until 1996 when it hired its first in-house government specialist.

· 1994 first antitrust challenge from the Department of Justice.  In 1995 settled a complaint by entering into a consent decree  - Microsoft could no longer tie one good to the other but they could still sell integrated products.

· 1995 Microsoft attempted to acquire Intuit.  Acquisition stopped by the DOJ because “acquisition would give Microsoft “dominance over the personal finance software market” and also because the DOJ thought that the acquisition would give Microsoft another foothold in the electronic commerce market.

· Late 1997 Microsoft releases Explorer integrated into Windows 95 with further plans to integrate it into Windows 98.  DOJ filed a petition in federal court saying the bundling of Windows and Explorer violated the consent decree.  Wanted Microsoft to include instructions on how users could remove Explorer. Microsoft contests the suit.  District Court Judge Jackson issued a preliminary injunction requiring Microsoft to offer Windows w/o Explorer.  1998 Microsoft agreed to hide/and or partial hide Explorer in the latest version of Windows 95.

· Gateway tried to negotiate its screen restrictions.  Microsoft not giving in.  The DOJ intervenes and Microsoft allows Gateway’s subscribers an opportunity to use Navigator or Explorer. 

Public Relations Challenges

· 1997 things begin to heat up.  Information firms and service providers worried that Microsoft would shut them out of segments of the online market.  A coalition begins to form (members include Sun Microsystems, Netscape, SABRE).  Aim is to lobby against Microsoft and conduct media activities warning of the company’s potential to dominate the on-line market.  Develops into ProComp – Project to Promote Competition and Innovation in the Digital Age with the objective to have the government bring an antitrust case against Microsoft.  Enlist the support of then Republican Candidate Robert Dole and Robert Bork, an antitrust expert.

· University of California system’s faculty and students voice concerns over Microsoft contracts.

· Ralph Nader launched a campaign against the company.  Nader’s activists organizations purchased newspaper advertisements to promote their anti-Microsoft convention.

Legislative Challenges

· Orrin Hatch held hearings into Microsoft’s strategies (Hatch is from Utah – home of Novell, a Microsoft competitor).  Critics get a chance to vent about Microsoft’s policies.

 Microsoft’s Strategy

· Launched a public relations campaign in major newspapers and activists journals

· Microsoft and its employees increased campaign contributions.

· Got together a group to counter ProComp.  26 computer industry CEO’s who wrote to the DOJ expressing their concern over the possibility of litigation (included Dell, Andy Grove – intel, Compaq, and HP)

· Modified contracts to allow PC manufacturers more freedom to remove Microsoft’s channel bar.

The Antitrust Case

· In 1998, under pressure from Congress, businesses, and activists, the DOJ and the attorney generals of 19 states bring an antitrust case against Microsoft.  Several interest groups, Software Publishers Association, and companies, RealNetworks, voiced concerns about Microsoft’s practices.

Analysis

· Microsoft ignored nonmarket strategy, concentrated on product innovation and market penetration, ended up with a reactive rather than proactive strategy.

· As the company grew more successful, interest group activity increased which led to high levels of governmental scrutiny

· Rivals caught the nonmarket issue early and were able to affect its development.

· Microsoft needed to enlist more of the interests as partners, offering some interests concessions, potentially decreasing the force of the opposition.

· Could have been more responsive to PC manufacturers desire to give their customers more options.
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