Microeconomic
Part V .
Issues and Policies




selected microeconomic issues and policies.

The Antitrust Laws

The underlying purpose of antitrust policy (antimonopoly
policy) is to prevent monopolization, promote competi-
tion, and achieve allocative efficiency. Although all econ-
omists would agree that these are meritorious goals, there
is sharp conflict of opinion about the appropriateness and
effectiveness of U.S. antitrust policy. As we will see,
antitrust policy over the years has been neither clear-cut
nor consistent.

Historical Background

Just after the U.S. Civil War (1861-1865), local markets
widened into national markets because of improved trans-
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Antitrust Policy and
Regulation

We now can apply the economics of product markets (Part 2), resource markets (Part 3), and government (Part 4) to

In this chapter we look at three sets of government policies toward business: antitrust policy, industrial regulation, and
social regulation. Antitrust policy consists of the laws and government actions designed to prevent monopoly and pro-
mote competition. Industrial regulation consists of government regulation of firms’ prices (or “rates”) within selected
industries. Social regulation is government regulation of the conditions under which goods are produced, the physical
characteristics of goods, and the impact of the production and consumption of goods on society.

Then, in the remaining four chapters of Part 5, we discuss issues and policies relating to agriculture, income inequality,

labor markets (unions, discrimination, and immigration), and health care.

portation facilities, mechanized production methods, and
sophisticated corporate structures. In the 1870s and 1880s,
dominant firms formed in several industries, including pe-
troleum, meatpacking, railroads, sugar, lead, coal, whiskey,
and tobacco. Some of these oligopolists, near-monopolists,
or monopolists were known as #rusts—business combina-
tions that assign control to a single decision group
(“trustees”). Because these trusts “monopolized” industries,
the word “trust” became synonymous with “monopoly” in
common usage. The public, government, and historians
began to define a business monopoly as a large-scale dom-
inant seller, even though that seller was not always “a sole
seller” as specified in the model of pure monopoly.
These dominant firms often used questionable tactics
in consolidating their industries and then charged high



prices to customers and extracted price concessions from
resource suppliers. Farmers and owners of small busi-
nesses were particularly vulnerable to the power of large
corporate monopolies and were among the first to oppose
them. Consumers, labor unions, and economists were not
far behind in their opposition.

The main economic case against monopoly is familiar
to you from Chapter 11. Monopolists tend to produce less
output and charge higher prices than would be the case if
their industries were competitive. With pure competition,
production occurs where P = MC. This equality represents
an efficient allocation of resources because P measures the
marginal benefit to society of an extra unit of output while
marginal cost MC reflects the cost of an extra unit. When
P = MC, society cannot gain by producing 1 more or 1
less unit of the product. In contrast, a monopolist maxi-
mizes profit by equating marginal revenue (not price) with
marginal cost. At this MR = MC point, price exceeds mar-
ginal cost, meaning that society would obtain more bene-
fit than it would incur cost by producing extra units. There
is an underallocation of resources to the monopolized
product, and so the economic well-being of society is less
than it would be with greater competition.

Government concluded in the late 1800s and early
1900s that market forces in monopolized industries did
not provide sufficient control to protect consumers,
achieve fair competition, and achieve allocative efficiency.
So it instituted two alternative means of control as sub-
stitutes for, or supplements to, market forces:
®  Regulatory agencies In the few markets where the

nature of the product or technology creates a natural

monopoly, the government established public regula-
tory agencies to control economic behavior.
®  Auntitrust laws In most other markets, social control
took the form of antitrust (antimonopoly) legislation
designed to inhibit or prevent the growth of monopoly.
Four particular pieces of Federal legislation, as refined
and extended by various amendments, constitute the ba-
sic law relating to monopoly structure and conduct.

Sherman Act of 1890

The public resentment of trusts that emerged in the 1870s

and 1880s culminated in the Sherman Act of 1890. This

cornerstone of antitrust legislation is surprisingly brief

and, at first glance, directly to the point. The core of the

act resides in two provisions:

® Section 1 Every contract, combination in the form
of a trust or otherwise, or conspiracy, in restraint of
trade or commerce among the several states, or with
foreign nations is hereby declared to be illegal.
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® Section 2 Every person who shall monopolize, or
attempt to monopolize, or combine or conspire with
any person or persons, to monopolize any part of the
trade or commerce among the several states, or with
foreign nations, shall be deemed guilty of a felony (as
later amended from “misdemeanor”).
The Sherman Act thus outlawed restraints of trade (for ex-
ample, collusive price fixing and dividing up markets) as
well as monopolization. Today, the U.S. Department of
Justice, the Federal Trade Commission, injured private
parties, or state attorney generals can file antitrust suits
against alleged violators of the act. The courts can issue
injunctions to prohibit anticompetitive practices or, if
necessary, break up monopolists into competing firms.
Courts can also fine and imprison violators. Further, par-
ties injured by illegal combinations and conspiracies can
sue the perpetrators for treble damages—awards of three
times the amount of the monetary injury done to them.
The Sherman Act seemed to provide a sound foun-
dation for positive government action against business
monopolies. However, early court interpretations limited
the scope of the act and created ambiguities of law. It
became clear that a more explicit statement of the gov-
ernment’s antitrust sentiments was needed. The business
community itself sought a clearer statement of what was
legal and what was illegal.

Clayton Act of 1914

The Clayton Act of 1914 contained the desired elabora-

tion of the Sherman Act. Four sections of the act, in par-

ticular, were designed to strengthen and make explicit the

intent of the Sherman Act:

® Section 2 outlaws price discrimination when such dis-
crimination is not justified on the basis of cost differ-
ences and when it reduces competition.

® Section 3 prohibits tying contracts, in which a
producer requires that a buyer purchase another (or
others) of its products as a condition for obtaining a
desired product.

® Section 7 prohibits the acquisition of stocks of com-
peting corporations when the outcome would be less
competition.

® Section 8 prohibits the formation of interlocking
directorates—situations where a director of one firm
is also a board member of a competing firm—in large
corporations where the effect would be reduced com-
petition.

The Clayton Act simply sharpened and clarified the

general provisions of the Sherman Act. It also sought to

outlaw the techniques that firms might use to develop
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monopoly power and, in that sense, was a preventive
measure. Section 2 of the Sherman Act, by contrast, was
aimed more at breaking up existing monopolies.

Federal Trade Commission Act of 1914

The Federal Trade Commission Act created the five-
member Federal Trade Commission (FTC), which has
joint Federal responsibility with the U.S. Justice
Department for enforcing the antitrust laws. The act gave
the FTC the power to investigate unfair competitive prac-
tices on its own initiative or at the request of injured
firms. It can hold public hearings on such complaints and,
if necessary, issue cease-and-desist orders in cases where
it discovers “unfair methods of competition in commerce.”
The Wheeler-Lea Act of 1938 gave the FTC the
additional responsibility of policing “deceptive acts or
practices in commerce.” In so doing, the FTC tries to pro-
tect the public against false or misleading advertising and
the misrepresentation of products. So the Federal Trade
Commission Act, as modified by the Wheeler-Lea Act, (1)
established the FT'C as an independent antitrust agency
and (2) made unfair and deceptive sales practices illegal.

Celler-Kefauver Act of 1950

The Celler-Kefauver Act amended the Clayton Act,
Section 7, which prohibits a firm from merging with a
competing firm (and thereby lessening competition) by
acquiring its stock. Firms could evade Section 7, however,
by instead acquiring the physical assets (plant and equip-
ment) of competing firms. The Celler-Kefauver Act closed
that loophole by prohibiting one firm from obtaining the
physical assets of another firm when the effect would be
reduced competition. Section 7 of the Clayton Act now
prohibits anticompetitive mergers no matter how they are
undertaken. (Key Question 2)

Antitrust Policy: Issues and Impacts

The effectiveness of any law depends on how the courts
interpret it and on the vigor of government enforcement.
The courts have been inconsistent in interpreting the an-
titrust laws. At times, they have applied them vigorously,
adhering closely to their spirit and objectives. At other
times, their interpretations have rendered certain laws
nearly powerless. The Federal government itself has var-
ied considerably in its willingness to apply the antitrust
laws. Administrations holding a laissez-faire philosophy
about monopoly have sometimes ignored them or have
reduced the budgets of the enforcement agencies.

Issues of Interpretation

Differences in judicial interpretations have led to vastly
different applications of the antitrust laws. Two questions,
in particular, have arisen: (1) Should the focus of antitrust
policy be on monopoly behavior or on monopoly struc-
ture? (2) How broadly should markets be defined in
antitrust cases?

Monopoly Behavior versus Monopoly Structure
A comparison of three landmark Supreme Court decisions
reveals two distinct interpretations of Section 2 of the
Sherman Act as it relates to monopoly behavior and
structure.

In the 1911 Standard Oil case, the Supreme Court
found Standard Oil guilty of monopolizing the petroleum
industry through a series of abusive and anticompetitive
actions. The Court’s remedy was to divide Standard Oil
into several competing firms. But the Standard Oil case
left open an important question: Is every monopoly in vi-
olation of Section 2 of the Sherman Act or just those cre-
ated or maintained by anticompetitive actions?

In the 1920 U.S. Steel case, the courts established a
rule of reason, saying that not every monopoly is illegal.
Only monopolies that “unreasonably” restrain trade vio-
late Section 2 of the Sherman Act and are subject to
antitrust action. Size alone was not an offense. Although
U.S. Steel clearly possessed monopoly power, it was inno-
cent of “monopolizing” because it had not resorted to il-
legal acts against competitors in obtaining that power nor
had it unreasonably used its monopoly power. Unlike
Standard Oil, which was a so-called bad trust, U.S. Steel
was a “good trust” and therefore not in violation of the law.

In the Alcoa case of 1945 the courts touched off a
20-year turnabout. The Supreme Court sent the case to
the U.S. court of appeals in New York because four of the
Supreme Court justices had been involved with litigation
of the case before their appointments. Led by Judge Hand
the court of appeals held that, even though a firm’s be-
havior might be legal, the mere possession of monopoly
power (Alcoa held 90 percent of the aluminum ingot mar-
ket) violated the antitrust laws. So Alcoa was found guilty
of violating the Sherman Act.

These two cases point to a controversy in antitrust
policy. Should a firm be judged by its behavior (as in the
U.S. Steel case) or by its structure, or market share (as in
the Alcoa case)?

“Structuralists” say that a firm with a very high mar-
ket share will behave like a monopolist. Since the eco-
nomic performance of such firms will be undesirable, they
are legitimate targets for antitrust action. Changes in the



structure of the industry, say, by splitting the monopolist
into several smaller firms, will improve behavior and
performance.

“Behavioralists” assert that the relationship between
structure, behavior, and performance is tenuous and un-
clear. They feel a monopolized or highly concentrated in-
dustry may be technologically progressive and have a good
record of providing products of increasing quality at rea-
sonable prices. If a firm has served society well and has
engaged in no anticompetitive practices, it should not be
accused of antitrust violation just because it has an ex-
traordinarily large market share. That share may be the
product of superior technology, superior products, and
economies of scale. “Why use antitrust laws to penalize
efficient, technologically progressive, well-managed
firms?” they ask.

Over the past 20 years, the courts have returned to
the rule of reason, and most contemporary economists
and antitrust enforcers reject strict structuralism. For in-
stance, in 1982 the government dropped its 13-year-long
monopolization case against IBM on the grounds that
IBM had not unreasonably restrained trade. More re-
cently, the government has made no attempt to break up
Intel’s monopoly in the sale of microcircuits for personal
computers. And in prosecuting the Microsoft case (the
subject of this chapter’s Last Word), the Federal govern-
ment made it clear that the behavior used by Microsoft to
maintain and extend its monopoly, not the presence of its
large market share, violated the Sherman Act. That is, the
goverment in effect declared Microsoft “a bad monopoly.”

The Relevant Market Courts often decide whether
or not market power exists by considering the share of the
market held by the dominant firm. If the market is de-
fined broadly to include a wide range of somewhat simi-
lar products, the firm’s market share will appear small. If
the market is defined narrowly to exclude such products,
the market share will seem large. The Supreme Court’s
task is to determine how broadly to define relevant mar-
kets, and it has not always been consistent.

In the Alcoa case, the Court used a narrow definition
of the relevant market: the aluminum ingot market. But
in the DuPont cellophane case of 1956 the Court de-
fined the market very broadly. The government contended
that DuPont, along with a licensee, controlled 100 per-
cent of the cellophane market. But the Court accepted
DuPont’s contention that the relevant market included all
“flexible packaging materials”—waxed paper, aluminum
foil, and so forth, in addition to cellophane. Despite
DuPont’s monopoly in the “cellophane market,” it con-
trolled only 20 percent of the market for “flexible
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wrapping materials.” The Court ruled that this did not
constitute a monopoly.

Issues of Enforcement

Some U.S. presidential administrations have enforced the
antitrust laws more strictly than others. The degree of
Federal antitrust enforcement makes a difference in the
overall degree of antitrust action in the economy. It is true
that individual firms can sue other firms under the an-
titrust laws, but major antitrust suits often last years and
are highly expensive. Injured parties therefore often look
to the Federal government to initiate and litigate such
cases. Once the Federal government gains a conviction,
the injured parties no longer need to prove guilt and can
simply sue the violator to obtain treble damages. In many
cases, lack of Federal antitrust action therefore means di-
minished legal action by firms.

Why might one administration enforce the antitrust
laws more or less strictly than another? The main reason
is differences in political philosophies about the market
economy and the wisdom of intervention by government.
There are two contrasting general perspectives on an-
titrust policy.

The active antitrust perspective is that competition is
insufficient in some circumstances to achieve allocative
efficiency and ensure fairness to consumers and compet-
ing firms. Firms occasionally use illegal tactics against
competitors to dominate markets. In other instances, com-
petitors collude to fix prices or merge to enhance their
monopoly power. Active, strict enforcement of the an-
titrust laws is needed to stop illegal business practices,
prevent anticompetitive mergers, and remedy monopoly.
This type of government intervention maintains the via-
bility and vibrancy of the market system and thus allows
society to reap its full benefits. In this view, the antitrust
authorities need to act much like the officials in a football
game. They must observe the players, spot infractions,
and enforce the rules.

In contrast, the laissez-faire perspective holds that an-
titrust intervention is largely unnecessary, particularly as it
relates to monopoly. Economists holding this position view
competition as a long-run dynamic process in which firms
battle against each other for dominance of markets. In
some markets, a firm successfully monopolizes the market,
usually because of its superior innovativeness or business
skill. But in exploiting its monopoly power to raise prices,
these firms inadvertently create profit incentives and profit
opportunities for other entrepreneurs and firms to develop
alternative technologies and new products to better serve
consumers. A process of creative destruction (review







































