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1. Introduction

For at least twenty years, a broad, bi-partisan consensus has prevailed regarding the goal
of U.S. antitrust policy: to foster competitive markets and to control monopoly power, not to
protect smaller firms from tough competition by larger corporations. The interests of consumers
in lower prices and improved products are paramount. When these interests are served by large,
efficient firms, even firms with substantial shares of well-defined markets, the consensus view is
that antitrust policy should applaud, not stand in the way. However, when those large and
powerful firmswield their power to exclude rivals in unreasonable ways, antitrust policy should
act to preserve competition, both on prices and regarding product improvements stemming from
innovation. Since the 1970s, these principles have been widely accepted, and antitrust law and
policy have fundamentally been about economics — promoting competition and consumer
benefits — not about broader social objectives such as favoring domestic firms, preserving
employment, or protecting small businesses.

Within these confines, antitrust policy turned more activist during the Clinton years than
in the prior Bush Administration, and sharply more active than during the Reagan
Administration. To the general public, the most visible symbol of this activism was surely the
Microsoft antitrust trial, which led in May 2000 to a dramatic court order (reversed on appeal in
June 2001) that Microsoft be broken up. To practicing antitrust lawyers and academicians who
specidize in the field, the upturn in antitrust activity was evident in many more ways: in

challenges to several large corporate mergers, in the uncovering and prosecution of some large
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national and international price-fixing conspiracies, and in the many active investigations of
monopolization practices by dominant firms other than Microsoft.

To asignificant extent, the enhanced activity reflected a more activist philosophy of the
officials in charge of the two mgjor federal antitrust enforcement agencies -- the Antitrust
Division of the Department of Justice (DOJ) and the Federal Trade Commission (FTC) — than
was on display during the preceding twelve years. This was most clearly true of enforcement
activity directed at various business practices of dominant firms, although an observable shift
was also evident regarding certain proposed corporate marriages, especially in comparison with
the second term of the Reagan administration.

The Microsoft case illustrates one of the key shifts during the Clinton administration that
explainsin part the more aggressive approach taken at the DOJ and the FTC: greater attention
was paid to long-term competition in the form of innovation, in comparison with the traditional
focus of antitrust on shorter-term competition, namely pricing. We believe the increased
emphasis on innovation can be attributed to the confluence of two fundamental factors.

First, the 1990s covered a period during which new technologies had a marked impact on
arange of markets, with the Internet and information technology leading the way. Increasingly,
the fruits of competition are seen in the form of new technologies which lead to new and
improved products. At the same time, intellectual property rights, in the form of patents,
copyrights, and trade secrets, increasingly have become a key source of competitive advantage
for firms controlling such rights. How natural, then, that antitrust authorities have paid more
attention to “innovation competition” and intellectual property rights.

Second, antitrust officials in the Clinton administration combined a willingness to predict

the medium- to long-term effects of mergers and various commercial practices, a necessary
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element of enforcing the antitrust laws in the area of innovation, with a confidence that they
could correct market failures in the realm of innovation. Unlike traditional pricing competition,
the effects of which can be seen on a day-to-day basis and occur in the short-term, innovation
competition by its nature requires time to unfold and is far less amenable to quantification.
Hence, the underlying philosophy of antitrust officials can greatly affect their actions (or
inactions) in the area of innovation: the Clinton team’ s activism can be traced to its greater
confidence regarding the ability of government officials to predict future outcomes in markets
subject to technological change, along with greater skepticism that markets will correct problems
over time and greater suspicion regarding the strategies employed by large or dominant firms.

Ultimately, the more active antitrust policy we have seen over the past eight years than
we saw in the previous twelve years can be traced to a greater confidence of Clinton appointees
in their ability to correct market failures by banning business practices and blocking mergers
thought to harm competition. We fully expect to see a shift back to a more cautious antitrust
enforcement effort over the next several years, all within the boundaries of the broad consensus
described above.

We do not mean to suggest that a focus on innovation during the Clinton yearsin any
way distracted from the most traditional, and least controversial, aspect of antitrust enforcement,
namely the breaking up of cartels and conspiraciesin restraint of trade. To the contrary, the
Antitrust Division had unprecedented success during the Clinton years, and especially during the
second Clinton administration, in prosecuting price fixers. We see this as an area where an
apparently small change in policy had a major impact. The change in prosecutorial policy — little
noticed at the time — was the introduction by DOJ in August 1993 of a corporate amnesty

program. Under the corporate leniency or amnesty program, immunity was granted for criminal
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prosecution to the first participant in a price fixing or other collusive conspiracy to turn itself in.
This seemingly innocuous policy change helped identify some of the largest price-fixing
conspiracies ever uncovered, and eventually led to far and away the largest fines for antitrust
violations ever imposed.

Antitrust policy during the Clinton years also became much more international in scope,
both by necessity and design. The necessity arose from the greater frequency of cross-border
mergers and price fixing conspiracies brought to the attention of the American officials and their
foreign counterparts (in part because of the corporate amnesty program). Cross-border antitrust
cooperation — especially between American, Canadian and European antitrust enforcement
officials — also intensified, especially after the enactment by the Congress (at the urging of the
Justice Department and the FTC) of the International Antitrust Enforcement Cooperation Act of
1994. With few exceptions (such as temporary disagreements over how to analyze certain
mergers), the Clinton years marked a mgjor advance toward enhanced international antitrust
cooperation. We forecast even more cross-border cooperation and interaction — and quite
possibly conflict -- among antitrust enforcement agencies in the years ahead.

The Clinton years also saw significant increases in the antitrust enforcement budgets of
both federal agencies. The increased resources alowed sizeable staffing increases among
attorneys, economists, and staff support. In addition, DOJin particular abandoned the prior
practice of having staff attorneys handle al antitrust trials, and for its magjor cases — notably
Microsoft, but also for certain other high-profile investigations — turned to highly experienced
private attorneys to supervise these assignments. This change in tactics brought greater expertise
to the prosecution of these cases and helped impart cutting edge trial skills to the government’s

permanent staff attorneys (who played major supporting roles in these trials and investigations).
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The antitrust agencies during the Clinton years were also aided by state attorneys general
and private litigants who brought information to the enforcement officials, and in some cases
assisted with the prosecution of the cases. The increased involvement of the state attorneys
general, however, has been a mixed blessing, in our view, since more prosecutors can complicate
efforts to obtain prompt resolution of investigations, especially settlements that promise similar
results to litigation but can achieve them much more quickly.

Looking ahead, a key challenge confronting antitrust enforcement is how to adapt to the
increasingly rapid pace of technological change, with the concomitant expansion in the role
played by intellectual property. On the one hand, technological change can reduce the need for
prompt antitrust action, by eroding more quickly any market power held by dominant firms. On
the other hand, patents and copyrights can serve as significant barriers to entry. We fully expect
the enforcement agencies and the courts to continue to explore the antitrust limits on the use or
abuse of intellectual property. The challenge of fashioning antitrust policy in aworld of rapid
technological change is heightened by the presence of “network effects,” primarily demand side-
side economies derived from compatibility, in some high—-tech markets. Network effects, in
conjunction with intellectual property rights, can result in durable market power even in the
presence of rapid technological change. A firm that achieves dominance by taking advantage of
network externalities — a perfectly lawful vehicle — may be able to thwart challenges from new
competitors and technologies by having large numbers of existing customers “locked-in” to the
use of existing products and services. Asaresult, barriersto entry to new competitors can be
significant in high-tech markets. In such situations, heightened antitrust scrutiny is needed to
ensure that dominant positions are not being abused. Complicating the antitrust response,

however, isthe fact that the judicial process — even with quick disposition of pre-trial motions,
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expedited discovery and trial — is often slower than ongoing market developments. How to deal
with this digunction between “technology time” and “judicial time,” so evident in the Microsoft
case, is likely to be one of the central challenges to antitrust enforcement in the future.

We assume that readers of this chapter will come to the material with varying levels of
background in antitrust. For those with relatively little experience in the subject, we begin by
outlining the basic antitrust laws in Section 2, and the agencies that enforce them in Section 3;
these Sections can be skipped by those already familiar with the basics of antitrust law and
enforcement procedures. We then proceed in Section 4 to provide a brief history of antitrust
enforcement, concentrating especially on the two decades preceding the 1990s. This discussion
provides the predicate for the heart of the chapter, the discussion of the Clinton antitrust
enforcement record. After an introduction to the Clinton record in Section 5, we explore the
three key areas of antitrust enforcement: criminal prosecutions (Section 6), civil non-merger
enforcement activity (Section 7), and review of mergers (Section 8). We then provide a
discussion of the increased level of international cooperation and extraterritorial enforcement of
U.S. antitrust laws in Section 9. We conclude in Section 10 with our assessment of the Clinton
antitrust record and by offering some thoughts about the future of antitrust, intellectual property,
and high-tech.

We caution readers at the outset that each of us bringsto the subject our own experiences
at the Antitrust Division at DOJ during two separate periods of the Clinton era, along with our
private-sector experience on specific cases. We acknowledge that this has the potential for
introducing bias, and because we are aware of this possibility, we make great effortsto avoid it
by discussing the issues in what we believe is a neutral manner. How successful we are in this

effort isfor readersto judge.
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2. Some Basics of Antitrust Law

Antitrust law in the United States dates from the passage in 1890 of the Sherman Act,
which prohibited contracts, combinations, conspiracies in restraint of trade (Section 1) and
actions taken to monopolize or attempt to monopolize markets (Section 2). Almost a generation
later, the Congress added the Clayton Act of 1914, which, among other things, prohibited (a)
firms with dominant power in one market from forcing consumers to buy entirely different
products (tying); (b) competing firms from having overlapping boards of directors; and (c)
mergers between firms that threatened to substantially reduce competition in any line of
commerce.’ Inthe 1930's, Congress supplemented these two basic statutes with the Robinson-
Patman Act, amed at preventing firms from charging different prices to different customers that
were not based on costs (i.e., from engaging in price discrimination) when such pricing harmed
competition. The Robinson-Patman Act, roundly criticized, has rarely been enforced by the
government in the past twenty years. Indeed, selective price discounting has for the most part
come to be welcomed by antitrust authorities.> Most states have their own versions of one or all
of these federal statutes, and so do most other industrialized countries, including Australia,
Canada, Europe and even Japan.

Broadly speaking, the antitrust laws punish conduct designed to impair the competitive
process — that is, conduct likely to lead to higher prices and restricted output relative to a state of
unfettered competition -- not the economic fortunes of individual firms. Of course, as a practical
matter, information about potential violations often is brought to the attention of the enforcement
authorities (discussed in the next section) by competitors of possible antitrust violators. The

antitrust proscriptions can and often are categorized in different ways.
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One categorization, for example, distinguishes among the proscription of collective
conduct aimed at restraining competition (price fixing, bid rigging, dividing markets among
competitors, boycotts, and the like); unilateral conduct (acts designed to entrench or establish a
monopoly that have little or no legitimate business purpose and that are only profitable because
of their tendency to exclude competitors); and mergers, which very often pose no threat to the
competitive process (and often enhance it by producing more efficient combinations) but in some
cases so reduce the number of playersin a market that the most likely result is higher prices or
reduced innovation after the merger is consummated (in which case the merger almost certainly
will be challenged by one, or several, antitrust agencies).

Another common distinction is based on the different penalties that apply to antitrust
violations, at least in the United States. Where juries are able to conclude beyond a reasonable
doubt that two or more companies have conspired to restrain commerce, the law provides for
criminal penalties: fines and potentially incarceration of the individuals involved. As a practical
matter, criminal prosecutions tend to be brought primarily by the Justice Department, and then
only for forming cartelsto fix prices (perhaps the most naked form of anti-competitive conduct)
or divide markets. Where the agencies, or private parties, cannot meet the high criminal standard
of proof, antitrust violations are punishable by judicial decrees ordering the end of the offending
conduct and actions that may resemble it (in cases brought by the government), by disgorgement
of the unlawful gains from the violations (if the FTC has brought the action), or by treble
damages to victims of the offensive conduct (in cases brought by private litigants). Unlawful
mergers, meanwhile, can be prevented or undone by the courts; more often, they are restructured
(often with divestitures of certain assets or activities) as part of a negotiation with the antitrust

agencies. Other countries have different antitrust penalties. Notably, European Union law
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provides for no criminal sanctions; enforcers typically resort to fines and/or injunctions against
the offending conduct. Furthermore, while private antitrust lawsuits are available in Europe, they
are not nearly as common asthey are in the United States.

A final distinction that antitrust specialists often draw is between conduct that is deemed
to be aper seviolation and conduct that is judged under a “rule of reason.” The notion of per se
offenses has been developed by the courts over time to eliminate the need for extensive proof of
the anti-competitive effect of certain conduct that, on its face, has been determined to lack any
legitimate justification, regardless of how much market power the actors may possess. Examples
include such collective conduct as fixing prices, dividing markets, and a narrow range of group
boycotts and tie-in sales. In virtually al other cases, courts take a case-by-case approach when
examining the alleged unlawful behavior, requiring the plaintiff(s) to prove that the conduct, on
balance, does more harm than good to the competitive process.

The standards for assessing the competitive impact of mergers have also become clearer
over time with the development and refinement of Horizontal Merger Guidelines by the DOJ and
the FTC, which set forth the methodology enforcement officials use to decide whether to
challenge particular business combinations involving direct competitors. Although these
decisions must still be made case by case, antitrust practitioners and the courts have come to
value the use of a common framework for understanding and assessing these decisons— in
particular, standards for defining the “relevant” markets in which the effects of the merger will
be assessed and measures of market concentration — that are likely to effect whether the merger

will be judged to lead to higher prices or reduced innovation, thus justifying a challenge.
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3. Antitrust Enforcement Procedures and I nstitutions

In the antitrust chapter of the last exercise of this kind — the volume edited by Martin
Feldstein for the National Bureau of Economic Research that assessed economic policy in the
1980s -- one of the then leading academic authoritiesin this field identified the courts as the key
institution for developing, articulating and enforcing at least the federal antitrust laws.* Because
the words of the antitrust laws are inherently vague — and seemingly so all-encompassing — there
is a sense in which this must be right. All contracts, for example, “restrain” trade; it has been left
to the courts to identify which types of contracts do so unlawfully. The same appliesto other
“magic’ wordsin the antitrust laws, such as “ monopolization.”

In practice, however, asin so many other areas of the law, the day-to-day decisions about
enforcement are made by government antitrust law enforcement officials — primarily at the
federal level, but also in the states.* Moreover, beyond appointing the key antitrust officials — the
head of the Antitrust Division at Justice and the Members of the Federa Commission — the
President and other members of the Executive Branch play essentially no role in day-to-day
antitrust enforcement. On broad policy issues, it is possible that the President and his advisers
may voice their views, but even these occasions are rare.

The key enforcement decisions are whether to launch an investigation, and then whether
to file aformal legal complaint. Typically, right before formal action is taken, however, officials
give targets of their investigations their “last rites’: afinal chance to settle, analogous to a plea
bargain in the criminal context. In fact, it is our experience from serving in the DOJ during the
Clinton years that most serious antitrust investigations are settled without a formal trial; thisis

one reason that we believe so much enforcement power is actually lodged in the prosecutors.

Litan and Shapiro on Antitrust Policy, Page 10



At the same time, however, there was a discernible shift in the willingness of the DOJ, in
particular, to settle or litigate — at least between the two Clinton terms. Settlements were more
the rule than the exception during the tenure of Anne Bingaman, the first Clinton Assistant
Attorney General for Antitrust at DOJ, for all types of antitrust matters. Both the Department and
the FT C became more willing to litigate, at least with respect to some high profile matters,
during the second term, under the direction of Joel Klein, the second Clinton appointee as
Assistant Attorney General for Antitrust, and at the FTC, under the Chairmanship of Robert
Pitofsky. In part we attribute thisto the desire of Joel Klein and Robert Pitofsky to establish
legal precedents, not “ merely” to fix particular competition problems in specific matters that they
happened to come across. As we shall see, both the DOJ and FTC met with mixed success when
their cases were actually subjected to rigorous review by atrial court (and in several cases,
appellate review as well).

This brief commentary highlights the fact that antitrust enforcement jurisdiction at the
federal level is split between Justice and the FTC. This dual responsibility is unusual, but not
completely atypical. In the tax field, for example, both the IRS and DOJ share jurisdiction. The
same is true for civil rights enforcement, which is shared by the Equal Employment Opportunity
Commission and the DOJ. In the antitrust field, the FTC was created by in 1914 because of a
perception then that DOJ was insufficiently aggressive in pursuing antitrust violations. Over the
years, the two agencies have informally divided enforcement responsibility by industry — DOJ
has handled airlines and telecommunications matters, for example, while the FTC has specialized
in the oil industry and pharmaceuticals — but in many cases there are overlaps. Where that
occurs, responsibility is divided on a case by case basis, although sometimes with tension

between staff or political appointees. We witnessed such tension during our tenure at DOJ, but
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found it to be the exception rather than the rule, and usually most pronounced in high-profile
cases such asthe AOL/Time Warner merger where each agency could claim real industry or
company expertise.

As we have noted, most states have antitrust statutes that paralel one or more of the
federal statutes. This gives enforcement authority to state attorneys general. Inthe past, the
states for the most part confined their antitrust enforcement activities to prosecuting local price-
fixing conspiracies, often against competitors in bid-rigging schemes. During the 1990s,
however, the states began to play a much higher profile role, not only bringing matters to the
attention of the federal agencies, but also seeking a share of litigation responsibilities, as
occurred during the Microsoft trial during the second Clinton term. One of the interesting
developments to look for during the next Administration not only is whether the federal antitrust
agencies will become less activist in any sense (a subject we address at the end of the chapter),
but if they do, whether and to what extent to which the states will take up any of the dack by
becoming more aggressive.

The 1990s also saw more cooperation between U.S. and foreign antitrust agencies,
especialy the European Union. This was due in large part to two factors: the EU significantly
strengthened its merger enforcement procedures in the early 1990s, and the 1990s witnessed an
increased number of mergers involving parties on both sides of the Atlantic, thus giving EU
enforcement officials jurisdiction over the transaction along with U.S. officials. Except in rare
cases (notably the Boeing-McDonnell Douglas and the General Electric-Honeywell mergers), the
U.S. and EU agencies viewed transactions very similarly, with the EU taking the lead in some,

the U.S. agenciesin others.”
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Since the Clayton Act of 1914, the U.S. antitrust laws have allowed — many would say
encouraged — private parties injured by antitrust violations to sue for damages. Under Section 4
of the Clayton Act, winning plaintiffs are entitled to three times the amounts by which they can
prove they were injured,® a provision that provides very strong incentives for private litigants and
their attorneys to investigate potential violations, and thus equally strong incentives for firms and
individuals subject to treble damages to avoid violations of the antitrust laws.

We would like to emphasize the uniquely strong character of the U.S. system as regards
financial penalties imposed on companies violating the antitrust laws. The U.S. has put into
place a powerful combination of forces operating to benefit private antitrust plaintiffs: private
antitrust cases are permitted and involve treble damages; private plaintiffs have extensive
discovery rights; plaintiffs can demand a jury trial; and lawyers representing a class of plaintiffs
often face alow hurdle to have their proposed class action certified. Antitrust hawks see these
pro-plaintiff rules as a great virtue of the U.S. system. Others believe that the U.S. system allows
plaintiffs lawyersto extract substantial sums of money from corporations that have done
nothing to violate the antitrust laws.

The unflattering view of private antitrust enforcement in the U.S. runs roughly as
follows: lawyersfor antitrust plaintiffs face a very low hurdle to obtain class certification. Once
aclassis certified, defendants face the possibility of a very large damages award (after trebling),
such as claims based on over-charges from an alleged conspiracy. Plaintiffs then benefit from
extensive rights to discovery of defendants' files and data, which often turns up at least afew
unflattering statements or e-mails, perhaps written by low-level employees. These documents, in
conjunction with the less-than-favorable views held by some jurors about large corporations, and

the willingness of jurorsto infer that a conspiracy may exist even absent direct supporting
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evidence, imply that a perceived risk to the defendant of an adverse jury decision existsin
virtually any case. Given this risk, many executives will be inclined to pay substantial sums of
money rather than face ajury trial, even if they are confident that their company’ s conduct has
not harmed competition. The net result is that many private antitrust lawsuits of dubious merit,
imposing atype of tax on corporate America. Of course, there is an obvious counter-argument:
U.S. laws empower an army of private antitrust enforcers who collectively have a pronounced
effect on improving compliance with the antitrust laws, thus stifling cartels and preserving
competitive markets.

In any event, the dual nature of antitrust enforcement — government actions against
companies that violated the antitrust laws along with private actions to collect damages — leads to
various complex interactions between public and private enforcement, for a number of reasons.

First, because antitrust litigation can be so expensive — especially when launched against
defendants with deep pockets — private litigants often bring their complaints to the government
and wait for official prosecutions in court, either civil or criminal, to provide proof of aviolation.
With such judgments in hand, as a practical matter private plaintiffs rarely need to prove more
than damages. In part for this reason, defendants that are targets of government antitrust
investigations often settle by signing consent decrees, which involve no admission of unlawful
conduct but simply agreement to change conduct in some manner to meet the government’s
objections. In such instances, private plaintiffs must therefore prove that a violation has occurred
as well as any damages they might have suffered.

Second, because of the importance of private antitrust actions in the U.S., confining
attention to government enforcement actions, much less federal government enforcement actions,

does not give a complete picture of the antitrust landscape. Enforcement of the antitrust lawsis
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more stable over time than is reflected in federal antitrust policy, in part because of lags between
federal activity, subsequent court decisions, and the resulting payoffs to private plaintiffsin
antitrust actions,

Third, federal antitrust policy tends to have a multiplier effect: targets of antitrust
investigations understand well that alawsuit with federal officials (or even a settlement, which
then becomes public) will almost invariably trigger one or more private antitrust lawsuits. Since
private actions can involve hundreds of millions of dollars (see below where we discuss the
prices fixing cases involving the NASDAQ and the auction houses), increased enforcement
activity by the FTC and the DOJ very quickly sends a message to companies throughout the
economy that they are at real risk if they do not stay on the safe side of the line currently being

drawn by federal antitrust officials.

4. Historical Cyclesin Antitrust Enfor cement

Before considering the antitrust enforcement record of the Clinton Administration in
some detail, it is useful first to place it in some historical perspective. Accordingly, we review
here very briefly some of the developments and waves in federal antitrust enforcement in
particular over the last century.” These cycles in enforcement reflect shifting views over timein
public attitudes toward business as well as scholarly thinking about the appropriate role of
government intervention in the market with the aim of ensuring competition. Although in the last
severa decades there has been convergence among antitrust legal scholars and economists on the
basic structure prosecutors and courts should use for analyzing markets, differences in views
remain. It isthese differences that account for the continued fluctuations in antitrust

enforcement philosophy and activity that persist to this day.
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Given the vagueness of the first antitrust law, the Sherman Act, the courts spent
considerable time in the first few decades after the Act was passed giving content to the meaning
of words like “contract in restraint of trade” or “ monopolization.” Broadly speaking, the courts
condemned only those contracts under Section 1 of the Act where direct rivals agreed to restrict
output and raise price, or in other words, agreed to act like a monopolist.® The Supreme Court
also condemned “vertical” agreements by manufacturers and their retailers on minimum prices
above which retailers would sell.’

After some early cases in which the Supreme Court tolerated mergers that produced large
or even dominant firms — examples being the Sugar Trust, Genera Electric, International
Harvester, du Pont, Eastman Kodak, U.S. Steel and Standard Oil — the Court in 1904 finally
blocked the merger between the Northern Pacific and Great Northern railroads on
monopolization grounds. Seven years later, the Court found that Standard Oil had achieved
monopoly status with 90 percent of the market for refined oil products and abused its dominance
by various forms of exclusionary conduct (all thoroughly documented in Ron Chernow’ s Titan).
The following year, the Court handed down another anti-monopolization decision in Terminal
Railroad Association of . Louis, holding that various railroads could not use their control over
terminal facilities at a main crossing of the Mississippi River to discriminate against rivals. Both
Sandard Oil and Terminal Railroad would be widely cited as important precedents in the Justice
Department’ s anti-monopolization case brought against Microsoft in the 1990s (discussed
below).

The monopolization cases of the early 1900’ s proved to be atemporary high water
market for antitrust enforcement, however, as the next decades saw a movement by prosecutors

and courts to adopt case-by-case “rule of reason” standards for assessing wrongdoing. The shift
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in attitude was due to severa sources. awidespread consensus after World War | that
cooperation between business and government was a good way to organize the economy; a
strong sentiment after the Depression began in 1929 that prices were too low rather than too
high; and a narrow interpretation by courts of the antitrust enforcement mandate of the Federal
Trade Commission (created in 1914 in response to fears of excessive concentration of
enforcement power in the Executive branch).

The enforcement cycle turned in a different, more aggressive direction by the mid-1930s
and continued on this path until the early 1970s. Interestingly, the shift in direction was
prompted by Chicago-school economists — Henry Simons, Jacob Viner, and Frank Knight — who
argued that that economic planning was not getting the United States out of the Depression and
that antitrust enforcement was needed to de-concentrate American industry.'® Antitrust
enforcement against various forms of collusive behavior — price-fixing, tying, non-price vertical
restraints, group boycotts, and exclusive sales territories-- was revitalized and eventually
condemned by the Supreme Court using per serules. In contrast to arule of reason standard, per
serules required proof only that the conduct took place, not of its anti-competitive effects. The
courts also became more willing to find fault with excessively aggressive behavior by dominant
firms, most notably in the famous Alcoa case in 1945, when Judge Learned Hand found that the
preemptive addition of capacity by afirm with most of the dluminum market was wrongful. In
subsequent cases, the Supreme Court condemned a locally dominant newspaper’s effort to
destroy a small radio station by refusing to sell its advertising (Lorrain Journal Co. v. United
States, 342 U.S. 143 [1951]); prevented the “lease only” policy of the United Shoe Company,
which dominated the market in shoe-making equipment (eventually authorizing the breakup of

the company); and found a nationally dominant bakery’s localized price cuts to be wrongful
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(Utah Pie Co. v. Continental Baking Co., 386 U.S. 685 [1967]). With the exception of Lorrain
Journal and the price fixing and tying cases, it is not clear that many of the others would be
brought by enforcement officials (or supported by the courts) today.

Antitrust enforcement also became much more aggressive against corporate mergers,
inspired by the “structure, conduct, performance”’ paradigm associated with Harvard economist
Joe Bain, which posited a strong correlation between even relatively low levels of market
concentration and industry profitability, and thus potentially anti-consumer outcomes. In aseries
of decisionsin the 1960s, in particular, the Supreme Court approved government challenges to
horizontal mergers (those among competitors in the same geographic and product markets)
whose combined market shares would fall well below those that would be challenged now.
Indeed, in afamous dissent in Von's Grocery (384 U.S. 270, 301 [1966]), in which the majority
condemned a merger that would have generated a market share of only 7 percent in a generally
unconcentrated market, Justice Potter Stewart summed up the prevailing judicial environment
then with the declaration: “the Government always wins’.

Beginning in the 1970s, the three-decade long pattern of antitrust activism began to
attract strong criticism from various law professors and economists associated with the
University of Chicago (where a previous generation of scholars, asjust indicated, ironically
helped launched the very trend that this newer generation of scholars attacked). Among other
things, the Chicago School critique was leveled at the Supreme Court’s per se rule against non-
price vertical restraints (which were argued to be pro-competitive), and at the Court’s various
merger decisions for failing to define markets accurately or for stopping transactions without

proof of competitive harm. Over time, more judges were appointed to the federal bench who
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were sympathetic to this line of argument, including Richard Posner and Frank Easterbrook, who
were prominent contributors to the Chicago School critique of the earlier antitrust policy.

As aresult, by the 1980s, the federal courts began to grow more skeptical of antitrust
cases. Moreover, with the notable exception of the breakup of AT& T — where the evidence was
clear that a dominant company had abused its market power — and various prosecutions against
bid-rigging, government antitrust authorities became much more reticent to mount antitrust
challenges of all types. The shift in attitude was also reflected in personnel and resources,
especially at the Department of Justice, where the number of attorneys was significantly reduced
through much of the 1980s. This trend began to be reversed under James Rill, the Assistant
Attorney General during the Bush Administration of 1989-1992. As noted above, antitrust
enforcement resources were augmented throughout the two Clinton terms.

Although the Clinton antitrust appointees became more aggressive in pursuit of antitrust
violations of various types, it isfair to say that a*“post-Chicago” synthesis has emerged,
reflecting a significant degree of consensus among antitrust scholars and practitioners on two
key items. One important area of agreement is on the framework used to analyze mergers,
especialy to define markets, which were totally revamped during the first Reagan term (under
the guidance of Assistant Attorney General William Baxter). As we discuss below, the so-called
“Horizontal Merger Guidelines’ have since been revised under both the Bush and Clinton
Administrations, but the revisions have been more in the nature of tweaking — and certainly not
rejecting — the initial framework. The second area of agreement is that collusive activities are to
be punished. Aswe discuss below, one of the important features of the Clinton antitrust yearsis

how many large price fixing conspiracies were uncovered or investigated, often international in
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scope. To us, this development was a surprise. Prior to coming to the Justice Department, neither

of us would have suspected how extensive collusive practices turned out to be.

5. TheClinton Antitrust Record: Introduction

A. Measures of Enforcement Activity

Antitrust enforcement activity can be measured and described. Here we do both, first by
presenting some summary statistics from the Antitrust Division of the Justice Department that
confirm the overall impression of increased activity during the Clinton years. The data only
begin, however, in 1991, and thus provide an incomplete picture of enforcement in the pre-
Clinton era. Nonetheless, we will accept the conventional wisdom that the numbers of
investigations and cases initiated in the 1980s was below that of the 1990s and thus use the data
primarily to concentrate on the latter decade when the Clinton antitrust team was in place. In
addition, the data reported here are only for Justice Department cases, not those launched by the
FTC. Wedo not believe this limitation is significant, however, since both DOJ and the FTC
during the Clinton years shared similar antitrust enforcement philosophies.**

The pictures are shown in Charts 1 through 4 and pretty much speak for themselves.
Chart 1 illustrates that although the simple number of criminal prosecutions filed in court
actually declined somewhat from a peak in the early years of the 1990s, the magnitude of fines
collected jumped sharply, especially toward the end of the decade. As we discuss shortly, this
pattern reflects increased priority given by the DOJ to large national and international price-
fixing conspiracies, leaving local bid-rigging cases to be investigated and prosecuted by the
states.

Charts 2 and 3 illustrate the significant increase through much of the decade in both

categories of civil non-merger cases — restraint of trade under Section 1 of the Sherman Act and
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monopolization cases under Section 2 — that the DOJ has brought and won. These charts clearly
evidence heightened activism on both these fronts during the Clinton era.

Chart 4 shows a more uneven pattern for merger enforcement activity. While the numbers
of mergers requiring notification under the Hart-Scott-Rodino Act (any combination involving
an entity with more than $15 million in assets) increased throughout the decade, the percentage
of those mergers that were actually investigated seriously rose briefly and then fell back by the
end of the decade. Even more strikingly, the percentage of mergers actually challenged was
small — less than one percent of the total — and relatively stable throughout the period. The falling
share of mergers investigated most likely reflects the fact that even with more staff, the antitrust
agencies had to ration their time in light of the substantial increase in the numbers of mergers at
least to be preliminarily reviewed.

The low and stable share of mergers actually challenged reflects several aspects of
merger enforcement. First, the DOJ was cautious in merger enforcement, insisting upon a solid
factual and theoretical basis before bringing a challenge. Second, the Antitrust Division was
inclined through much of the period to reach agreements with the parties to solve anti-
competitive problems through divestitures of assets in markets where post-merger concentration
was deemed to be excessive, or through consent decrees restricting the activities of the combined
entity to prevent any future anti-competitive effects. Third, and perhaps most important, isthe
fact that companies contemplating a horizontal merger or acquisition can predict with reasonable
accuracy how their proposed merger will be received at the DOJ and the FTC, based on the
Horizontal Merger Guidelines. In other words, with enforcement policy well articulated,
surprises at DOJ s enforcement stance, as well as the need for Court review to draw the line, are

both relatively rare.
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Numbers and trends provide only a glimpse of the true nature of antitrust enforcement
activity. For amore in-depth look, we need to delve into some of the more important cases and
developments surrounding them. We do that in the four subsequent sections of this paper.

B. Guidelines and Hearings

Since so few antitrust cases actually involve litigation, much less an actual trial, a great
deal of antitrust policy is set through either consent decrees (settlements) or through the
enforcement guidelines that the agencies publish to inform the business community of their
policies.™

Probably the most influential antitrust guidelines are the Horizontal Merger Guidelines,
which are issued and followed by both the Justice Department and the FTC. These* Merger
Guidelines” were totally reworked in 1982 under the first Reagan administration, then revised in
1992 under the Bush Administration. The only change in the Horizontal Merger Guidelines
during the Clinton years was the release in 1997 of an expanded explanation of how the agencies
will treat efficiencies, namely the ability of the merged company to achieve lower costs, or
improved product performance, as aresult of the merger. While in principle the new treatment
of efficienciesis more generous to merging companies than were the prior guidelines,
practitioners generally believe that both agencies continue to apply arather tough “ screen”
before they credit a merger with real efficiencies. In particular, both agencies are wary of
efficiency claimsthat will not in fact be achieved, or that would be achieved even without the
proposed merger. Only efficiencies that are “ merger-specific” are given any weight.

Three major new sets of guidelines were issued during the Clinton administration.® First
came the Statements of Antitrust Enforcement Policy in Health Care, issued in 1994 (later

revised in 1996), which explain, among other things, how physician networks will be treated.
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Second were the Antitrust Guidelines for the Licensing of Intellectual Property, issued in 1995,
which have been highly influential in mapping the role of antitrust policy in high-technology
industries. Third came the Antitrust Guidelines for Collaborations Among Competitors, issued
in 2000, which address the very complex issues that arise when direct rivals seek to cooperate in
various ways such as to set standards or participate in joint ventures.

In addition to these Guidelines, Chairman Pitofsky revived an old tradition at the FTC of
holding hearings on important current antitrust topics. Two sets of hearings stand out as offering
rich and valuable information on topical issues. (1) Hearingsin 1995 that led to a staff report,

“ Anticipating the 21% Century: Competition Policy in the New High-Tech Global Marketplace,”
issued May 1996; and (2) hearings held June 29-30, 2000 that led to a staff report, “Competition
Policy in the World of B2B Electronic Marketplaces,” issued in October 2000.

C. Competition Advocacy

The DOJ and the FTC have long played advisory roles, essentially acting as advocates
within the federal government on behalf of market competition. As part of the executive branch,
the DOJ (often along with the Council of Economic Advisers) takes the lead as the competition
advocate in the context of inter-agency discussions, from trade issues to privatization to arange
of regulatory issues. Both agencies also serve as sources of expert advice to Congress regarding
legislation that has implications for competition and monopoly.

The DOJ played an especialy large role in the developments and negotiations that led to
the Telecommunication Act of 1996. DOJ s role was natural because the Act was intended, in
part, to replace the Court oversight of the Bell system, itself arising from the 1984 consent decree
between AT&T and the DOJ, with regulatory oversight and deregulation. In particular, DOJ

officials met regularly with other Administration officials, led by Vice President Gore, on
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legidative strategy while the Act was being considered by the Congress. In addition, just prior to
the Act’s enactment, the Department negotiated a waiver of the consent decree to allow
Ameritech to enter the long-distance market in Chicago, as atrial. The District Court never
issued aruling on the waiver, however, because the Act preempted that experiment. Nonetheless,
many of the conditions set forth in that waiver for entry by the Regional Bell Operating
Companies (RBOCs) into long-distance telecommunications — largely relating to the openness of
the local markets to effective competition -- found their way into Section 251 of the Act.

In addition, the Act gave DOJ a specia advisory role to the Federal Communications
Commission on RBOC applications for entry (although the Department and the Administration
had initially sought more — actual joint decision-making authority). Throughout the second
Clinton term, DOJ took arelatively hard line on RBOC applications for permission to enter long-
distance markets, recommending to the FCC denials in several cases because, in the view of the
Department, the RBOC applicants had not sufficiently opened up their own local markets to
competition, as required by the 1996 Act. Nonetheless, by the end of the Administration, even
DOJ s opposition started to soften. DOJ recommended, and in December 1999 the FCC agreed,
to allow Bell Atlantic (now Verizon) entry into long-distance in New Y ork. The following year,
the FCC permitted SBC to enter long-distance in Texas. Shortly after the Bush Administration
came to office, in early 2001, the FCC granted Verizon's long-distance application in
Massachusetts, and as thisis written, it iswidely expected that the FCC quickly will open up
many more states to RBOC entry into long-distance service.™

DOJ also cooperated closely in the mid-1990s with the Securities and Exchange
Commission during the investigation by both agencies into price-fixing by securities dealers on

the “bid-ask spreads’ on certain highly traded stocks listed on the NASDAQ (a case discussed

Litan and Shapiro on Antitrust Policy, Page 24



below). While the DOJ included in its consent decree with the dealers an injunction against
certain practices that had the effect of facilitating collusion, the SEC also took important
regulatory actions that compelled disclosure of “limit orders’ (ordersto buy or sell at, above, or
below specific prices) that also helped ensure that collusion among market makers would not

take place.

6. Cartel Enforcement in the Clinton Years

DOJ was extremely active during the Clinton years in investigating and prosecuting cases
against companies and individuals involved in price fixing and bid rigging. While there is broad
agreement across the political spectrum that such activities should be vigorously pursued, the
Department in the two previous administrations had concentrated its enforcement activities in
significant part on price fixing and bid rigging in limited geographic areas. The Clinton years
saw a mgjor pickup in enforcement uncovering not only national, but international, conspiracies,
resulting in incarcerations of key company executives, record fines, and in the civil area, some
major changes in the way key industries did business.

A. Criminal Price Fixing

The Antitrust Division got off to avery poor start in its battle against price fixing with an
embarrassing loss in the case against General Electric for price fixing in industrial diamonds.
The Government believed that a major reason for its failure was its inability to compel testimony
of key foreign witnesses and to obtain documents abroad. The latter problem helped motivate
the Department to seek broader authority to cooperate with antitrust prosecutors in other
countries, discussed below. Inany event, the DOJ s setback in the GE case was not a portent of

things to come.
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To the contrary, as shown in the charts already referenced, the DOJ imposed far greater
fines for price fixing during the Clinton administration that had ever been assessed before. Gary
Spratling, the Deputy Assistant Attorney General in charge of Criminal Enforcement, was widely
recognized for his expertise in guiding the Department’ s enforcement effort, aided by the
amnesty program discussed above.™® Table 1 lists the price fixing violations leading to fines of
$10 million or more.

The citric acid and lysine cartels, which included Archer-Daniels Midland (ADM), led
theway in FY97. ADM paid a fine of $100 million, at that time by far the largest such fine ever
assessed. Total fines collected in FY 1997 were $205 million, some five times the previous
record. This number was exceeded in FY 1998 with total fines of $265 million. Then, in
FY 1999, a breathtaking $1.1 billion in fines were obtained. During that year, the single largest
fine ever assessed, $500 million, was imposed on Hoffmann La-Roche in the vitamins price
fixing case. This case involved an international cartel that operated from 1990 through 1999
covering certain vitamins used in human food, animal feed, and pharmaceuticals. The graphite
electrodes case led to fines of over $400 million.

These are merely the most visible of the many price fixing and bid rigging cases brought
by the DQOJ, ranging from school milk and highway bid rigging to electrodes. As noted earlier,
more and more cases had an international scope. Cases against Canadian producers of plastic
dinnerware and Japanese manufacturers of thermal fax paper cases provide additional examples
inthisregard. We return below to discuss more specifically the international component of
cartel enforcement. The U.S. has been quite successful in exporting its version of cartel
enforcement to other countries, with the exception that other countries remain unwilling to make

price fixing a criminal violation.
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To put these fines in perspective, the annual fines during the previous Bush
administration (1990-1992) ranged from $20 million to $24 million. During the first Clinton
administration (FY 1993-FY 1996), the annual fines collected ranged from $27 million to $42
million. From FY 1997 through FY 1999, the Division collected over $1.5 hillion in fines, of
which over 90% was based on international cartel activity.®

Clearly, there has been a sea shift, with cartel enforcement more effective and more
active than in recent memory. While it is unlikely that these dramatic numbers could be
sustained under any administration, there is no doubt that cartel enforcement activity remains
high. The most visible recent price fixing case is against the auction houses of Christies and
Sotheby's. This case received a great deal of media attention, both because it occurred in the
rarified world of art auctionsin New Y ork and because it lead to a shakeup at both auction
houses. Sotheby’ s has already agreed to pay a $45 million fine, and in May 2001 a grand jury
indicted the former chairmen of both auction houses.

B. Civil Price-Fixing Cases

There were also some very prominent civil price fixing cases brought by the DOJ during
the Clinton years. While the penalty and deterrent — imprisonment — is plain for criminal price
fixing cases, readers might wonder what penalty is associated with civil price fixing cases, where
the companies involved typically agree to cease the alleged price fixing, a“sin no more” remedy,
and perhaps some additional “fencing in” provisions designed to prevent related antitrust abuses
in the future. An important part of the answer comes in the form of follow-on private antitrust
actions. Virtually every DOJ case triggers a private case, in which customers asserting
overcharges seek treble damages. These cases can be enormously costly to the companies

involved. For example, in the NASDAQ case immediately following, the brokerage houses
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ultimately agreed to pay nearly $1 hillion to settle the private cases that followed on DOJ and
SEC enforcement actions.

The NASDAQ dealer case stands out as a signature case during Anne Bingaman'’s tenure.
In this case, the DOJ alleged that the mgjor brokerage houses had agreed to limit competition by
only quoting NASDAQ stocks in even eighths, thus ensuring that spreads would not be any
smaller than one-fourth. Thisinvestigation involved close cooperation between the DOJ and the
SEC which was simultaneously bringing its own enforcement action against NASDAQ dealers.
The NASDAQ case raised some very interesting issues of evidence (tape recordings of dealer
conversations), focal point theories (odd eighths vs. even eighths), the role of academic research
(an academic paper by Professors Christie and Schultz of Vanderbilt University initially brought
thisto the attention of the DOJ and SEC), and appropriate remedy (regulation vs. antitrust). The
final remedy agreed to by NASDAQ, which led to an SEC rule opening up the “limit order”
books, has had a revolutionary impact on the exchanges, as already noted.

A similar if less visible case involving the various exchanges that trade options involved
an alleged agreement among the four options exchanges not to engage in multiple-listing at
different exchanges of so-called “grandfathered” options.*” These grandfathered options were
ones that had previously been exclusively assigned to individual exchanges by the SEC during an
erawhen the SEC actively discouraged competition among exchanges, preferring instead that all
trading take place at agiven location. This case provides an interesting example of prior

regulation being lifted and competition taking along time to take root.

7. Civil Non-Merger Casesin the Clinton Years
The civil non-merger antitrust enforcement effort covers several types of possible

violations: unlawful conduct by dominant firms, or monopolies; unlawful cooperation among
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competitors (so-called horizontal conduct); and unlawful activities between firms in different
levels of commerce, such as prices imposed by manufacturers on retailers (vertical conduct). The
Clinton antitrust team was active on all these fronts, and we review the major efforts here.

A. Monopolization Cases. Microsoft, Intel and American Airlines

Antitrust cases challenging the unilateral conduct of dominant firms are among the most
controversial, although they also resonate well with a large body of the public, which sometimes
distrusts the activities of monopolies. Nonetheless, a mgjor reason for the controversy is that
antitrust attacks on dominant firms inevitably involve challenges to the businesses practices of
some of our most successful firms. These criticisms are not new: they were heard when the
government challenged Standard Oil, Kodak, Alcoa, IBM, and AT&T over the decades.

During the Clinton era, the most visible targets of antitrust activity in general were
investigations or cases brought against the largest, most powerful firms. We explore three such
cases in this sub-section: Microsoft, Intel, and American Airlines. But readers should recognize
that several less visible monopolization cases were also brought against smaller companies who
nonetheless were viewed as dominant in their own spheres by the DOJ or the FTC. These
include DOJ s 1996 case against General Electric regarding GE’s licenses for medical imaging
equipment software, DOJ s 1999 exclusive dealing case against Dentsply, the leading supplier of
artificial teeth, and the FTC’'s 1998 case against Mylan Laboratories regarding two anti-anxiety

drugs.

1. U.S v. Microsoft
Aswe hinted at the outset, the Clinton antitrust years probably will be most remembered

for the DOJ s continued investigation and ultimately its court action taken against Microsoft for
conduct the Department asserted constituted unlawful abuse of monopoly power.*® Although the

litigated case during the second Clinton term brought by Joel Klein was the most visible effort in
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thisregard, the DOJ in the first term settled a less sweeping investigation with the company
under the direction of Anne Bingaman. Because of its importance, we summarize here some of
the key issues from the perspective of each side and then provide our own assessments of each
of them. These issues are not unique to Microsoft, but also pose a challenge to competition
policy generally with respect to high-technology industries.*® We include arguments and relevant
decisions up through the Court of Appeals decision in July 2001, which upheld much of the
district court’s original ruling, but reversed it in part.’ At thiswriting, it is possible the case will
be settled; if not, then the litigation — primarily relating to the appropriate remedy — will
continue.

From the government’ s perspective, the following propositions seemed evident and well
supported by the evidence in the trial (ajudgment the Court of Appeal essentially confirmed).
First, Microsoft has a clear monopoly over desktop operating systems and that monopoly is
protected by the “applications barrier to entry,” which makes other operating systems (such as
the Apple OS or Linux) far less attractive because many fewer applications are written to run on
those operating systems: thisis network effectsin action. Second, Microsoft saw athreat to its
operating system in the form of the Netscape browser combined with Sun’s Java, which together
offered the promise of “cross-platform” middleware that would provide a neutral platform to
which applications could be written, thus paving the way (in atwo-step entry process) for other
operating systems to overcome the applications barrier to entry. Third, Microsoft acted during
1995-1998 at least to eliminate the threat to its monopoly by engaging in a series of practices
with the intent and effect of limiting the distribution and use of Netscape’s browser and of Sun’s
Java. These practices, such as exclusive dealing arrangements and tying, involved the use of

Microsoft’s monopoly power over operating systems to stifle the adoption of Netscape and Sun
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software. Microsoft realized that it would be sufficient to prevent these middieware products
from becoming ubiquitous and thus serving as an alternative platform that could “commoditize
the operating system.” Finally, as aresult of Microsoft’s conduct, consumers were deprived of a
chance to pry open the Microsoft monopoly, which instead persists. While we do not know just
how competition would have played out in the absence of Microsoft’s conduct, we do know that
one major threat to the monopoly (and these do not come along all that often) was eliminated
through conduct that did not lead to benefit consumers, and thus cannot be construed as
competition on the merits.

Microsoft challenged each of the government’s propositions and counters with those of
itsown. First, the company argued that the software industry is extremely dynamic and fluid,
making any monopoly power fleeting and insignificant. Microsoft asserted that it was forced to
price competitively because of a multitude of threats that are ever-present, since there can be no
monopoly over software programming skills, which is all that is needed to design and sell an
operating system. The so-called “applications barriers to entry” allegedly is a fiction:
applications companies often write software for multiple platforms and would readily do so if
those platforms offered superior value to the Microsoft operating system. For example, the
Apple system runs a great deal of software, and in fact Microsoft itself ports Office to the Mac
OS. Second, Microsoft argued that Netscape and Java were not any unique threat to the
company, and in fact did not even constitute arival operating system as such. Netscape was a
competitor in providing browser functionality, but did not offer a substitute to Windows. Third,
Microsoft maintained it had done nothing more than innovate, improving the functionality of the
operating system by incorporating browser functionality into Windows. Thisis a natural

extension of the operating system, one that all other operating systems have also made as the

Litan and Shapiro on Antitrust Policy, Page 31



Internet and computer networking has become important. Microsoft saw the government’s
attack on its design decisions for Windows as a direct attack on Microsoft’s ability to innovate in
ways that clearly benefit consumers. Finally, Microsoft claimed there was no consumer harm
from any of its conduct, pointing to the fact that Netscape in fact achieved widespread
distribution, and Internet Explorer has been able to gain share (against Netscape's initially
dominant position) only by offering superior functionality and by leading the way in making its
browser available for free. All of this has led to significant consumer benefits, in the company’ s
view.

So, how did these respective arguments play out, in the District Court and ultimately at
the Court of Appeals? We consider each argument in turn, beginning with the first point,
whether or not Microsoft has monopoly power. No doubt Microsoft software has improved over
time; no doubt, either, that the mere cost of writing an operating system is modest in comparison
with Microsoft’s market capitalization (in the hundreds of billions of dollars) and perhaps even
in comparison with the annual revenues from Windows. And Microsoft’s pricing for Windows —
which Microsoft said indicated that entry was an ever-present threat — presented something of a
puzzle for the government. But many antitrust economists would agree that Microsoft’s durable
and very high share of sales of personal computer operating systems, in conjunction with the
compatibility issues that hinder Apple and Linux (for example), give Microsoft meaningful
monopoly power. And the trial record left little doubt that Microsoft wielded significant power
over persona computer makers such as Gateway or Compag, who have no practical aternative
to Microsoft if they want to actually ship personal computersto their customers. In short,
software markets, like some other high-technology markets, involve a different set of entry

barriers: here, compatibility and copyright, not traditional entry barriers such as specialized
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manufacturing facilities or trade restrictions. In June 2001, the Court of Appeals of the District
of Columbia (CADC) upheld the District Court’s conclusion that Microsoft did indeed have a
monopoly over desktop operating systems.

What about the second point — whether or not Netscape and Java posed areal threat to
Windows? Here we get into some of the thorniest issuesin “high-tech antitrust.” We may
imagine as a general principle that a high-tech company — monopoly or not — will be better
placed than antitrust officials to identify at an early stage the threats to its position. Especialy in
software, which is inherently so malleable, the greatest threat may not come from a frontal
assault, but rather from a complementary product that can be transformed into at least a partia
substitute over time. Let us suppose that the high-tech monopolist, seeing a possible threat, acts
to block it before it matures into afull-fledged and “obvious’ direct threat. Surely sound
competition policy cannot conclude that such behavior isimmune from antitrust challenge
merely because the threat was immature at the time it was eliminated. And surely it makes
sense, as amatter of enforcement policy, to give considerable weight to the company’s own
documents and views about the likely market evolution. But isit equally clear that predictions of
market effects will be very difficult if the threat isin its early stages and the market is inherently
dynamic. Thus we have an unavoidable policy dilemma: if antitrust officials act early to prevent
the incumbent from eliminating the threat, they will necessarily have a difficult time showing
definite harm to competition; but if they wait until the harm is shown, it will be too late to correct
the problem and far less likely to deter such conduct in the future. On thisissue, the Court of
Appeals came down squarely on the government’s side, ruling that “..it would be inimical to the

purpose of the Sherman Act to allow monopolists free reign to squash nascent, albeit unproven,
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competitors at will — particularly in industries marked by rapid technology advance and frequent
paradigm shifts.” (CADC, p. 61)

The third point — evaluating the actual economic effects of Microsoft’s conduct — suffers
the same problem just described with respect to the identification of anti-competitive effects.
This problem has always been present in monopolization cases, although it is arguably
exacerbated in the high-tech setting. The most heated debate revolves around the government’s
claim that Microsoft “tied” Internet Explorer to Windows. Many commentators harbor
considerable unease about having the courts “second guess’ product design decisions, even those
by dominant firms. And the antitrust law revolving around tying has always had problems
stemming from the necessity of defining just when two “functions’ constitute two separate
“products,” which can be tied, rather than asingle product. All of the long-standing thorny
issues surrounding the law of tying are brought into sharp relief when software is involved, since
the boundaries of one piece of software, or one piece of code, and another are inherently hard to
define. Infact, the Court of Appeals remanded the District Court’s tying decision against
Microsoft, indicating that the application of a per se rule was inappropriate here, but offering the
government the chance to make its tying case again using the rule of reason, which would
require a balancing of the exclusionary effects and the beneficial effects of Microsoft’s tying of
Internet Explorer to Windows.

There is less debate surrounding Microsoft’s contractual practices, such as exclusivity
provisions in various contracts, although even there the effectiveness of these contracts to
actually impede Netscape was hotly disputed. The Court of Appeals fully supported the District
Court’ s ruling that Microsoft violated the Sherman Act by defending its monopoly using

exclusive contracts with arange of parties.
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Finally, we face here the tricky question of whether Microsoft was defending its
operating system monopoly or attacking Netscape' s browser monopoly (or both). If we take
network effects and compatibility serioudly, as Microsoft clearly does, Netscape's browser posed
athreat to Microsoft precisely because it was the dominant browser, and thus an attractive
“platform” to which other software could be written. Thus, by attacking Netscape' s “monopoly”
— something normally encouraged under the antitrust laws — Microsoft was eliminating a threat
to its own monopoly — actions which can amount to illegal “monopoly maintenance.” Indeed,
Microsoft documents indicate that Microsoft’s primary goal was simply to match Netscape in
browser share, not necessarily to “win” the browser war. Viewed this way, and looking for
general principles beyond this particular case, limits on the conduct of one incumbent monopolist
can potentially strengthen the position of another incumbent monopolist. The Court of Appeals
fully accepted the findings of the District Court that Microsoft engaged in “monopoly
maintenance” by preventing Netscape's browser and Sun’s Java from gaining sufficient
acceptance to become an alternative software “platform.” Furthermore, the Appeals Court held
that it was an act of monopolization for Microsoft to meld the computer code for the browser and
the operating system, given the potential of the browser (plus Java) to become a competing
platform for a wide range of applications programs. As a practical matter, this part of the
appellate ruling means at the very least that Microsoft must enable consumers and computer
manufacturersto remove Internet Explorer from Windows. At this writing, one state (New
Mexico) has settled with Microsoft requiring just that outcome.

In sum, the June 2001 Court of Appeals decision sends a clear message, especially since
is was written by a 7-0 Court: high-technology companies are not immune from antitrust

scrutiny. Even if Microsoft ultimately survives with a settlement or court-imposed remedy that
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is no more than a dlap on the wrist — an outcome we consider unlikely in the light of the appellate
ruling -- we believe few dominant companies in the future will want to take on the legal risks,
and face the public relations problems, that Microsoft has endured by acting so aggressively in
wielding its economic power. Whatever happens next, we believe that the legacy of the
Microsoft caseis clear: powerful companies, even in industries experiencing rapid technological
change, must compete on the merits, not by using their power to exclude competition, even

competition offered by nascent technologies.

2. FTCv. Intd
The case brought against Intel by the Federal Trade Commission in 1998 is a useful

contrast to the Microsoft case.* When Intel was faced by patent infringement suits by some of
its customers (Intergraph and Digital being the leading examples), Intel withdrew certain
valuable Intel intellectual property (including trade secrets valuable to customers building
systems incorporating Intel microprocessors) from those customers. The FTC viewed this
conduct as a monopolistic abuse by Intel, since these customers would suffer significant
economic harm if deprived of the Intel intellectual property. The FTC took the view that Intel
should not be able to engage in “self-help” to resolve patent claims brought against it, but rather
should resolve such claimsin court. Intel viewed its conduct as a natural defensive response,
refusing to share its intellectual property with companies that were bringing their own
intellectual property cases against Intel.

The parallels between the Microsoft and Intel cases are clear enough: Intel, like
Microsoft, is a powerful company in the personal computer business; Intel, like Microsoft, sellsa
critical component (microprocessors) of personal computers and has a very large share of the

sales of this component. Intel, like Microsoft, has enjoyed this large share for years.
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But the similarities end there. The Intel conduct challenged by the FTC was very narrow,
confined to Intel’s response in situations in which an Intel customer sued Intel for patent
infringement. Intel’s conduct was directed at certain customers, not at Intel’s competitors (such
as AMD, Intel’s primary competitor in making x86 compatible microprocessors, or IBM and
Sun, two of Intel’s leading competitors in making microprocessors for servers). Unlike the
Microsoft case, the FTC never identified any evidence that Intel was attempting to do anything
more than defend itself, and reduce its exposure, in the face of patent infringement cases brought
against it. Nor wasthe FTC able to point to any adverse effect of Intel’s conduct on competition
in microprocessors. The final difference is the disposition of the two cases: shortly before trial,
Intel settled its case with the FTC, agreeing to partially alter its business practices to meet the
FTC'sconcerns. The Intel case is now seen as a leading example of the boundary between
intellectual property and antitrust, as well as a good example of how a leading company can
minimize its antitrust exposure by compromising with antitrust enforcers.

Both the Intel and Microsoft cases illustrate the willingness of Clinton antitrust officials
to make predictions about how specific business practices will affect competition well into the
future. Inthe Microsoft case, the DOJ necessarily was predicting that Netscape’s browser and
Sun’s Java could, in time, have posed a genuine threat to Microsoft’s monopoly position. One
reason the government case was so strong in Court isthat Microsoft itself took precisely this
view. Some would say that Microsoft over-reacted to the Netscape/Java threat, but who was
better placed to judge the severity of the threat than Microsoft itself? Clearly, the efforts of
Microsoft executives to distance themselves from their own earlier documents and e-mails
undermined their credibility with Judge Jackson. In the Intel case, the FTC predicted that Intel’s

conduct would inevitably have a chilling effect on companies who might otherwise engage in
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innovation to challenge Intel’s position in microprocessors. But again we see the importance of
the documents and internal assessments of the company itself: the FTC had an underlying theory
but virtually no evidence, either from Intel or from third parties, in support of their position.
Intel’s own documents showed that it was fighting back in the context of patent litigation in an
effort to limit its exposure to patent infringement suits. Intel’s stated objective wasto reduce the
royalties it might have to pay and thus lower its costs. And Intel’s actions were primarily
directed at its customers, not its competitors.

What lessons can we learn from these two signature cases at the intersection of antitrust,
intellectual property, and high-technology? The lesson for powerful companies subjected to
antitrust scrutiny is clear: they must be prepared to defend themselves based on their
contemporaneous assessment of their own actions combined with economic analysis of the likely
effects of those actions, not based on areconstruction of why they pursued the strategies they
did. Thelesson for antitrust officials: court challenges to the conduct of dominant firms based
on predictions about future effects on competition and innovation are unlikely to have much
force without a solid evidentiary basis for those predictions combined with a sound economic

theory of harm to competition.

3. U.S.v. American Airlines
A third monopolization case stands out from the Clinton years:. the predatory pricing case

brought against American Airlines in 1999 by the DOJ. The government challenged American’s
strategy of cutting prices on flights into and out of its Dallas-Fort Worth (DFW) hub in response
to competition from new entrant airlines seeking to serve certain spokes out of that hub.?

What was remarkable about the American Airlines case is that the DOJ sued even though
there was no evidence that the airline was pricing below average variable cost or marginal cost,

the conventional test for assessing whether predatory pricing was present that is applied by
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courts, as recommended by antitrust scholars Philip Areeda and Donald Turner. The government
nonetheless asserted in its complaint that American Airlines intended to drive new entrants out of
business with extraordinarily low fares and expected success precisely because marginal costsin
the industry — the cost of filling an additional seat on an airplane -- were so low.?® In late April
of 2001, however, the federal district court in Wichita, Kansas that was hearing the case threw it
out on summary judgment, in effect affirming the Areeda-Turner test. Asaresult, predatory
pricing law remains where it was before the American Airlines case was brought.** In our view,
it is unlikely we will see many such cases in the future.”®

B. Horizontal Activity

Whatever one may believe about the wisdom of government challenges of conduct by
dominant firms, there is much more consensus among antitrust scholars and practitioners that the
government should be vigilant in prosecuting various types of horizontal, or collusive,
arrangements to fix prices and divide markets. Nonetheless, even this consensus can break down
when confronted wit