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What does this analysis tell us about Microsoft’s bundling of Windows
and Internet Explorer? Microsoft is claiming a transactions cost basis for the
bundling in asserting that an integrated product enhances consumer value.
Microsoft’s opponents are claiming foreclosure, motivated by the goal of
dominating the provision of browsers and, more significantly, blocking two-
stage entry into operating systems following entry into browsers.

The proper statement of the policy problem is this: Is there a rule that,
when applied consistently to actual markets by real policy enforcers, can
weigh these competing claims? Such a rule is extremely difficult to craft, as
are workable remedies. Clearly, there are serious problems with any policy
that freezes the definition of an operating system. Microsoft’s chief
operating officer put it this way: “The principle at stake in this case is
whether Microsoft — and every other software company — has the right to
continually [sic] improve its products and add new innovations for
consumers.™® While we, too, are wary of any rule that stifles innovation,
we do not accept this formulation of the Microsoft case. First, the statement
assumes that rules applicable to Microsoft will automatically apply to other
software companies lacking monopoly power; antitrust quite generally
imposes. selective limits on the conduct of dominant firms. Second, we
distinguish Microsoft’s contracting practices, which limit customers’ choices
and are the subject of the current dispute over compliance with the consent
decree, from Microsoft’s product design decisions. Microsoft’s recent
decision to revise its dealings with Internet Service Providers to permit ISPs
to promote rival browsing software® is an excellent example of how
contracting practices can be modified — either voluntarily or by court order
— without delving into issues of product design.

Looking forward, the debate will likely turn to the question of the actual
integration of code. These issues will be much more troublesome. One
approach will be to let Microsoft and other software producers engage in any
packaging that they want as long as the different programs are sufficiently
entangled. Such a policy would do little to limit packaging. Alternatively,
antitrust authorities could pursue a policy of requiring a modular approach to
the production and sale of code, with well-defined, open interfaces between
the modules. While in some ways attractive, such an approach clearly raises
a thicket of thorny questions including: Who will define the scope of the
individual modules? How will “openness” be defined and monitoring be
conducted to enforce openness on a timely basis? How will we know that

“8 Robert J. Herbold quoted in “Microsoft Appeal Says U.S. Case is Flawed,” The New York
Times, January 30, 1998 at C2.

4% “Microsoft Offers to Change Deals,” The New York Times, March 3, 1998, at C7.
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important economies of scope are not being lost? And what will happen to
the incentives to innovate?

8. EXCLUSIVE DEALING

In addition to bundling its own products, a firm may attempt to package
its products with those of other firms. More specifically, a software vendor
might enter into an agreement with a personal computer manufacturer that
the latter will ship only machines containing the operating system provided
by that software vendor. Like tying, such exclusive dealing has been the
subject of numerous antitrust disputes over the years.

To obtain the effects of exclusivity, there does not have to be an explicit
agreement requiring exclusivity. Instead, preferential pricing for “loyal”

“customers, as well as certain types of quantity discounts, can be at least

partial substitutes. One key Microsoft tactic addressed in the consent decree,
for example, levied a per-processor license, which essentially made the
marginal cost of actually putting the Microsoft operating system on a
machine zero to a personal computer OEM who had signed such a license*
A similar effect could have been achieved by selling licenses on a lump-sum
basis. Presumably Microsoft chose not to do the latter because it offered less
opportunity to meter the value of the license.

Exclusive dealing with computer OEMs is much like traditional
exclusive dealing to tie up distribution channels in other industries. We note
here that there appears to be less reason to have exclusive dealing to create
incentives for retailer support and promotion activities than is typical in
many other industries (e.g., fast food). We also note that, in the presence of
network effects, exclusive dealing may be particularly harmful to
competition because it can promote tipping.*'

9. PREDATORY PRICING

Economists tend to dismiss claims of predatory pricing. Their reasoning
is summarized by the old joke about how one conjugates the verb “to
compete.” The answer is: “I compete, you predate, they predate...” Several

% See Gilbert (1998) for an analysis of the 1995 Microsoft Consent Decree with the Justice
Department.

5! For an extensive analysis of exclusivity in network markets, see Balto (1997). See also
Shapiro (1996a).
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of the structural characteristics of software markets that we identified at the
start of this paper give reason to be somewhat more concerned about
predation in software markets than in other markets. At the same time, these
conditions make it difficult to identify predation. And, as in all markets,
there is a danger that remedies aimed at predation actually will have the
effect of blunting legitimate competition.

One of the key structural features is the existence of network effects. The
presence of network effects means that it may actually be profitable to
engage in predation because once the rival has been put at a sufficient
disadvantage in terms of actual and anticipated installed base, it may be
impossible for that firm to compete effectively in the future. In other words,
the prospect for recoupment of losses sustained in below-cost pricing,
strongly emphasized in recent Supreme Court rulings on predatory pricing,
can well be present in network markets. This possibility remains even if the
target firm’s initial investments are largely sunk.

The ability of a software supplier to engage in price discrimination to go
after a particular group of users can reduce the cost of predation and thus
make it more likely. For example, a firm might offer special deals to those
users who switch away from the software of a rival.

While network effects and price discrimination make predatory pricing
more likely, the next feature makes predation hard to measure. The marginal
cost of a copy of a program is near zero. Hence, even giving away software
will come close to meeting the requirement that price be no lower than
marginal cost (or even average variable cost) in order to be considered non-
predatory.” In the light of network effects and legitimate incentives to
engage in penetration pricing to promote a network, even negative prices
might not be predatory.

10. SHOULD ANTITRUST AUTHORITIES STAY ON
THE SIDELINES?

We have emphasized that the antitrust analysis of software markets can
be extremely complex. Moreover, there typically will be significant
uncertainty over the future evolution of software markets. Do these factors
imply that the antitrust authorities should refrain from intervention until they
know all the answers?

52 Furthermore, if the marginal cost is very small, insisting on a positive price can raise the
cost of distribution significantly because it makes it necessary to track sales and collect
payments. The distribution of software over the Internet would be much more
cumbersome, for example.
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We do not believe so. Markets with large production and demand-side
economies of scale are prone to tipping. Dominance, once achieved, may be
very hard to unwind. Doing so would either require the coordinated
movement of lots of consumers — with the possibility that they would have
to incur significant switching costs — or forcing open a network, which we
have seen poses its own substantial set of problems. As the AT&T
divestiture reminds us, breaking up a large, integrated company is a massive
undertaking with its own substantial risks. Technological bundling also is
extremely difficult to reverse. It is much like unscrambling the omelet.
Witness the controversy surrounding whether Microsoft can easily separate
the Windows operating system from its Internet Explorer.

These two considerations support a proactive policy. In many ways, this
is like the theory underlying merger policy. Rather than let all mergers go
through and then examine whether competition is harmed, some mergers are
blocked before they can be consummated, even though their effects are
difficult to predict in advance. The rationale for this approach is that it
would be too difficult to undo those mergers that later turned out to harm
competition.

In the end, we believe that targeted government intervention, based on
established legal principles and accounting for the fundamental economic
characteristics of the software industry, is fully supportable. This does not
mean that the mere threat of tipping is justification for bringing an antitrust
action against Microsoft. But nor does it mean that the Justice Department
and the Federal Trade Commission should stay on the sidelines merely
because software markets are complex and dynamic.

11. CONCLUSION

The software industry is widely seen as a wellspring of innovation, not to
mention a source of U.S. export revenues. The fact that software markets
are dynamic and complex does not imply, however, that these markets are
immune from antitrust. Rather, it is critical that antitrust policy properly
reflect the economic features that characterize the software industry: strong
systems and network effects, very low marginal costs, durability, and rapid
technological change.

We have systematically developed the implications of these economic
features for antitrust policy in the software industry. Generally, we find that
the application of antitrust economics to software mirrors its application in
other markets. Merger policy is on a sound footing, the treatment of
collaboration among competitors is generally sensible but may chill some
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pro-competitive cooperation, and the treatment of tying and bundling is
close to incoherent.

What are the lmpllcatlons for the treatment of Microsoft? We believe
that Microsoft has economic power and antitrust authorities have valid
reasons to limit Microsoft’s conduct, whether it be exclusionary practices or
anticompetitive acquisitions. But there are very real limits on the ability of
antitrust law to reign in Microsoft. The government and the courts are on far
stronger ground challenging Microsoft’s contractual practices, to the ext.ent
they create entry barriers or constrain consumer choice, than attacking
Microsoft’s product design choices. With the introduction of Windows98
we may find out just where the solid ground ends and the swamp begins.

Whatever the outcome of the current dispute between Microsoft and the
Justice Department, there is no need for a new antitrust policy. Our antitrust
laws have proven flexible enough to handle new industries, with new
economic features, before. We believe that antitrust enforcers also can
handle the software industry, aided, we hope, by recent advances in
economists’ understanding of the strategic implications of compatibility,
interfaces, and network effects. We simply need to continue along the path
of increasing sophistication taken by the U.S. Department of Justice, the
Federal Trade Commission, and (one hopes) the courts.
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