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The two faces of competition policy

Unlike Gaul, all competition law, both in the United States and the European Community, is divided into two parts: one that covers cooperative activities and a second that covers unilateral practices. For these purposes, I shall confine my analysis to four provisions that address these practices. Two of the provisions, Sections 1 and 2 of the Sherman Act, are from the United States. The other two provisions are Articles 81 and 82 of the European Community Treaty ‘Establishing the European Community.’ The full text of these provisions is set out in a short appendix at the end of this chapter.  For the remainder of this chapter, I shall use the term ‘antitrust law’ to refer to the American law on this topic, and the term ‘competition policy’ to refer to the European law. The two terms are meant to cover the same ground, but reflect their somewhat different origins. The term ‘antitrust’ refers to that body of law that was developed in the late nineteenth century to counteract the business trusts that were used to house and organise the great American businesses that were formed during the last third of the nineteenth century. The term ‘competition policy’ refers less to the entity to be regulated— the business trust was not used in Europe, except for England
 — but rather speaks to the close linkage between the competitive ideal and social welfare, independent of the chosen legal entity to house the basic business enterprise.  

With these preliminaries completed, we can return to the two parts of this modern Gallic, or Byzantine, enterprise. The first part of competition or antitrust policy deals with cooperative activities, which are horizontal arrangements whereby a group of firms in the same market seek to limit competition among themselves by the creation of cartels on the one hand or through mergers or acquisitions on the other. The latter allow firms to reorganise their mode of production in ways that allow them to draw on their complementary strength, or to simplify their systems of distribution, or to rationalise their patent portfolio.  (Epstein, 2007, 40-41).  The upshot is that mergers tend to be viewed with some greater latitude under a rule of reason test, which allows these positive elements to enter  into the equation, while the horizontal arrangements tend to be classified as per se offences, for which only very specific justifications are allowed.  

Even though the substantive attitudes toward horizontal arrangements are comparable in the US and EC, there are important differences in institutional arrangements and enforcement strategies. In the US, these efforts are generally caught by Section 1 of the Sherman Act, which makes it illegal for any individual to form contracts or combinations that restrain trade or commerce, or by Section 7 of the Clayton Act, which makes it illegal for two firms to merge in a manner that is calculated to substantially lessen competition.  The US statutes contemplate multiple forms of enforcement.  Thus the Antitrust Division of the Department of Justice (DOJ) may bring either criminal or civil cases against private actors, where the former involves both the prospect of fines and imprisonment.  The Federal Trade Commission (FTC), an administrative agency, has a parallel authority in the enforcement over the antitrust laws, which, however, is limited to enforce through administrative action, which does not include criminal enforcement.  In addition, any private party ‘who shall be injured in his business or property anything forbidden in the antitrust laws’ is entitled, often through the vehicle of class actions, to bring damage suits against antitrust violators for treble damages both for concealed offences (where the rule makes some sense) and for public actions (where it does not).
 In many instances, these private actions piggyback on earlier determinations of illegality that are made by either the DOJ or the FTC, and could result in damages that are far in excess of any fines that are imposed by direct public bodies. 

The entire merger review process, moreover proceeds through administrative action, not ordinary civil litigation, under the 1974 Hart/Scott Rodino (HSR) Act,
 which requires either the FTC or the DOJ to review all mergers over $200 million  and select mergers over $50 million, both incongruously small numbers in a multi-trillion dollar economy.  The FTC or the DOJ may choose to approve a merger proposal as is, in which case the courts do not get involved in the deliberation.  But in some instances, either the FTC or DOJ will choose to challenge a merger on the ground that it lessens competition in some market segment.  The civil litigation that follows starts with a request for injunctive relief against the merger in a federal district court, and then often proposes specific steps that the merger participants should follow in order to gain administrative approval, including, most commonly, divesting duplicative or overlapping assets in product lines and geographical markets, where the merged firm could gain a dominant position that would allow it to raise its prices above competitive costs.  Since 2004 the Tunney Act has stated that the federal district courts ‘shall’ review any mergers that the DOJ or FTC choose to challenge for their economic effect, while previously the operative verb was only ‘may.’
  Everyone agrees that the new standard is more stringent, but it is wholly unsettled to what degree this is the case.  These mergers negotiations are routinely highly complex because they can involve an exhaustive examination of the far-flung operations of two or more companies, which could advance competition in some regions and product lines, while retarding it in others.  

Within the European Community, the parallel provision is the more lengthy and detailed provisions in Article 81.  Article 81 provides protection against a full range of horizontal arrangements, including agreements on prices and restrictions and output, and lots more.  In most, but not all, of these cases Article 81 reflects the same consensus that underlies Section 1 of the Sherman Act on the harmful consequences of cartels and the possible dangers of mergers.  The key differences between the two matters go to questions of enforcement.  As noted, the US enforcement proceeds through criminal and civil actions by the government and private actions.  In the EC the set of remedies are typically limited.  The Competition Commission is responsible for most the enforcement of competition policy at all levels, and it typically is entitled to use some mix of injunctions and fines against the corporations to enforce its policy.  Individual corporate officers are not subject to impose any civil sanctions.  In addition, criminal enforcement is not in general part of the mix, nor is the use of private litigation on the antitrust model in the US, which while not explicitly banned, is a relatively rare occurrence.
  There are of course efforts in the EC to expand the use of private actions, but it is uncertain as to how well these actions would fit into the dominant European culture which tends to favour centralized bureaucratic enforcement, frown on class actions, to be wary of jury determinations, and to limit the use of contingent fees.
  Similarly, the use of criminal sanctions in the EC context is limited by a concern with how public prosecution interacts with various guarantees to due process and fair trial. (Jones & Sufrin, 1285-1287).  The centralized enforcement mechanism thus means that shifts in sentiment in this one centralized body can have enormous influences on the direction of the law.  Yet by the same token it prevents what often happens in the US, which is that the single most aggressive enforcer, public or private, sets the standard throughout the system.  I shall not address these systematic differences here, but it seems clear that they do influence the shape of the substantive law in material ways on virtually all enforcement questions.


The second part of competition or antitrust policy deals with a set of problems in which the difficulties are inverted.  The key question here in both the European and American setting is what unilateral practices of individual firms, particularly those which occupy a ‘dominant position’, should be treated as inconsistent with sound competition policy.  In these cases, the matters of proof are in general — hidden rebates are an exception — second-order problems because the competition policy attack is directed toward the explicit contractual terms and public business practices that a firm uses with all or some of its customers.  The key question is the legality of these various contractual provisions and firm practices.  The ostensible goal of competition policy in this area is the same as that with respect to various collusive actions — the maintenance of a competitive equilibrium.  

Nonetheless at this point the similarities end, for the theoretical foundations that justify state intervention are far more tenuous, to say the least: (Epstein, R.A. (2005); Evans & Padilla (2005); Rubinfield (2005)). This has led to extensive criticism of finding antitrust liability in bundling cases in both the US and the EC where the defendant has neither priced below cost, nor tied goods, nor demanded exclusive relationships with customers.
  Once outside the friendly confines of cartel theory, and the somewhat muddier waters of merger and acquisitions, it is no longer possible to make any straightforward argument that the reduction in output and increase in price spells a decline in overall social welfare.  Now it is necessary to develop sophisticated models of how these unilateral practices allow a firm to make a profit at the expense of the public at large.


Good luck.  In dealing with this issue, the relevant statutory provisions are Section 2 of the Sherman Act and Article 82 of the EC treaty.  A quick inspection of the two documents reveals that they are drafted in very different fashion.  Section 2 of the Sherman Act makes it illegal to monopolize or attempt to monopolize any part of the relevant market.  However, it is silent on the various business practices that may be pressed into service in order to achieve that end.  On one modest reading, Section 2 largely operates as a backstop to Section 1.  It is common for criminal statutes to contain provisions that prohibit attempts to commit the underlying offence, as with attempted murder, robbery, rape or theft.  Therefore, much of Section 2 could be construed as dealing with failed attempts to form cartels, which are, of course, highly likely to fall apart when not backed by the force of law.  

That argument, however, does not explain the first portion of Section 2, which makes ‘monopolization’ a crime as well, without referring to attempts.  In this regard, moreover, there is no obvious reason why the monopolization has to require the cooperation of two or more firms. Accordingly, the thin materials of Section 2 have become the point of departure of the US judicial efforts to create a full body of law dealing with unilateral practices of firms that seem to occupy a dominant market position.  There is, it should be stressed, no obvious reason why this provision has to be interpreted as addressing such key topics as tie-ins, bundling, exclusive dealing, or predation.  Section 2 could just cover those cases where a firm seeks to gain monopoly power by acquiring firms that neither know of nor share in its own ulterior motives.  Think only of the situation where a firm with a substantial position in a market uses secret dummies to acquire firms that compete in the same market niche.  The explanation for using this concealed technique is straightforward.  The acquiring firm does not wish to share any fraction of the monopoly profits it hopes to reap with the firms that it has acquired.  The situation is no different when firms that are intent on assembling large parcels of land use dummies to reduce the danger of hold-outs that (no matter how small the fraction of land they control) can seek to gain the lion’s share of the profit from the common venture.


That narrow reading of Section 2 of the Sherman Act does not, of course, accurately capture the complex history of statutory interpretation of this most controversial provision, which now covers all sorts of public unilateral practices said to result in an impermissible accretion of power.  The most famous formulation of the test stresses:

(1) the possession of monopoly power in the relevant market and (2) the willful acquisition or maintenance of that power as distinguished from growth or development as a consequence of a superior product, business acumen, or historic accident.

In general, this formulation is highly unsatisfactory because of the enormous weight that it attaches to the motivation of the antitrust defendant: United States v. Grinnell (1966); United States v. Aluminum Co. of America (1945).
 Virtually every firm that has a superior product will use business acumen to reap the highest possible reward for itself.  It takes extraordinary mental gymnastics to distinguish this proper desire to obtain a decisive competitive advantage from the illicit desire to obtain a monopoly dominance, especially when the same techniques can be pressed into the service of either end.  

Notwithstanding this conceptual breakdown, there is at least this silver-lining to the US antitrust experience: the lack of an explicit statutory command to chase after various unilateral practices has, in my view, placed a modest obstacle to the rapid expansion of antitrust liability.  The same modest interpretive strategy is not possible, however, with the language of Article 82 of the Treaty Establishing the European Community.  In one sense, it seems that Article 82 has less bite than Section 2 of the Sherman Act because it does not provide for criminal sanctions or cover attempted monopolization cases.  Unlike Section 2 of the Sherman Act, Article 82 makes explicit reference to a catalogue of practices that competition policy denies to dominant firms, and the dominant firms are explicitly singled out for special legal treatment.  Without question, the clear tenor of Article 82 is that it has an extensive role to play in the regulation of the economic affairs of ordinary business.  Yet at the same time it does not contain any precise or detailed statement of the different practices that are denied to the dominant firm (itself a term that is left undefined).  Instead the Article uses terms such as ‘unfair’ and ‘indirect’ to trigger liability.  Thus ‘directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions’ is illegal.  At this point there are both rule of law and substantive considerations that should be separately addressed.

The rule of law

The statutory language of Article 82 should make blush any person raised squarely within the classical liberal tradition.  One minimum condition for adherence to the rule of law requires the lawgiver to draw a clear and knowable line between conduct that is legal and illegal.  In saying this, I do not mean that it is the obligation of the basic code to make clear to individuals all the detailed rules that govern their conduct.  A prohibition that says ‘thou shalt not kill’ would be sufficient for the purpose of notice and guidance, even if it does not set out all the details appropriate to the distinction between murder and manslaughter, the law of self-defence or of insanity.  The primary object of that basic command is well understood, so that gaps can be filled in by the ordinary techniques of statutory construction to deal with such matters as provocation, self-defence or necessity.  But for the ordinary person, it is easy enough to steer clear of killing people so that they do not have to face, perhaps even once in their lifetime, hard decisions that put them at risk of criminal prosecution or civil liability. 

There is, moreover, good reason why in connection with the well-understood offences against the person or property all legal systems adopt some variation of the basic principle ‘ignorantia iuris non excuseat’ (ignorance of the law is no excuse).  The proposition is not typically implemented in order to encourage individuals to go out and study the civil code before venturing out into the world.  Rather it is done because we are collectively confident that individuals have so internalised these basic propositions that the legal system risks wholesale evasion of just laws by allowing anyone to plead ignorance as a defence, in each and every case, no less.  Injecting that issue would complicate criminal prosecution and civil liability, while leading to a high rate of false negatives—folks who escape punishment they richly deserve.


The same rule of law considerations, however, do not resonate in connection with this wide set of commercial practices because of the radical difference in the error rates.  It is regrettably true that a person who comes cold to Article 82 (or, in lesser degree Section 2 of the Sherman Act) has no idea of those practices that it proscribes.  The ignorance of the law in these cases is embedded and institutional, not personal, and at this point there is a real question of whether the statutory prohibitions, without more, satisfy the Lockean requirement that all individuals be judged by known and settled laws capable of coherent application.
 

In part, this difficulty is mitigated because the obligations in question are directed not toward ordinary citizens, who have little time, inclination or ability to master the statute books, but toward large corporations which can (at some cost) develop mechanisms that allow them to acquire the needed information.  But how?  They cannot glean the needed information from a close textual dissection of the statute.  So they often have to depend on the slow elaboration of the case law on the subject or, in the alternative, on administrative interpretations of the basic provisions that then receive the force of law.  

Unfortunately, both of these alternatives have serious problems.  The judicial process is erratic and slow, and business judgments often have to be made on marketing plans long before a relevant dispute now before the court reaches a final resolution.  Nor is it necessarily true that the judicial decision will clarify the underlying conceptual or evidentiary problems.  Long judicial decisions can be drafted as inartfully as the original statutory prohibition.  Multiple decisions can increase uncertainty rather than reducing it.  We are not using case law to figure out the subtle limitations on self-defence or consent needed to resolve hard but infrequent cases.  We are using it to develop the entire field of competition policy almost from scratch, and to evaluate the legality of decisions that are made by thousands of firms in countless contexts every day.

Yet administrative delegation is not a cure-all either.  The delegatee may well have an agenda to push the prohibition in a particular direction, so that it either guts the basic statutory command or, more commonly, imposes restrictions on ordinary business practices far more stringent than any contemplated in the original statute.  I do not know enough about EC institutions to document the direction of administrative drift in Europe.  My strong suspicion is that forces in Brussels have far greater affection for centralisation and standardisation than I do.  But on this score, the American law offers dramatic illustrations on how, with such critical statutes as the Endangered Species Act or the Title IX of the Civil Rights Act (dealing with intercollegiate sports), these extensions do take place.
  Yet the judicial response to administrative overreaching in most cases is uncertain.  Judges may decide to ‘defer’ to administrative expertise, which is often nonexistent, or the judge might share the substantive goals of the agency, even if those deviate from those of the original Congress.  

No matter what path we venture down, however, there is no acceptable legal fix that addresses rule-of-law concerns for statutes that start life without a clear sense of the paradigmatic wrongs that they address.  The prohibitions against price rigging meet that standard.  Mergers and acquisitions, which require administrative approval, are an intermediate case: it is easy to state the trade-off between greater efficiency and market concentration, but devilishly difficult to apply it, as is evident in the complex procedures for merger review in both the EC and the US.  But that difficulty has to be kept in perspective.  Mergers and acquisitions are rare events in the life of most corporations, so that the elaborate processes for their review in both the EC and the US do not have much impact on their day-to-day operations.  In contrast, the evaluation of the activities of a dominant firm are so numerous that they do not easily render themselves to extensive pre-approval review by administrative agencies.  To be sure, it is possible to set up institutions for review as part of consent decrees in individual cases.  Just such a procedure was, for example, set up in as part of the final settlement of the final US resolution in the Microsoft case, which adopted a neutral expert and technical committee with broad powers to oversee the activities of the company, which was sustained in the litigation challenging the decree.
  But this decree itself is a rarity in US jurisprudence.  Nor is it an unalloyed good.  As Microsoft struggles to gain its balance in a highly competitive world, this decree, even though skilfully drafted, necessarily places some limitation on the competitive flexibility of the regulated firm.  There is no possible way therefore to have any pre-approval process that governs the many major firms whose market position is substantial enough to attract the possible attraction of antitrust or competition authority.  Quite simply, virtually any marketing strategy counts as a unilateral practice that could be subject to examination, if not invalidation, as it is ground up in either Section 2 or Article 82 mill. What makes matters worse is that the rules that are invoked in these areas will often speak of ‘reasonable’ commercial practices, a formulation that gives only meagre guidance as to their legality.  Inescapably, the broad-scale effort to regulate unilateral practices by dominant firms is in sharp tension with traditional rule-of-law concerns. 

Fairness – or efficiency?

There is a second equally large difficulty with the approach that Article 82 uses to tame the world of unilateral practices.  The dominant impulse in all of these cases must be to identify those practices that deviate from some ideal conception of a competitive market in ways that generate systematic social loss.  But the text of Article 82 does not march the reader off in that direction.  Here are just a few of the specifics as to why the Article is a drafting nightmare.  The first reason is that the text is completely open-ended.  It begins with the undefined terms ‘abuse’ and ‘dominant position’ that insist upon the existence of various practices and firms that the Article then fails to define or identify.  One obvious first step is to develop an exhaustive list of abusive practices, but Article 82 does no such thing.  Rather, its key transitional phrase is that ‘such abuse may, in particular, consist in’ (emphasis added).  The only point that is clear from the words ‘may, in particular’ is that the list that follows is not exhaustive, but only representative.  In principle, without any kind of advance notice at all, additional practices could be described as abusive, letting loose a full range of civil and criminal sanctions in their wake.  Broad uncertainty is embedded in Article 82, without any information as to the paradigmatic cases to which it applies.

In principle that information could be gleaned from the list that follows.  But here again the language chosen is ill-suited to undertaking any efficiency-based critique of unilateral practices.  Just consider the first of the alleged abuses, namely, ‘directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions’.  The proposition opens up at least as many problems as it resolves.  Initially, it uses the term ‘unfair’ twice, first in connection with buying and selling, and second with respect to other trading conditions.  What is certain from this brief account is that the abusive position can be held either by a buyer or seller (or perhaps even both if they have dominant positions in their respective industries).  We learn second that the pattern of abuse is not only tied to price terms, but also extends to any other term of the contract. 

Note, however, the only clear features of Article 82 are those that expand its scope.  There is no similar clarity about the rules that govern this extensive terrain after it is staked out.  Thus we have no real definition of what the term ‘unfair’ means, which is a matter of immense concern because of the two diametrically opposed visions of the subject.  Within the libertarian tradition, the notion of transaction fairness has multiple connotations.  The first of these is that a transaction is ‘unfair’ if it is tainted by force or fraud.  In most cases of force and fraud, the question of competitive injury does not come to the fore.  But it takes only a little ingenuity to forge the necessary connection.  The party that fires guns at the customers of its business rivals is trying to create some kind of monopoly position, as is the firm that falsely disparages the quality of wares sold by a rival manufacturer.
  In these cases, the desired results for competition policy are achieved by the straightforward application of a traditional tort norm that guards against interference with advantageous relationships by use of illegal or improper means.  

Most instructively, the English courts during the nineteenth century were wary of going beyond this boundary line, and thus explicitly refused to find tortious efforts (which ultimately failed) for a group of firms to gain market share by ‘smashing’ rates by offering rebates to shippers on the China to England run.
  The stress here in good libertarian fashion was on ‘intimidation, obstruction, and molestation.’  Price competition was not covered.  In addition, it was clear that passing off and product disparagement could both be actionable, as both involve the use of misrepresentation that hurts the plaintiff.  With passing-off the plaintiff claims that its inferior goods are those of a competitor.  By that misrepresentation it hurts a consumer who pays a higher price for an inferior good.  Yet at the same time, that consumer has little incentive to sue, given the high cost of litigation relative to the paltry loss of potential gain in a single transaction.  The action given to the competitor for lost sales is an effective way to allow the party with the largest interest in the case to control the litigation.  Similarly, with product disparagement, the plaintiff claims that the defendant made the plaintiff’s product look worse than it was thereby diverting sales to other parties, including the defendant.  When there are more than two firms in the industry, this strategy will both hurt the plaintiff and give an unearned benefit to other firms that have committed no wrong.  Once again individual consumers are not likely to bring suit, so that a private action by the aggrieved competitor once again places the litigation in the hands of the party with the greatest interest in rectifying or enjoining the wrong.  None of these early common law rules depended on a close examination in light of the principles of competition, in light of modern theory.  But, as will be mentioned later, the economic instincts turn out to be quite sound, both for the legal actions that were granted and for those that were denied.

The second portion of the libertarian synthesis deals with the tort of ‘inducement of breach of contract,’ which covers those cases where a defendant with notice that some third party is in a contractual relationship induces a breach of that contract.  The term ‘breach’ is essential to the correct formulation of this tort.  Thus the rule applies where the plaintiff has a term contract with a third-party that the defendant wishes to break.  Historically, the first case of this sort involved the famous operatic star Johanna Wagner who was induced by one impresario to breach her contract for the season with a second.
  But as before this tort also must be closely circumscribed for otherwise it could shipwreck all competitive markets, by essentially denying one firm the opportunity to lure away the employees of the second at higher wages.  The subsequent growth of that tort has never been read to block this kind of conduct, even though it will protect, for example, a firm whose key employees possesses valuable trade secrets of use to a rival.  Even here the remedy is carefully circumscribed with respect to both the new employments that are covered and the relief that is made available. 

In a second sense, the term fairness refers to situations where persons in equal positions are entitled to equal treatment.  Yet this norm, which is more abstract in nature, is harder to apply.  It clearly works in connection with certain corporate transactions, where for example the corporation must pay uniform dividends to all shareholders of the same class of stock.  The entire purpose of the corporate regime is to make all shares equal in the eyes of the law in order (a) to facilitate a thick market for their sale, and (b) to reduce the discretion of the corporate board on disputes between shareholders.  Yet by the same token, it is far from clear that the duties of uniformity so appropriate to the corporate board should be applied to outsiders who want to purchase a controlling interest in the firm.  These parties are not bound by any fiduciary duty, and — the point is controversial — it may well make perfect sense for them to offer a substantial premium over market price for a limited fraction of company shares.  The acquisition strategies that involve differential payments make it difficult to transpose the norm of distributive fairness from situations in which a potential defendant owes a fiduciary duty to those where it does not.
  Even in the first context, moreover, there are often subtle differences in the position of the various individuals within a class that make positions of parity difficult to identify.  Figuring out what fraction of discrimination is driven by differences in the cost of providing services and the differences in levels of monopoly power is never easy.  Nor is it clear that the effort is worth the candle.  Where the discrimination depends on cost considerations, no new entry will drive price down unless it has some cost advantage.  But where the differential prices are meant to exploit some island of monopoly power, new entry will quickly dissipate the gain.  Yet there is little discussion, especially in connection with Article 82, about the effectiveness of this market response relative to a cumbersome legal remedy that tries to unpack the two different kinds of discrimination—one that responds to differences in the cost of service (good) and one which exploits monopoly position (bad)—and impose sanctions only on the wrong kind.  It is a lot easier to find medicines that separate good from bad cholesterol.   



Finally, there is a third use of the term ‘unfairness’ that is diametrically opposed to the first and in genuine tension with the second.  Within the common law framework the term ‘unfair’ is frequently used to describe actions that advance competition rather than thwart it, as with the torts of passing off and disparagement.  The inversion of this term started in rich profusion in the New Deal period when effective competition on price or terms was treated as unfair to competitors even if it produced a net gain to consumers.  Thus the codes of fair competition for the sale of meat and agricultural products were a staple of the period,
 as were the ‘unfair labor practices’ under the National Labor Relations Act of 1935 that fostered the growth of monopoly unions.  These and other elaborate statutory schemes moved the law in the exact opposite direction from the initial objectives of American antitrust law, as political actors alone decreed whether competition or monopoly was the ideal goal for some market segment.  

The point here is no passing fancy but a deep structural fear.  The now rejected European Constitution attempted to bridge the gap by announcing that it was for both ‘free and fair trade,’
 without pausing to ask how much weight should be put on each of these two incompatible notions.
  Since that time, The Treaty of Lisbon was signed on 13 December 2007.  It will go into effect once, and only, if it is ratified by all member states.  Most of its provisions have little to do with competition policy.  But it does contain one short protocol that adopts as one objective of the EC a desire that the ‘internal market’ be regulated by ‘a system ensuring that competition is not distorted,’
 which without further elaboration does little to resolve the rival pulls of fairness and freedom so evident in earlier failed effort to forge a new European Constitution.

This ongoing intellectual tension between free and fair trade will not be resolved once and for all, so great are the forces on both sides of the debate.  Without question, the larger philosophical disagreement will filter down from constitutional principle to competition policy, for neither the American antitrust law nor the EC competition law have any rule that blocks the ability of disappointed firms to challenge successful innovations by their competitors.  Before I examine how that challenge plays out in some particular contexts, it is useful to note that the ambivalence on this vital question is built in at the ground floor.  In the US, that tension was evident not only in the New Deal codes of fair competition, but also in the now abandoned effort at rate regulation for airlines under the Civil Aeronautics Board, and for surface competition under the Interstate Commerce Act.
  Yet rather than devote my attention to the past sins within the American framework, I shall direct my attention to two topics. The first considers the various defences that have been put forward to enforcement actions brought under Article 82 and the second examines some discrete cases that have tested its amorphous provisions.  

The official ambivalence within the EC

In order to lend focus to this inquiry into the defences of Article 82, I shall start with the remarks of Neelie Kroes in a speech that she gave at the Fordham Corporate Law Institute in September 2005.
  Kroes is a Dutch economist by training, and as the Member of the European Commission in charge of competition policy, she is now the top competition official within the EC.  The central lesson to draw from this speech is the extent to which she (and by implication, the EC Commission) can speak in a way that offers olive branches to both sides in the debate over unilateral practices, without exposing the latent tensions within such ecumenical pronouncements. As will become evident later, this transition helps explain her elation after the decision of the European Court of First Instance, which largely sustained the Commission’s findings against Microsoft,
 which I shall discuss briefly in due course.  Her initial remarks are somewhat soothing.  She disdains any ‘radical shift’ in EC policy, and adopts the commendable American saw — commendable for regulators, not businesses — that ‘if it ain’t broke, then don’t fix it’.  She is also cognizant of the limited resources available to enforcement agencies.  The initial tone seems in perfect conformity with the fundamental proposition of laissez-faire, which is to examine each proposal for an extension of government regulation into prices and terms under a presumption of error.  

But this manifestation of good feelings does not last, for in her short address her mood rapidly darkens when she turns her attention to the two threshold concepts under Article 82.  She recognizes that the question of market dominance is associated with ‘substantial market power,’ but she does not offer any workable test to decide whether a firm does or does not have that power.  She is right to say that a simple examination of market share does not solve the problem, because every firm operates in fear that some major technological innovation, often from some unanticipated quarter, will quickly drive that share down.  Potential competition from unidentified new entrants places subtle but real pressures on firms who know that others can enter in under the price umbrella if prices are set too high.  Accordingly, the shape of the market may depend on innovations that may come to light only after some enforcement action is begun but before it is concluded.  As long as these possibilities are live, any information about current and past market shares offers little guidance as to how to proceed.  Nonetheless, the current rules show little concern with these dynamic elements. Instead, a static model is used such that market shares of over 50 per cent have been regarded as presumptively dominant, even if lower shares from 25 to 50 percent are not.
  A Fortiori, it is clear that under EC law, market shares of over 75 percent are virtually certain to be treated as dominant.



One difficulty with this test is that it does not, without more pay attention to the structure of the remainder of the market.  The point does receive some attention in the Director General’s 2005 Discussion Paper on Article 82, issued shortly after that speech, where it is observed:

It is very likely that very high markets shares, which have been held for some time, indicate a dominant position.  This would be the case where an undertaking holds 50% or more of the market, provided that rivals hold a much smaller share of the market.
  

The Discussion rightly draws attention in the last clause to the importance of looking at the full state of the market. Wholly apart from the dynamic issues mentioned above, it does seem to matter, abstracting away from all hard questions of market definition,
 whether the dominant firm has to contend with only one firm or with a number of firms in its niche.  Clearly, the former configuration is more dangerous than the latter, for two firms will in general find it easier to collude.  The point is evident by the familiar Herfindahl index which measures concentration by taking the squares of the market shares of all the leading participants.
  With only two equal players, that index is equal to at least 0.25 (or 0.52 + 0.52).  But with three players, holding 50, 25 and 25 percent shares respectively, then index drops to .375 (or 0.52 + 0.252 + 0.252), a far higher number.  But the DG Discussion paper does not pursue these knotty issues apart from the further observation that market dominance is ‘more likely to be found in the market share range of 40% to 50% than below 40%.’ Again, the tests are framed in terms of likelihood and not hard lines.  Nor is there any effort in the DG Discussion paper to tie the finding of dominance to the Herfindahl index, or even to provide a general rule that does not turn on the facts of each particular case.  Its explanation for this shortfall is that market share is at most an imperfect measure of market power. 
  The point is true enough.  From a structural point of view this will not do: it is imperative to have some stronger sense of who counts as a dominant firm given the onerous obligations that attach to that status. In principle, this sensible concession should be reason to slow down the Commission Express.  But there is no sign that this has happened.

After Ms Kroes speaks about dominant position, she moves on to the question of abuse, which she associates primarily with ‘exclusionary abuses’.  On this point, the potential list of practices is long indeed: tie-ins, predation, bundling and rebates are the usual suspects.  I have already mentioned some of the reasons to tread warily in these areas, given the real risk that excessive legal enforcement could have dramatic anticompetitive consequences.  But nonetheless, there is no glimmer that the Ms Kroes is prepared to offer a clear demarcation between those instances of firm behaviour that are legal and those which are not.  The rule-of-law anxieties are not eased, but heightened, for the points of firm vulnerability are enormous because both price and non-price terms can be subject to Commission inquiry under Article 82.  The Commission’s powers start with the power of investigation, which allow it to seize papers and records of firms that it suspects of illegal practices, as happened just recently in Munich when the EC raided two large retailers, Germany's huge Media Markt-Saturn and British electrical goods retailer DSG, International Plc in order to acquire information that it could use against Intel in hearings in Brussels in which Intel will be charged with an abuse of its dominant position. In this instance the predation case charged Intel with an effort to reduce prices to drive Advanced Micro Devices out of business.
  Those raids could lead to heavy fines, injunctive relief, or perhaps even a call to break up the competitor.  For these kinds of remedies, especially in predation cases, the case for articulating a ‘bright-line’ rule on legality seems imperative, especially in the case of firms like Intel, which are sure to attract scrutiny as dominant firms.  The ideal rules for the on/off switch of liability are the double white lines drawn down the middle of a highway — once we see the lines, it is easier to stay within their boundaries.  The more continuous the distribution of good and bad outcomes, the harder it is to make sense of the entire enterprise.  Yet notwithstanding her initial cautionary remarks, Ms Kroes does not offer any such bright-line rules that provide the dominant firm (however defined) with a safe harbour against various forms of liability. 

On the price issue, which could easily prove decisive in the Intel/AMD dispute, the line between legality and illegality depends on whether a ‘high’ or ‘low’ price is charged for a given commodity, even though the distinction between these two states of the world is always blurry.  Thus the use of high rebates to selective customers is regarded as improper but low rebates are not.  The nub of the difficulty is that the EC competition policy insists upon some Archimedean price point, which in key cases could prove unattainable.  Let the  price be too high, and the business is inefficient because of the adverse impact that it has on consumers, but let it fall too low, it is also inefficient because of its adverse impact on rival producers.  There is thus a real risk that a firm that has proved successful in the marketplace can not win before the EC Commission: this entire enterprise requires some external determination of the costs that the dominant firm has in production, without making it clear whether it is average or marginal cost that is involved.  For agencies that are cost-constrained, it is a fair question whether it makes sense to invest resources in the full-scale investigation of pricing that takes into account ‘the overall situation’, which can be very complicated for large firms that compete in multiple markets simultaneously.  

The ambivalence does not stop here.  Once the dominant firm is identified, Ms Kroes notes that the firm is entitled to make an ‘efficiency defence’ under Article 82, but only under a stringent standard that requires the firm to prove that ‘the unilateral conduct should be indispensable to realise these efficiencies.’  Litigation under this standard is necessarily extensive, as it is necessary to sort out both the costs and benefits of various practices, not only for the dominant firm, but for all parties with whom it deals and competes.  These calculations, moreover, must be made over the short and long-term.  ‘Indispensable’ is one rigorous standard that doesn’t sound remotely like ‘if it ain’t broke, don’t fix it’.  It is amazing how the cautious attitude toward Article 82 found on the first page of a speech gives way to a frontal assault against select dominant firms on the third!

The overall issue does not become any clearer when the matter is cast in terms of overall economic theory.  Ms Kroes follows a familiar line when she insists that the ultimate test is said to ask whether the defendant’s practices amount to ‘competition on the merits,’ which in turn is said to occur ‘when an efficient competitor that does not have the benefits of a dominant position, is able to compete against the pricing conduct of the dominant company’.  The most obvious rejoinder to this test is to ask why we should bother with Article 82 at all.  It is quite clear that there is no competition on the merits when a firm engages in intimidation or molestation, or passing off.  But once those misdeeds are removed from the list, just what additional conduct should not count as competition on the merits?  The best test of whether the non-dominant firm can compete against the dominant firm is whether the non-dominant firm has competed against the dominant firm, which it can do by making advantages in marketing or securing technical improvements that the established firm does not possess.  I think that it is possible to make a strong argument that a single firm can use various practices in network industries or common carrier situations to take advantage of that monopoly power, which is in part why the initial claims against Microsoft, discussed infra, have strong credibility on the liability side of the issue.  Normally, common carrier cases are subject to direct regulation because of the inability of courts to set rates in such industries as railroads and electrical power.  But with Microsoft that institutional disability does not matter if everyone agrees that interconnection should be made at a zero price.  But once these important cases are put to one side, it is very hard to identify the particular terms or pricing strategies that don’t count as competition on the merits in non-network industries where the new entrants do not have to depend on the cooperation and hence the good graces of a dominant firm.    

The decision to use some independent test apart from survival to see whether competition is ‘sound’ or ‘distorting’ has this unfortunate effect on the analysis.  The non-dominant firm, however defined, is not subject to the restraints in of Article 82, so that it is free from restraints on the choice of business practices which bind its larger rivals.  In adopting its own business plan, that nondominant firm will not routinely or willingly adopt strategies on pricing, bundling, tie-ins, or rebates that make its operations inefficient.  The pressure to survive is a far more accurate filter on good and bad practices than the oversight of any board or commission in either the US or EC.  At this point, the use of practices by non-dominant firms offers a good market test of efficiency which appears to hold no appeal to the European Commission.  

Why then does it become improper for dominant firms to use these same practices?  The usual explanation is that these practices also have restrictive or exclusionary effects given the size of the dominant firm.  But even if these shadowy effects could be demonstrated (which is hard, to say the least) we know that any effort to rid the market-place of restrictions also has the inescapable by-product of ridding it of efficient practices.  This results in a kind of inverse unfair competition whereby the new entrant or smaller firm can use practices that are denied to its direct competitor, thereby removing basic parity from the marketplace. Yet under current EC law, the ‘distortion’ is said to come from the ability of all firms to use the same practices, not from the selective advantages conferred upon firms thought to be non-dominant.  It becomes therefore something of a mystery as to why the techniques that a small firm uses in its rise to dominance must be abandoned once that exalted state has been reached.  The overall efficiency gains that the ideal enforcement of Article 82 (or Section 2, to be fair) can achieve are therefore limited because we know that each and every application of sanctions knocks out only efficient practices with industry-wide appeal.

There is a second way in which the stress on dominant practices could influence the efficiency of economic markets.  It patent law it is well established that the law is willing to give a person exclusive rights to a particular invention in order to spur innovation.  The basic judgment here is that it is better to grant a monopoly — or more accurately, an exclusive right — in some new device today than to have no device at all.  The earlier innovation provides immediate gains that offset the increase in monopoly power.  Better it is to have a product and a monopoly than it is to have no product and no monopoly.  Nor need we worry about the long term implications the patent system so long as the exclusive right is correctly limited, the risk of economic monopoly can be properly constrained.  The limitation of patents is that it extends only to devices as opposed to entire fields — for example, the telegraph, as opposed to the exclusive right to transmit signals at a distance over wire.  It is for that reason that the United States Supreme Court struck down Samuel Morse’s 1840 patent claim covering exclusive use of ‘electromagnetism, however developed for marking or printing intelligible characters, signs, or letters, at any distances,’
 while allowing the narrower, but still enormously valuable patent claims for his particular device.  The patent forecloses imitative use of the device, not of the entire field of technology.  

That same attitude should carry over to dominant practices.  To take one example, in the US it has proved possible for Apple to market its new iPhone through an exclusive arrangement with Cingular for the exclusive marketing of its product, which is extensively touted on the Cingular website, in part for its innovation in visual voice mail.
  There can, and should be, all sorts of speculation as to whether this deal is good for either or both companies.   But I see no reason to impose a duty on Apple to take its iPhone and license it on similar deals with all other carriers.  The first objection here is generic.  If Apple must deal with all comers, then some public body must oversee the compulsory licensing arrangements that have to deal not only with price but also a whole range of technical issues, which may vary from carrier to carrier, and, of course from state to state within the US or nation to nation within the EC.  In general, I think that there are good reasons to fear compulsory licenses in many industries, especially pharmaceuticals, given the substantial risk of undercompensation.
  In addition, the denial of the exclusive arrangement could easily upset useful technological sharing agreements, for Cingular would be uneasy about passing on information to Apple which it now knows could be used by its other licensees.  And finally, the unwillingness to allow these exclusive arrangements should in expectation reduce the returns that Apple gains from its innovation, which, as in the patent context, should slow down the rate of its introduction.  

These exclusives have provoked to my knowledge no legal antitrust response in the US on the ground that Apple acquired iPhone through lawful actions and thus is entitle to market it in whatever form it sees fit.  The reaction to these proposed exclusives has been mixed in Europe, where as of December 2007 the German government was unable to prevent Apple from striking an exclusive arrangement with T-Mobile, even as, at least reckoning, the French government still imposes similar restrictions on dissemination within France.
  At this point the fact that economic losses are compounded by the threat of restrictive practices is likely have two effects.  The first of these is to slow down innovation world-wide by reducing the return to any invention, wherever developed, no matter what legal regime.  The second is to work an implicit wealth transfer whereby (in this instance) the French gain the benefits of the implicit subsidy necessarily borne everywhere else.  The application of EC (or US) rules therefore should not be thought of only as a matter of local concern in light of their systemic global effects.  The poor choice of administrative judgment in France inflicts its own sort of regulatory injury on everyone else, which is no less real because it is immune from legal sanction.  The extraterritorial effects of legal judgments, either good or bad, are at least as important as the extraterritorial effects of the standard practice of dominant firms.
The analysis of the behaviour of dominant firms, both under Section 2 of the Sherman Act and Article 82, only becomes harder to organise once the inquiry turns to the causation questions that are necessarily embedded in competition policy.  Quite simply, any claim that a particular practice ‘distorts’ the market place has a built-in causal component which is far more difficult than those used in personal injury or property damage cases, where harm is usually limited to the use of force or the creation of traps or other dangerous conditions.  Joint causation cases, always difficult, are usually infrequent in physical injury cases because it is not often that a person is hit ten or more bullets at the same time.  These physical limitations have no particular relevance in dealing with competition policy, so a more far-ranging inquiry becomes inescapable in virtually every case.  More concretely, once a non-dominant firm fails, its behaviour has to be dissected to determine if its demise or failure is attributable to its own faulty business judgment or technical acumen, or alternatively to the use of certain contractual provisions by the dominant firm.  The odds are that both these elements will have some role to play in the grand analysis, which then leaves the question of how best to measure their relative effects.  

On this issue, my own examination of consent decrees under Section 2 of the Sherman Act indicates that in most instances particular contractual provisions that the dominant firm uses usually have small overall effects on the final results in a particular case.
  For example, the 60-year campaign against the exclusive dealing provisions in the equipment leases of the United Shoe Company had little effect on its market share.
  One objectionable leasehold provision after another was stripped away, but the market position of the firm remained in large measure because customers probably preferred to have ‘end-to-end’ protection from a single supplier to whom they could turn in the event that anything went wrong.  The dominance of that firm only ended when the US, frustrated by the slow rate of progress of rival firms, broke up the company, leading to its demise, just as its domestic position was coming under pressure from the foreign shoe manufacturers that were entering the American market.
  Knocking down tariff barriers — a skill that is in short supply in the EC — turns out to be a far more effective remedy for major forms of abuse. 
The moral from this litigation is that firms that think their protections are indispensable have themselves overstated the value of restrictive practices, so that it is hard to fault the regulators for making the same mistake.  A prompt and unilateral surrender on all these points is clearly the preferred strategy because it makes it far more difficult for regulators or competitors to attribute the continued success of the dominant firm to illicit practices. 

A tale of two statutes

The overall theoretical concerns are the same for both the EC and the US, despite differences in terminology.  But it seems all too clear today that the EC enforcement under Article 82 proceeds at a much more vigorous clip than the analogous activity under Section 2 in the US.  In closing it is useful to give a few examples of the overall difference.  

Predation 

One of the exclusive practices that attracted Ms Kroes’s attention was predatory pricing, whereby the stated offence is to reduce prices below costs in an effort to drive out competitors in the hope of reaping monopoly profits when the competition vanishes.  Within the American framework, there is no current rule of per se legality with respect to predation claims, although that position has powerful intellectual support, 
 which relies on some mixture of short-run marginal cost and average variable cost.  I believe that it is for good reason that the US Supreme Court has taken a far more sceptical position than the EC Commission on this point in a line of cases that now stretches close to 25 years.
 

 I think that on this key point the US decisions are correct and that the EC worries far too much about predation.  The initial intuition is that claims by disappointed competitors are always suspect, for it is intrinsically difficult to distinguish between lawful and unlawful competition solely by looking at price levels, which—secret rebates to one side—are observable, in their relationship to cost, which most definitely is not observable.  That basic point is reinforced by noting the different challenges that face a monopolist or cartel that seeks to reap extra profits not by raising profits, but by lowering them.  Raising prices and cutting output gives an immediate gain which is worth having even if the cartel breaks down over time because of cheating.  It is therefore rational for firms to enter into these arrangements if they are able to escape legal detection, which they are often able to do.  It is for that reason that both the US and the EC have amnesty programs that waive, for example, the trebling of damages against the party that provides the state with evidence against its co-conspirators.
  Yet the situation is quite the opposite with predation.  Now the firm has to take a loss on each item that it sells below costs in order to drive its rivals from the market.  Worse still, the low prices have buyers flooding in, while rival sellers can often sit on the side lines (or even become purchasers for later resale), pushing the predator’s short term loss still higher.  The ability to knock out old competitors in the short run is dubious, as is the ability to capture monopoly gains in the long run.  Once prices rise above competitive levels, the older sellers will come off the sidelines, or new sellers will enter the market.  In the absence of any regulatory restraint against renewed competition, it is hard to see how any  consumers who gain mightily in the short run will suffer from predatory strategies in the long run.  

Nor, I might add, is it clear how to draw in practice the line between price cutting that is too aggressive and that which is just right.  Even the Commission’s present standards should not generate liability for firms that consciously calculate their price cuts in ways that are sustainable over the long run, wholly without regard to the response of the targeted competitors.  It seems highly likely that the difference in pricing decisions under this standard and one that seeks to crush rivals in the short-run are likely to prove rather small to matter in practice.  The near-per se rule on legality thus allows firms to compete aggressively (which Ms Kroes rightly approves) without being falsely tagged with groundless charges of predation.  A virtual per se rule of legality looks even better.  The US cases have not formally gone that far, but there is no recent successful predation case under the US laws.  The strong presumption operates close to a per se rule on the ground.

As noted, the legal position under Article 82 takes a rather different turn now that predation is regarded as a form of exclusionary conduct that attracts special attention from the European Commission.  Within the EC, the criticisms of Areeda/Turner tend to stress that the test allows too much freedom of the firm in making its decisions, not too little.
  Accordingly, its reception to predation claims (as evidenced by the recent raids in connection with the Intel/AMD dispute), tends to see real danger in pricing below average variable cost, which accordingly prompts aggressive Commission intervention.
  
 Ms Kroes does not detail how the EC operates in these predation cases in her short speech, but some sense of the inexorable expansion of Article 82 is found in the Economic Advisory Group for Competition Policy (EAGCP) report titled ‘An Economic Approach to Article 82’.
  The report mirrors the ambivalence in the Kroes speech, first by noting the presumption in favour of non-intervention, only to promptly insist that all these cases should be governed by a ‘rule of reason’ that rejects the approach of virtual per se legality that largely characterises the modern US case law.  From here it is only a short step to erode the requirement of market dominance by holding that ‘an anti-competitive effect is what really matters and is already proof of dominance’,
 without making clear how to draw the line between legitimate and illegitimate pricing practices.  At this point, we are told that there is a bifurcation of the burden of proof where the ‘Competition authorities have to show the presence of significant anti-competitive harm, while the dominant firm should bear the burden of establishing credible efficiency arguments’.
  How the two are distinguished is not clearly explained.    

The upshot is that it is now fair game to use the basic theory of predation to examine ‘selective rebates’, which could of course be meeting competition in certain geographical markets, or indeed simply charging ‘more attractive prices or, more generally, offer[ing] better conditions to these customers’.
  At this point the full range of loyalty and fidelity rebates become suspect as well.  The initial presumption in favour of open markets becomes the opposite:  an open season on aggressive forms of market regulation.  Official statements of principle are so pliable that it is impossible to tell before the axe falls whether a dominant firm practice is protected by the general presumption in favour of free competition or upset by the equally robust willingness to ferret out all forms of predation.  

Yet from a social point of view, it is hard to see what all the fuss is about.  All the practices that are suspect under Article 82 have positive and negative effects for different firms over different time periods.  Even if the administration of this system were costless and unerring, it is at best an open question whether the market-place works more smoothly with all these legal protections against ostensible distortions than without them.  But no system is costless and error-free, especially in matters as unbounded as competition cases.  Therefore, the right question to ask is whether the enforcement activities of the European Commission produce gains in excess of the high administrative and error costs of their implementation.  If the first question is (at best) in equipoise, then the answer to the second question is a no-brainer.  No one has, and no one can, demonstrate the clear social gains from chasing after unilateral practices under Article 82.

The Microsoft litigation

The dangers of the aggressive position are apparent in the long-standing struggle that ended when Microsoft decided not to appeal the adverse judgment of the CFI entered in September 2007.  The saga did not begin with that case but started far earlier in both the US and EC.  It is interesting to contrast the litigation in both settings over the same issues. 
Let me start with the American experience.  The opening salvo was filed in 1993 when the Clinton Justice Department filed its initial complaint against Microsoft in the United States under section 2 of the Sherman Act.  I think there is a strong argument that liability was proper in that case, on the ground that Microsoft should be treated as though it operated an essential facility in a network industry, which should therefore be subject to common carrier obligations of non-discriminatory treatment. Epstein (2007, 74-111).  

Microsoft in my view made a major mistake by relying in the early stages of litigation on its strong autonomy arguments that rested on the assumption that because it had the exclusive ownership of its system it therefore enjoyed an absolute right to determine how to configure it and whom to issue licences for its use.  That assertion gives it too much power in a network industry where competitive solutions are not attainable, given the need for extensive linkages and cooperation between supposed competitors.  The situation is not made any easier because there are enormous efficiency advantages to having a single operating system, which sets a uniform standard for all players.  Given the network status, the traditional rules of common carriers require it to allow hook-ups for all competitors, actual or potential, in those designated complementary markets.  The upshot is that the antitrust laws could operate to require the firm to make interconnections with other firms whose applications could only run on the Microsoft platform.  

The US litigation on this case veered from pillar to post.  In the early stages, Microsoft won an important victory when it prevailed on its claim that it was entitled to develop an ‘integrated’ product that incorporated its web browser into the basic design.
  But as the litigation progressed, seemed possible at one point that Judge Thomas Penfield Jackson, the district court judge was going to succeed in implementing his plan to break the firm into two separate components, one that controlled the operating system and the other which controlled applications — which would have done nothing to address the interconnection question.
  But the matter quickly passed out of Judge Jackson’s hands.  The appellate court for the District of Columbia first rejected the break up remedy,
 and then it took the extraordinary step of removing Judge Jackson from the case on grounds of bias.  

On remand, the case was assigned to a new district court judge, Colleen Kollar-Kotelly.  Judge Kollar-Kotelly fashioned a sensible remedy that required the firm to allow interconnections on non-discriminatory
 terms, which was sustained on appeal against various legal attacks.
  One subordinate piece of that decision required Microsoft to share its trade secrets with its competitors, but also required other firms to keep that information confidential and to use it solely for the purpose of implementing the connections.
  The overall effect of that decree has been modest, at best, in large measure because the interconnection problem is not very difficult to overcome, given that rival and compatible web browsers can be downloaded from the internet.  There is some evidence that the overall market has not moved on areas that were subject to the earlier decree, which suggests that Microsoft’s product has an efficiency advantage over its rivals, just as happened in the United Shoe Machinery case discussed above.  The initial five year period of 2002 consent decree expired in November 2007, and as of yet there is no indication that Judge Kollar-Kotelly will see to extend it further under the narrow provisions that permit its extension under the narrow provisions of the decree that allow for that to happen.  Microsoft has not committed any actions that could be construed as a systematic or material breach of the decree.  The issue therefore is now in a state of relative quiescence on the US side.
The question of market dominance has received a very different spin in the EC.  Here the Commission began its investigation of Microsoft in 1998  in response to a complaint of another American Company, Sun Microsystems.
 The gist of the complaint was that Microsoft had refused to disclose key protocols on the interfaces between the Microsoft operating that would allow Sun and other competitors to create ‘workgroup’ systems that could interact with Microsoft’s desktop and operating systems.  With a 95 percent share in the server market, Microsoft could not well claim that it did not have a dominant position of the market.  That claim was sustained in 2004 when the EC Commission imposed a fine in excess of 497 million Euros for the abuse of its dominant position, and ordered the company to make available the key information to its competitors.
  The charges that sustained the complaint were that Microsoft had been guilty of ‘stifling innovation in the impacted market and of diminishing consumers’ choices by locking them into a homogenous Microsoft solution.’
  The remedy ordered interoperability.  There was, however, virtually no discussion of what innovations had been thwarted, which seems like a serious omission in light of the huge amount of new software that had been built by outside firms under Microsoft licences.  Clearly, the company had some strong incentive to share its codes with other firms under various confidentiality agreements.  The question that was never addressed was how further decrees on interoperability would improve the situation 

The gaps in the Commission’s case were equally evident after Microsoft took its case to the Court of First Instance, where the liability finding was affirmed.  On the remedial side two issues were critical.  The first was the extent to which ‘interoperability’ standards that sufficed in the US decree, so that further actions were required, particularly in connection with the sharing of trade secrets that related to the operation of the Microsoft systems were applicable.  The second dealt with the question of the bundling of Microsoft’s Windows Media Player.

On the first of these questions, the CFI judgment of 17 September 2007 is a model of obscurity that takes over 100 pages without giving any clear explanation as to what forms of disclosure should be required and why.  In dealing with these issues all that is clear is that the definition of interoperability that commended itself to Judge Kollar-Kotelly was regarded as too narrow by the CFI.  Yet exactly how and why it should be broadened was not clarified.  It does not seem that other software and computer companies complained that their products could be downloaded to function on Microsoft’s operating system, which is what interoperability should require.  There is no question that the Kollar-Kotelly decree would allow, for example, rival suppliers of web browsers or word processing programs to challenge the question of whether they could interoperate on the Microsoft platform, and specific grievances of that sort could and should be worked with a framework pattern on the Kollar-Kotelly judgment.

 The CFI did not adopt that line.  And much of its verbal effort was to reassure its readership that its rulings would not allow Microsoft’s competitors to ‘clone’
 or create a ‘plug replacement.’
  Nonetheless, it seems as if the CFI backed the Commission insofar as it held that 

in order to be able to be viably marketed, non-Windows work group server operating systems must be capable of participation in the Windows Domain architecture — which consists of ‘architecture’ of both client/server and server/server interconnections and interactions closely interlinked – on an equal footing with Windows work group server operating systems.  That means, in particular, that a server running a non-Microsoft work group server operating system is able to act as domain controller within a Windows domain using Active Directory, and consequently, is capable of participating in the multimaster replication mechanism with the other domain controllers.

In light of this pronouncement, it seems — where the precaution is not one of false modesty, but genuine confusion — therefore that interoperability does not mean just the ability to run one’s programs on the Microsoft system. Rather it seems as though any competitor should be able to get enough information to substitute its own equipment for any portion of the basic Microsoft operating system so that it can market a composite operating system at its own discretion.  Obviously, the only way that these substitutions can be made is to know the guts of the system well enough to facilitate the replacements in question, which means goes a long way toward building a rival operating system on the backs of Microsoft’s hard labour.  

The informational demands for this form of selective substitution is far greater than those for the interconnections that are contemplated under the US consent decree, which helps explain why the CFI had to take the additional step of insisting that the forced disclosure of Microsoft trade secrets is acceptable in the course of fashioning a remedy to an Article 82 claim.  It reached this conclusion the ground that the protection that trade secrets receive under national law is less than that which is normally accorded to patents and to copyrights.
  The point is correct in one sense, in that the law of trade secrets does not prevent the independent discovery of the same device or even, in most instances, the reverse engineering of a particular product to determine the content of any given trade secrets.  But I am aware of no law that says that just because one party may acquire a trade secret in either of these two ways, it follow that the Commission can order a company to surrender its trade secrets to its competitors with
 compensation, which seems the clear  purport of the CFI’s position. 

It is very hard to resist the conclusion that the CFI has forgotten the difference between competition and subsidy.  In its zeal to strike at Microsoft for its dominant practices, it has not given any reason why the emergence of multiple modifications of the Microsoft server will result in any efficiency gain, let alone those on the scale of allowing interconnections in the style of the American courts.  Yet at the same time, it has created a real economic inefficiency by essentially ordered the cross subsidy of new competitors who can share in Microsoft’s technology without paying any compensation for what they have received.  It is hard to conceive of any action that is more anticompetitive than the subsidies that the CFI has ordered. 

The second portion of the 17 September judgement is in my view more bizarre than the first.  In it the CFI upheld the position of the Commission that Microsoft had engaged in an abuse of its dominant position insofar as it refused to market a version of its operating system without its Windows Media Player.  The apparent abuse in this situation was the failure to offer less for more.  The argument in this case was that the insistence to put the WMP on the basic system meant that neither original equipment manufacturers (OEMs) nor consumers could choose to have just some other system.  The effective demand for this product has been, according Microsoft, less than one sale in 10,000,
 which suggests that there is little demand for the additional choice that the Commission requires.  Nonetheless, the CFI insists that its broad definition of coercion covers the case, even if Microsoft does not charge any more for the inclusion of WMP.
  There is then this irony.  The first portion of the CFI judgment is massively coercive, but its later portion reads more like an irritant than a constructive engagement with any of the issues of market power.  As a matter of economic principle, the cross-currents in this case make it very difficult to see any clear social gains that come from the heavy sanctions that the Commission has imposed on Microsoft.  Nonetheless, Ms Kroes has again read the decision for more than it is worth, proclaiming “Having worked in business for many years, I know the pernicious effects that the illegitimate actions of a dominant company can have. For start-ups, venture capital dries up as investors look for opportunities elsewhere, out of the grip of the monopolist.”
  In light of the huge level of activity that takes place with respect to various applications and programmes, it is hard to credit this statement on its face, and notable, that nothing whatsoever in the long and convoluted judgment of the CFI once addressed empirical evidence on this point.  
In conclusion, it is hard to resist the conclusion that the jurisprudence that has developed under Article 82 is both more intrusive and more mischievous than the US case law under Section 2 of the Sherman Act.  The question is why then does the Commission and the CFI show such a determination to engage in decisions that are far more likely to hurt the cause of innovation and competition than to abandon it?  That answer is hard to come by.  One possible explanation is that there is an implicit willingness to aggressively apply Article 82 against US firms, since these are far more likely to have a dominant position than firms that are located in the EC.  But it is clear that other of the Commission’s misguided decisions have not involved US firms at all, so that it may well be that the a large part of the truth lies in the operation that the EC is by a more corporatist and less individualist mindset than US courts.  Ideas, both good and bad, do matter in the way in which they shape the intellectual orientation to particular debates.  All this speculation, however, has to wait for another day.  The simple and stark conclusion here is that the aggressive condemnation of unilateral practices by dominant firms has, especially in the EC, created far more harm than good.  Score one more intellectual victory — and practical defeat — for the defenders of limited government in the classical liberal tradition.
Appendix

United Kingdom Competition Act of 1998, Chapter II, § 18, ‘Abuse of Dominant Position’:

1. Subject to section 19, any conduct on the part of one or more undertakings which amounts to the abuse of a dominant position in a market is prohibited if it may affect trade within the United Kingdom.

2. Conduct may, in particular, constitute such an abuse if it consists in- 
(a) directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions;

(b) limiting production, markets or technical development to the prejudice of consumers;

(c) applying dissimilar conditions to equivalent transactions with other trading parties, thereby placing them at a competitive disadvantage;

(d) making the conclusion of contracts subject to acceptance by the other parties of supplementary obligations which, by their nature or according to commercial usage, have no connection with the subject of such contracts.

The Sherman Act, 15 U.S.C. §§ 1-2 (2006):

Section 1. Trusts, etc., in restraint of trade illegal; penalty

Every contract, combination in the form of trust or otherwise, or conspiracy, in restraint of trade or commerce among the several States, or with foreign nations, is declared to be illegal. Every person who shall make any contract or engage in any combination or conspiracy hereby declared to be illegal shall be deemed guilty of a felony, and, on conviction thereof, shall be punished by fine not exceeding $10,000,000 if a corporation, or, if any other person, $350,000, or by imprisonment not exceeding three years, or by both said punishments, in the discretion of the court.

Section 2. Monopolization; penalty

Every person who shall monopolize, or attempt to monopolize, or combine or conspire with any other 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, and, on conviction thereof, shall be punished by fine not exceeding $10,000,000 if a corporation, or, if any other person, $350,000, or by imprisonment not exceeding three years, or by both said punishments, in the discretion of the court.

Clayton Act §,7 15 U.S.C. § 18

Acquisition by one corporation of stock of another 

No person engaged in commerce or in any activity affecting commerce shall acquire, directly or indirectly, the whole or any part of the stock or other share capital and no person subject to the jurisdiction of the Federal Trade Commission shall acquire the whole or any part of the assets of another person engaged also in commerce or in any activity affecting commerce, where in any line of commerce or in any activity affecting commerce in any section of the country, the effect of such acquisition may be substantially to lessen competition, or to tend to create a monopoly.

No person shall acquire, directly or indirectly, the whole or any part of the stock or other share capital and no person subject to the jurisdiction of the Federal Trade Commission shall acquire the whole or any part of the assets of one or more persons engaged in commerce or in any activity affecting commerce, where in any line of commerce or in any activity affecting commerce in any section of the country, the effect of such acquisition, of such stocks or assets, or of the use of such stock by the voting or granting of proxies or otherwise, may be substantially to lessen competition, or to tend to create a monopoly.

Article 81 of the Treaty Establishing the European Community (Nice consolidated version) (ex Article 85):

1. The following shall be prohibited as incompatible with the common market: all agreements between undertakings, decisions by associations of undertakings and concerted practices which may affect trade between Member States and which have as their object or effect the prevention, restriction or distortion of competition within the common market, and in particular those which:

(a) directly or indirectly fix purchase or selling prices or any other trading conditions;

(b) limit or control production, markets, technical development, or investment;

(c) share markets or sources of supply;

(d) apply dissimilar conditions to equivalent transactions with other trading parties, thereby placing them at a competitive disadvantage;

(e) make the conclusion of contracts subject to acceptance by the other parties of supplementary obligations which, by their nature or according to commercial usage, have no connection with the subject of such contracts.

2. Any agreements or decisions prohibited pursuant to this Article shall be automatically void.

3. The provisions of paragraph 1 may, however, be declared inapplicable in the case of:

- any agreement or category of agreements between undertakings,

- any decision or category of decisions by associations of undertakings,

- any concerted practice or category of concerted practices, which contributes to improving the production or distribution of goods or to promoting technical or economic progress, while allowing consumers a fair share of the resulting benefit, and which does not:

(a) impose on the undertakings concerned restrictions which are not indispensable to the attainment of these objectives;

(b) afford such undertakings the possibility of eliminating competition in respect of a substantial part of the products in question.

Article 82 of the Treaty Establishing the European Community (Nice consolidated version) (ex Article 86):

Any abuse by one or more undertakings of a dominant position within the common market or in a substantial part of it shall be prohibited as incompatible with the common market in so far as it may affect trade between Member States.

Such abuse may, in particular, consist in:

(a) directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions;

(b) limiting production, markets or technical development to the prejudice of consumers;

(c) applying dissimilar conditions to equivalent transactions with other trading parties, thereby placing them at a competitive disadvantage;

(d) making the conclusion of contracts subject to acceptance by the other parties of supplementary obligations which, by their nature or according to commercial usage, have no connection with the subject of such contracts.

Nor is this palpable error in judgment a matter solely for adjudicated cases.  Any rule of law that confers a threat position on a private party will influence behaviour long before litigation begins.  One striking illustration of this problem is the recent contretemps (unresolved as of this moment) between Adobe and Microsoft with respect to Microsoft’s ability to add a ‘save as PDF’ feature to its new Vista Office program.  In addition, a similar issue has arisen in connection with Microsoft’s ability to add its own new ‘save as XPS’ (short for XML paper specification) functionality to its form.  At first glance, there is something very puzzling about the entire dispute.  Why should Adobe have the power to suggest that Microsoft not put its own new functionality in its own office suite?  The situation with the Adobe PDF is a bit more complicated in that Adobe owns this program.  Yet at the same time Adobe has taken extensive steps to ensure that the PDF capability is open format, so that it is freely available to all customers of Microsoft’s competitors such as OpenOffice, WordPerfect Office and Apple.

Nonetheless, Microsoft decided not to install either feature in its new Vista Suite, but it balked at yielding to Adobe’s demands that these two capabilities be made available to its customers only at an (undetermined) fee, when its competitors, anxious for aftermarket business, provide the same function for free.  The threat by Adobe to pursue its grievances against Microsoft in Europe is a form of political arbitrage, which vividly highlights the difference between Section 2 and Article 82.  The Microsoft position is perfectly consistent with the earlier Department of Justice Consent Decree, which stressed that the operating system be made inter-operable with applications from rival providers.  That prohibition is hardly violated when Microsoft offers to install the ‘save as PDF feature’ as an installation in Vista.

� Richard Epstein has consulted extensively on the issues in this chapter for Microsoft and Visa and has recently published a book underwritten by Microsoft on the history of consent decrees. Epstein, R.A. (2007), Antitrust consent decrees in theory and practice: Why less is more, American Enterprise Institute, Washington, D.C.  Many of these controversial decrees flow out of section 2 charges brought by the United States against large corporations on theories of market dominance; however, the views expressed are entirely his own.  He should also like to thank Corina Wilder Davis, University of Chicago, Class of 2008 and Ramtin Teheri, Class of 2009, for their usual excellent research assistance.”
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