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Section 1 

Key Acts, Cases, and Concepts in American 
Antitrust History 

The following brief review of key acts and cases in American antitrust history as well as the 
legal theories they spawned may help introduce readers to the twisted, contradictory, and utterly 
unjust morass that is antitrust. 

Sherman Act (1890): Section 1: Forbade all behavior "in restraint of trade." It was interpreted to 
prohibit price fixing, price discrimination, and cooperation with competitors. It had the 
unintended consequence of creating greater incentives for firms to merge, since the act blocked 
firms' abilities to cooperate with their competitors. 

Section 2: Prohibited "monopolizing behavior," even if such behavior was unsuccessful. The 
meaning of "monopolizing behavior" is ambiguous, as businesses always try to undercut their 
competitors by offering better products and services at more attractive prices. The act did not 
specify the behaviors which qualified as "monopolizing." 

Rule of Reason vs. Per Se Rule: First introduced in the 1911 Standard Oil Case, the Rule of 
Reason stated that only "unreasonable" attempts to monopolize violated the Sherman Act and 
left it up to the judges to figure out which particular business activities qualified as unreasonable. 
This has led to interpretation of antitrust laws to be unpredictable and subject to the changing 
fashions of the day, as both the standard for what is "reasonable" and the precedents referred to 
by judges changed dramatically over the subsequent decades. The Rule of Reason failed to set up 
clear rules of the game and thus made it impossible for firms to know in advance whether their 
behaviors constituted a violation of antitrust laws. 

An action is illegal per se if there is no acceptable legal justification for undertaking the action. 
A few types of price discrimination under the Robinson-Patman Act cannot be justified as being 
"reasonable" restraints of trade and do not come under the Rule of Reason; they are illegal in all 
circumstances. 

Clayton Act (1914): Section 2: Explicitly forbade price discrimination which substantially 
lessened competition or created a monopoly - but allowed certain loopholes, such as price 
discrimination based on quantity sold, different costs of transportation, or the effort to meet the 
prices of competitors in particular markets. 

Section 3: Forbade tying contracts (having to buy good X to obtain good Y) and exclusive 
dealing arrangements (which forced a buyer to purchase its entire supply of a commodity from 
one seller). 
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Section 7: Meant to restrict horizontal mergers - firms merging with direct competitors. Section 7 
forbade companies from acquiring the stock of competitors when such acquisition would lessen 
competition and restrain trade. Limited to horizontal mergers with direct competitors - but 
horizontal mergers increased after the passage of the act, because firms could simply acquire 
competitors' assets instead of their stocks. 

Section 8: Forbade interlocking directorates between any two competing corporations. 

Federal Trade Commission Act (1914): Established the Federal Trade Commission, an 
independent antitrust agency, to enforce the Clayton Act. Section 5: Commission is empowered 
regulate commerce to prevent "unfair methods of competition"-- an extremely broad mandate 
potentially encompassing any business practice. This does not explain to whom the methods of 
competition must be unfair - to the consumer or to other competitors, for consumers often benefit 
when competitors are at each other's throats. The Department of Justice and the FTC split up 
antitrust enforcement among themselves. 

Robinson-Patman Act (1936): Amended Section 2 of the Clayton Act - motivated by the 
perfect competition model, this act protected competitors rather than competition and ended up 
reducing competition in practice. This act has been used in cases where price discrimination 
injured even one competitor, even if the price discrimination actually increased competition 
overall. The act allowed certain kinds of price discrimination only if competitors showed "good 
faith effort to meet the competition." It also made certain kinds of price discrimination illegal per 
se. Section 2(c) forbade payment of any brokerage commission except for services actually 
rendered by an independent broker. Section 2(d) forbade suppliers from paying their buyers for 
promotional services, Section 2(e) forbade the supplier from providing promotional services to 
any buyer unless these services are made available to all buyers on "proportionally equal terms." 

Celler-Kefauver Act (1950): The Celler-Kefauver Act amended Section 7 of the Clayton Act to 
forbid all mergers "in restraint of trade" - including mergers through the acquisition of the assets 
of another corporation. Furthermore, the Act extended Section 7 to apply to all mergers rather 
than only mergers between direct competitors. 

Antitrust Penalties vs. Remedies: In criminal cases, penalties include fines of up to $10 million 
company fine per violation (as of 1992) and $1 million individual fine per violation, as well as a 
maximum of 10 years in jail per violation. The FTC has the power to impose a daily fine of 
$10,000 for refusal to abide by an FTC order. For privately initiated lawsuits, the damages can 
be trebled. In civil cases, only remedies can be imposed. Remedies include conduct or structural 
changes. Injunctions can be issued to forbid certain kinds of conduct, such as price 
discrimination or tying; these injunctions change future behavior without penalizing the 
defendant for past behavior. Structural remedies include breaking up the company, divestiture, 
dissolution, and divorcement - used most commonly in merger cases. 

Source: Don E. Waldman and Elizabeth J. Jensen. Industrial Organization: Theory and 
Practice. Third Edition. Pearson Education. 2007. 
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Standard Oil Case (1911): By 1895, Standard Oil had a 90% market share in the oil refining 
business and seemingly engaged in behavior that aimed at maintaining control over the US oil 
refining business. Standard Oil acquired over 100 competitors, suppliers, and retailers through 
merger, controlled the major oil pipelines, and obtained freight rebates from railroads on its own 
and on its competitors' shipments. Many thought that Standard Oil would become a monopolist, 
but the price of oil declined about tenfold from 1895 to 1911, and consumers were benefited by 
Standard Oil's activity. But the Supreme Court ruled unanimously against Standard Oil, deciding 
that it did not matter whether Standard Oil was a monopoly; the problem was its intent to 
monopolize. This case set a precedent on what "monopolizing behavior" meant. Being a 
monopoly was not illegal, but actively attempting to monopolize and gain monopoly power was. 
"The noun is legal, the verb is illegal." It did not matter that Standard Oil's market share had 
declined substantially during the time over which the proceedings took place - unsuccessful 
attempts to monopolize were also illegal under the Sherman Act. The Rule of Reason was 
applied to monopolizing behavior - which had to be proven "unreasonable" to be illegal. 

US Steel Case (1920): Judge Elbert Gary, the head of US Steel, would hold the "Gary dinners," 
at which he invited competitors with the purpose of fixing and stabilizing prices. The Sherman 
Act was supposed to punish precisely this kind of collusion to fix prices, but the Supreme Court 
acquitted US Steel and decided that US Steel was not engaging in monopolizing behavior, 
because if US Steel was a monopoly, it would not need to hold these dinners and attempt to 
persuade its competitors. The need to conspire with competitors to fix prices meant that US Steel 
did not have monopoly power. But US Steel was by far the dominant firm on the market and 
could have aggressively gone after its competitors. Between 1920 and 1945, this precedent 
protected dominant firms that refrained from predatory actions from Section 2 attack. 

ALCOA Case (1945): ALCOA was charged with monopolizing the aluminum ingot market - 
case was decided by Judge Learned Hand of the New York Court of Appeals. The primary ingot 
market was defined by Hand to be the relevant market in this case, even though the secondary 
ingot market - the market for aluminum from scrap metal - also existed. ALCOA controlled over 
90% of the primary ingot market, but only 33% of the market defined to include secondary ingot. 
Hand ruled that because ALCOA produced virtually all primary aluminum, it indirectly 
controlled the secondary ingot market. So the primary market was the relevant one, and ALCOA 
was a monopoly. Hand admitted that there was no evidence of forceful behavior to achieve 
monopoly status and that ALCOA behaved well in its position and did not restrain trade. But 
Hand also ruled that it is enough to show that the firm has a monopoly to break the law - which 
was a major departure from the Standard Oil Case precedent. Hand argued that ALCOA was not 
a firm that had its monopoly position thrust upon it. Rather, ALCOA took active measures by 
pursuing every new opportunity as it came and taking advantage of its patents, high barriers to 
entry, and vertical integration - so ALCOA was guilty under Section 2 of the Sherman Act. This 
radically departed from both the Standard Oil and the US Steel precedents. 

United Shoe Machinery Case (1954): United Shoe Machinery was another example of a 
dominant firm that did not charge high prices, had normal profits, reliable products, low costs, 
but was found guilty. The Department of Justice charged that USM's market power resulted from 
an illegal long-term leasing policy. The Supreme Court took issue with the fact that United 
refused to sell its machines but instead leased them for a minimum of ten years, thus creating 
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potential problems for entrants and eliminating the possibility of a secondhand market forming. 
But in the ALCOA case, the existence of a secondhand market did not matter - another instance 
of conflicting antitrust rulings. 

Sources 

Don E. Waldman and Elizabeth J. Jensen. Industrial Organization: Theory and Practice. Third 
Edition. Pearson Education. 2007. 

Pongracic, Ivan. Lecture on Industrial Organization. Hillsdale College. Hillsdale, MI. August - 
September, 2007. 

All lecture material is used with explicit permission. 
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Section 2 

Concepts in Industrial Organization: Price 
Discrimination 

Price discrimination occurs when a seller charges different consumers different prices for the 
same product supplied at the same cost or when consumers are charged the same price, although 
the costs of supplying the good are different for each consumer. Price discrimination exists when 
prices different consumers pay are not proportional to the costs the seller incurs in delivering a 
given product to the consumers. 

Price discrimination is only possible to conduct for a firm that has some kind of market power. 
Market power exists if a firm can increase the price it charges without losing all of its sales. A 
perfectly competitive firm cannot engage in price discrimination. 

Effective price discrimination requires the ability to separate consumers into different groups, 
each with a different price elasticity of demand. Price discrimination also requires the ability to 
prevent transfers of the good from one group to another - or else the group that is charged a 
lower price will engage in pure arbitrage and sell the product to the group that is charged a 
higher price. 

Price discrimination can improve efficiency, but only compared to a monopoly or oligopoly 
situation; it cannot improve efficiency compared to a perfectly competitive situation. 

There are 3 types of price discrimination: 1st-degree, 2nd-degree, and 3rd-degree price 
discrimination. 

1st-degree price discrimination is the rarest and is virtually impossible to achieve in its entirety. 
It is also known as "perfect" discrimination. Under 1st-degree price discrimination, sellers can 
charge each consumer his reservation price - the maximum price he is willing to pay for a unit of 
the good. There is no real-world situation that wholly fits this scenario, but haggling is an 
example of an attempt to get at first-degree price discrimination. Sellers will try to discover 
consumers' reservation prices, and consumers will attempt to hide their reservation prices from 
sellers and pretend that their reservation prices are lower than is in fact the case. 

2nd-degree price discrimination occurs when sellers know that buyers have different elasticities 
of demand but are unable to separate those elasticities. Thus, the sellers will simply present a 
price schedule for the consumers to self-select into different price categories, subject to a variety 
of constraints, if the price schedule is drawn up properly to successfully distinguish among 
groups of buyers. 

Air fares provide an example of 2nd-degree price discrimination, as they depend on the time at 
which tickets were bought and how long travelers plan to stay at their destination. Many airlines 
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used to charge travelers more if they were unwilling to stay over a Saturday night. In this 
manner, the airlines sought to separate business flyers from pleasure flyers and tourists, as the 
former had far less elastic demand schedules than the latter. 

Coupons are another example of 2nd-degree price discrimination. A person with a coupon pays a 
lower price for the same good than a person without a coupon. Thereby, sellers try to capture two 
different elasticity groups into which buyers separate themselves. Some individuals have an 
extremely high cost of time and are willing to pay higher prices instead of expending time to 
search for coupons. Others with more time on their hands will seek to bring their expenses down 
by taking the time to look through the coupon books and clip the coupons they need. By offering 
coupons, sellers are able to capture sales from both groups. 

In either case, sellers are not able to outright identify groups of consumers with accuracy, so 
setting up a price schedule and allowing consumers to distribute themselves among these groups 
can be highly useful. 

3rd-degree price discrimination occurs when sellers charge consumers in different groups 
different prices on the basis of some of the consumers' characteristics, such as age, wealth, or 
geographic location. Here, consumers are not allowed to self-select. Rather, the sellers determine 
who pays what price based on characteristics that the sellers can identify. This also enables 
sellers to separate groups of consumers based on their elasticities of demand. 

An example of 3rd-degree price discrimination is found in movie theaters, which charge different 
ticket prices to different ages of movie goers; for instance, children and the elderly will often be 
charged reduced prices. Movie theater owners assume that these consumer groups have much 
more elastic demand for films and thus need to be attracted by a lower price. 

The Welfare Implications of Price Discrimination on Total Surplus 

What happens if a monopolist can engage in successful price discrimination? The deadweight 
loss of monopoly is gone. The producer captures the former monopoly deadweight loss as well 
as the former consumer surplus. The monopoly which can engage in first-degree price 
discrimination can produce an output at the allocatively efficient level. Thus, first-degree price 
discrimination can be beneficial from a social perspective. 

But successful first-degree price discrimination also implies a complete loss of consumer 
surplus, though with an offsetting aspect. The consumers who were not willing to pay the 
previous monopoly profit-maximizing price can now pay a much lower price and get the 
product. Some consumers will be better off, and others will be worse off as a result of the price 
discrimination. Economics as such cannot evaluate the desirability of these distributional effects; 
whether or not they are an improvement is a matter of one's value judgments. 

With 2nd and 3rd degree price discrimination, considerable and complicated analysis is required to 
arrive at the welfare implications in particular cases, and considerable ambiguity regarding these 
exists as well. In an ideal situation, successful 2nd-degree price discrimination can accomplish 
equivalent results to those of first-degree price discrimination, but this rarely if ever happens. 
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More often than not, however, price discrimination of any degree will improve efficiency. A 
general though not perfect guideline is that price discrimination improves efficiency whenever 
output is increased as a result. The outcome truly depends on whether the drop in consumer 
surplus relative to a one-price policy is outweighed by the gain in producer surplus. If this holds, 
then the price discrimination will have improved efficiency. 

One case in which general agreement about the desirability of price discrimination exists is the 
situation where demand for a product is less than average total cost of providing it at every point. 
If there were a single price, the product would not be supplied at all. This is the situation of a 
country doctor, who would not have enough revenue to break even if he charged all patients the 
same price. Price discrimination allows the doctor to stay in a small town or village; he charges 
high prices for rich patients, lower prices for moderate-income patients, and extremely low 
prices for poor patients. If he charges so that his overall revenues offset his overall total costs, 
then it makes sense for him to stay in business by means of price discrimination. 

Some of the most successful price discrimination is performed by colleges via scholarships. 
Students who have demonstrated that their reservation price is low and that their demand for the 
college's services is highly elastic are charged a lower price for their education than those who 
have not. 

There exist two specific instances of 2nd-degree price discrimination that deserve further 
mention. 

Two-Part Tariffs 

In a two-part tariff, the consumer is charged a lump-sum payment for the good or service in 
question, combined with a per-unit user charge. For instance, a country club might charge a 
membership fee and then a user charge for its specific services. An amusement park might 
charge an entrance fee and then a separate fee for going on each ride. 

The basic idea of a two-part tariff is for the seller to set the lump-sum payment equal to the 
consumer surplus of the lowest-demand consumer and then set the per-unit price equal to the 
marginal cost of the product or service. A two-part tariff can usually but not always improve 
welfare. More people will tend to consume the product or service than under a single-price 
policy. 

Tie-in Sales 

With tie-in sales, consumers can purchase a good only if they agree to purchase another good as 
well. There are two types of tie-in sales, bundling and requirements tie-in sales. 

Bundling or package tie-in sales occur when consumers can only purchase goods in fixed 
proportions. If a consumer buys a unit of good X, he must also purchase k units of good Y, 
where k is set by the seller. For example, Microsoft practiced bundling when it tied its Internet 
Explorer browser to the Windows operating system. Older movie theaters would often bundle 
two movies - a highly popular one and a less popular one - together in the same showing. 
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Bundling depends on consumers having different relative valuations of the two bundled goods. 
In some such situations, if the seller charges consumers their lowest reservation prices for each 
good separately, it will not make as much money as if it charges consumers their lowest 
reservation prices for the combined bundle of goods. 

Requirements tie-in sales are agreements in which consumers agree to purchase goods in 
variable proportions. For instance, the McDonalds franchise requires individual restaurants to 
purchase their paper cups only from McDonalds, but the number of paper cups purchased 
depends on each particular restaurant's requirements. Can-closing machinery manufacturers also 
used to require that whosever purchased their can-closing machines also purchased their cans. 
With requirements tie-in sales, consumers will end up paying different amounts for the same 
product - so this policy constitutes a kind of 2nd-degree price discrimination. 

Source Used 

Pongracic, Ivan. Lecture on Price Discrimination. Hillsdale College. Hillsdale, MI. November 
15, 2007. 

All lecture material is used with explicit permission. 
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Section 3 

The Competitive Effects of Price 
Discrimination 

The competitive effects of price discrimination depend on the situation in question. Sometimes 
price discrimination will result in more competition and sometimes in less. But if price 
discrimination enables a firm to discover that the demand for its product is more elastic than was 
previously thought, price discrimination will have beneficial effects for consumers. Firms that 
operate on the elastic portion of the demand curve will generate higher total revenues by 
lowering their prices. If price discrimination leads a firm to discover that demand for its product 
is more elastic than the firm previously expected, then the firm will drop the price it charges 
permanently as a result of having engaged in price discrimination. Consumers are benefited as a 
result of this discovery, and more price competition exists in its aftermath. 

Note: A profit-maximizing firm will never price in the inelastic portion of its demand curve. By 
raising prices in the inelastic portion of the demand curve, the firm can increase its total revenue, 
decrease its total cost, and unambiguously increase its profit. Thus, the firm will increase its 
price until it is in the elastic portion of the demand curve, where there exists a tradeoff in which a 
firm, by decreasing its price, will raise its total revenues but also raise its total costs. In the 
elastic region of the demand curve, the firm will engage in trial and error to find which is the 
right price to charge. 

There exist other positive competitive effects to price discrimination. Haggling - an attempt to 
get at first-degree price discrimination - leads to greater overall sales and lower prices for some. 
Haggling also forces dealers to be more aggressive in their pricing. For instance, providers of 
phone plans engage in tremendous price discrimination. In past decades, telephone companies 
would even send individual customers large checks to persuade them to switch to their long-
distance providers. Almost no two people pay the same rates for their telephone plans, but many 
are able to get telephone service while paying less than they would have paid if a single uniform 
price existed. 

Cases in which price discrimination leads to diminished competition are those in which a 
dominant firm tries to entrench its position through price discrimination. A monopolist might be 
able to keep out new entrants by engaging in strategic price discrimination or so-called 
"predatory price discrimination." For instance, in the early 20th century, a cartel German 
chemical manufacturers tried to use price discrimination to drive American competitor Herbert 
Henry Dow out of business. They were unsuccessful in their attempts, however. 

Source 

Pongracic, Ivan. Lecture on the Competitive Effects of Price Discrimination and Antitrust Cases 
Dealing With Price Discrimination. Hillsdale College. Hillsdale, MI. November 20, 2007. 
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Section 4 

The Robinson-Patman Act and Cases 
Regarding Price Discrimination in the United 

States 
The Robinson-Patman Act (1936) 

The highly controversial Robinson-Patman Act stated, in Section 2(a), that "it shall be unlawful 
for any person engaged in commerce, in the course of such commerce, either directly or 
indirectly, to discriminate in price between different purchasers of commodities of like grade and 
quality,... where the effect of such discrimination may be substantially to lessen competition or 
tend to create a monopoly in any line of commerce, or to injure, destroy or prevent competition 
with any person who either grants or knowingly receives the benefit of such discrimination, or 
with customers of either of them, PROVIDED, that nothing herein contained shall prevent 
differentials which make only due allowance for differences in the cost of manufacture, sale, or 
delivery resulting from the differing methods or quantities in which such commodities are to 
such purchasers sold or delivered." 

The way this legislation has been typically interpreted by the courts is: "if a firm's price 
discrimination drives a competitor out of business, then the firm is violating the Robinson-
Patman Act." 

But this interpretation flies in the face of the alleged purpose behind antitrust laws in general. 
The very act of competition, after all, is rivalry, in which firms try to drive out the competition 
and capture more sales for themselves. The point of competition is not to play nice or try to split 
the market, but the drive the competitor out of business. Ironically, firms that are successful in 
competing can be found to violate the Robinson-Patman Act. 

Furthermore, the Robinson-Patman Act has not performed well at attacking genuine attempts at 
predatory price discrimination. Rather, the act is mostly used against standard rivalrous behavior. 
The Robinson-Patman Act has been interpreted to protect not competition, but competitors 
themselves. 

In Antitrust: The Case for Repeal, Dominick T. Armentano argues that antitrust laws have 
usually been used to help producers, not consumers, and have acted to reduce competition. The 
Robinson-Patman Act is the most obvious example of this. 

Court Cases Regarding Price Discimination 

There exist two kinds of court cases regarding price discrimination under the Robinson-Patman 
Act: primary line and secondary line cases. 
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In primary line cases, the price discrimination is alleged to damage the direct competitor of the 
firm engaging in it. 

In secondary line cases, the price discrimination is alleged to injure a competitor of the customer 
of the price-discriminating firm. For instance, if a tire manufacturer only sold extra-high-quality 
tires to one automobile manufacturer, this could be grounds for a secondary line caseregarding 
price discrimination. 

Examples of Secondary Line Cases 

Morton Salt Case (1948) 

The government sued the producers of Morton Salt, who were engaging in 2nd-degree price 
discrimination and gave quantity discounts based on schedules into which customers selected 
themselves. The government prosecuted Morton because many small retail store owners 
complained that they were put at a competitive disadvantage by Morton's practices. Morton 
argued that the discounts were available to everyone and that consumers could choose what they 
paid based on the quantity they purchased. But the courts decided against Morton, establishing 
two precedents as a result. 

1. Price discrimination can only be justified on the basis of some kind of cost differential, which 
did not exist in this case. 

2. One had to show actual injury to competitors to find against the price discriminator. 

Many have critiqued this decision, because consumers were worse off as a result. The decision 
raised prices of salt and reduced overall sales. 

Standard Oil of Indiana Case (1958) 

This case set up another line of defense for price-discriminating firms: a good-faith effort to meet 
the competition. If, in order to be competitive in a local market, one must charge a lower price 
than in another market, price discrimination is acceptable. This is the best way to currently 
justify price discrimination in the courts. 

The entirety of the United States is not a single market; rather, it is a collection of small markets, 
each of which determines the price customers pay. 

Examples of Primary Line Cases 

Anheuser-Busch Case (1961) 

Anheuser-Busch lowered prices for Budweiser beer in the 1950s, but only in St. Louis, thereby 
capturing a large share of the market there. The company was accused of illegal price 
discrimination, and the case eventually went to the Supreme Court, which threw it back to the 
Circuit Court of Appeals. The Circuit Court of Appeals ruled in favor of Anheuser-Busch, 
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because the firm was simply engaging in normal competition; Anheuser-Busch was meeting the 
price in the St. Louis market. The court reasoned as follows. 

1. There was no injury to competitors, who were doing extremely well in the aftermath of 
Anheuser-Busch's price decreases. More beer overall was consumed in St. Louis - and even the 
competitors of Anheuser-Busch had increased sales. Much later, such a phenomenon would 
come to be known as the "Starbucks Effect," as it has been observed that whenever Starbucks 
moves into an area, coffee sales overall increase, and local coffee shops - Starbucks' competitors 
- end up doing better than they were before Starbucks' arrival. 

2. Anheuser-Busch's price discrimination was beneficial for consumers, who were paying lower 
prices overall. 

The Anheuser-Busch case solidified the idea that price discrimination is acceptable as long as the 
firm is meeting the local competition. 

Utah Pie Case (1967) 

Utah Pie entered the market in frozen pies and captured about 66% of it. Several other frozen pie 
makers started engaging in price discrimination to meet competition in that are. The courts found 
that one of them charged prices lower than its average total cost and was selling pies at a loss. 
This, the courts concluded, was a case of predatory price discrimination - despite the fact that 
Utah Pie did not suffer substantially as a result and consumers got cheaper pies. 

This case rejected the precedent set by the Anheuser-Busch case; it has also come under 
substantial criticism from economists. Areeda and Turner, in reaction to the Utah Pie case, 
developed the Areeda-Turner Rule for determining if a firm is engaging in predatory pricing. 
Instead of ruling as the courts have done that pricing below average total cost is an indication of 
predatory pricing, the Areeda-Turner rule states that pricing below marginal cost ought to be the 
benchmark. Since marginal cost is difficult to determine, the Areeda-Turner rule uses average 
variable cost as a proxy for marginal cost. Just because a firm is charging below its average total 
cost does not mean that it is engaged in predatory pricing. 

Today, the Robinson-Patman act is not enforced, but it remains in the books nonetheless. 
Virtually all lawmakers, judges, and economists recognize that price discrimination tends to be 
pro-competitive and that predatory price discrimination is both rare and almost impossible to 
successfully implement. All that remains is to officially repeal this deleterious law and thereby to 
render price discrimination legal de jure as well as de facto. 

Source 

Pongracic, Ivan. Lecture on the Competitive Effects of Price Discrimination and Antitrust Cases 
Dealing With Price Discrimination. Hillsdale College. Hillsdale, MI. November 20, 2007. 

All lecture material is used with explicit permission. 
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Section 5 

Concepts in Industrial Organization: Tying 
Agreements and Antitrust Cases Regarding 

Them 
Tying agreements bundle two products together - typically a more desirable product and a less 
desirable one. Tying occurs most frequently in the intermediate stages of the hierarchy of 
production. That is, producers between the stage of raw resource extraction and the stage of retail 
will often bundle products together as a condition of selling them to their buyers in the next stage 
of production. 

The conventional wisdom regarding tying is that it can sometimes bring about undesirable 
consequences but is acceptable and harmless in most cases. Under current antitrust laws, there 
exists a rule of reason approach to tying. Courts have often condoned tying agreements when 
either of the following conditions held. 

1. Tying was considered necessary for technological reasons. 

2. Tying was necessary to maintain the high quality of a particular brand name. 

Three major cases in antitrust history have dealt with tying agreements. 

The American Can Company Case (1950) 

The American Can Company and Continental Can Company manufactured can-closing 
machinery and, via tying agreements, mandated that their customers purchase cans from them as 
a condition of purchasing the can-closing machinery. The courts ruled against this practice due to 
worries regarding the prospect of foreclosure, where firms "downstream" the structure of 
production in this market would have trouble finding suppliers of their inputs or where firms 
"upstream" the structure of production would have difficulty finding buyers for their products. 
The courts feared that the practices of American and Continental would foreclose the market to 
either buyers or sellers. 

The American Can Company did not sell its can-closing machinery; it only leased it. The only 
way for a firm to lease the can-closing machinery was to agree to get its entire supply of cans 
from the American Can Company. The courts argued that this practice foreclosed the can market 
to new entrants, because anybody who wished to manufacture cans and sell them would also 
need to produce and lease or sell can-closing machinery. The courts thus ruled that the tying 
practices of American and Continental were illegal and needed to cease. 
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Within ten years of this ruling, many more producers of cans emerged on the market - along with 
new producers of can-closing machinery. By the courts' definition, which often equated 
competition with the number of competitors, the market had indeed become more "competitive" 
- but this does not necessarily mean that consumers were better off, as many paid higher prices in 
the aftermath of the ruling. 

After this ruling, courts generally judged tying agreements to be illegal per se until the 1960 
Jerrold case set a different precedent. 

The Jerrold Case (1960) 

The Jerrold Case involved a cable company that bundled its cable service with a cable box. It 
mandated its customers to rent its cable box as a condition of purchasing its cable service. The 
courts ruled that this practice was acceptable due to technological reasons - as the cable company 
could not count on other producers to make cable boxes that worked as well with the company's 
cable service as the boxes that the company itself produced. However, the courts also ruled that 
this tying could not continue forever and that the cable company must stop the tying practice 
eventually - though the courts did not specify the term. 

The Hyde Case (1984) 

The Hyde case involved an anesthesiologist, Dr. Hyde, who wanted to start providing 
anesthesiology services to a local hospital which was already doing business with a surgeons' 
collective and had an exclusive contract for anesthesiology services with said collective. Dr. 
Hyde accused the hospital of tying its surgeries with this particular group of doctors. 

The courts decided that the hospital had the right to tie its services to the surgeons' collective so 
as to "guarantee the quality of its brand name." 

Today, courts approach tying cases using a limited per se rule: tying is allowed as long as there 
exists no market power sufficient to force buyers to purchase the tied products. For example, in 
the Hyde Case, there existed other hospitals in the area where consumers could go if they were 
unsatisfied with the work of the surgeons' collective in the hospital in question. Thus, the 
hospital's tying practices were not deemed anti-competitive. 

Firms accused of making illegal tying agreements have several ways to defend themselves in 
court. They can claim that they do not have enough market power, that the tying is necessary for 
technological reasons, or that the tying is necessary for quality reasons. 

Source 

Pongracic, Ivan. Lecture on Alternatives to Vertical Integration. Hillsdale College. Hillsdale, MI. 
November 27, 2007. 

All lecture material is used with explicit permission. 
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Section 6 

Concepts in Industrial Organization: 
Exclusive Dealing Agreements and Resale 

Price Maintenance Agreements 
Exclusive Dealing Agreements 

Exclusive dealing agreements are a form of second-degree price discrimination, similar to 
requirements tie-in sales. In exclusive dealing agreements, a buyer agrees to purchase all of its 
requirements for some product or service from one suppliers. For instance, restaurant and fast-
food franchises often agree to purchase all of their supplies (cups, plates, food ingredients, etc.) 
from the parent company. 

Courts currently apply the rule of reason to exclusive dealing agreements, which are often 
recognized to provide economic benefits to both buyers and sellers. Via exclusive dealing 
agreements, small retailers and businesses can be assured of having a steady supply of products 
and inputs, while suppliers can be assured of having buyers. Courts have looked at the market 
power of firms engaged in exclusive dealing agreements in order to judge such agreements' 
legitimacy; firms without substantial market power have tended to be allowed to engage in 
exclusive dealing agreements, whereas exclusive dealing agreements on the part of "dominant" 
firms have tended to be curtailed. 

However, the criteria for market power and market dominance are vague. Any particular firm 
cannot at any time be sure if its exclusive dealing agreements are legal or not until the matter is 
taken to the courts. 

Resale Price Maintenance Agreements 

In resale price maintenance agreements, a manufacturer specifies either the maximum or the 
minimum price that retailers can charge for its product - typically the minimum price. Some 
manufacturers engage in this practice out of a desire to avoid price competition among different 
retailers; such competition would tend to drive down the price of the firm's product. These 
manufacturers think that, over time, this competition would cause the product's reputation for 
high quality to deteriorate. Resale price maintenance agreements are similar to mini-cartel 
agreements in that they seek to restrict price movements and limit competition among various 
retailers. 

Initially, the courts declared that there existed "a right of a trader or manufacturer engaged in 
business freely to express his own independent discretion as to the parties with whom they will 
deal." That is, the courts held that people should be able to charge whatever price they wanted 
and set any terms they wanted. However, it was illegal for firms to attempt to police resale price 
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maintenance agreements and actually use force to punish violators. Furthermore, manufacturers 
could not enforce their resale price maintenance agreements in a court of law. 

The aforementioned approach was the legal status quo until 1937, when Congress passed the 
Miller-Tydings Act, one of the first "fair trade laws," which explicitly legalized resale price 
maintenance agreements and forbade the Federal Trade Commission and the Department of 
Justice from acting against them. The Miller-Tydings Act was repealed in 1976, after resale price 
maintenance agreements increasingly became seen as undesirable and difficult to enforce, 
especially since emerging large retail stores such as Wal-Mart would not agree to resale price 
maintenance. 

Today, courts follow a rule of reason approach to resale price maintenance; the Supreme Court 
recently upheld this view in its Leegin Creative Leather Products vs. PSKS ruling. However, 
many free-market thinkers believe that the courts should go further and declare resale price 
maintenance agreements to be per se legal. 

Source 

Pongracic, Ivan. Lecture on Alternatives to Vertical Integration. Hillsdale College. Hillsdale, MI. 
November 27, 2007. 

All lecture material is used with explicit permission. 
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Section 7 

Price Exchange Agreements and Conscious 
Parallelism 

A price exchange agreement is an "agreement among a group of competitors to provide price 
information to each other" (Waldman and Jensen 2007, p. 646). According to a previous 
Supreme Court ruling in the Container Corporation Case (1969), price exchange agreements are 
not illegal per se; they would have no real effect in a truly competitive market. Only in a market 
where a few sellers predominate can price exchange agreements affect prices. 

A further ruling in the 1978 U. S. Gypsum Case removed further legal obstacles to price 
exchange agreements. Previously, if price exchange agreements had the effect of raising or fixing 
prices, the courts presumed that the firms making the agreements had the intent to do so as well. 
In the U. S. Gypsum Case, however, the Supreme Court determined that actual evidence is 
needed to establish that the firms involved in such agreements had any kind of wrongful intent. 

Conscious parallelism is "an antitrust law term meaning that a group of oligopolists behave in 
an identical manner, but there is lack of proof that the firms ever met to agree on this parallel 
course of behavior. Conscious parallelism refers to idea that rational business behavior in a tight 
oligopoly will lead firms to behave identically with regard to price and other business practices" 
(Waldman and Jensen 2007, p. 640). 

Conscious parallelism may be an instance of tacit collusion. In tacit collusion, the competitors do 
not explicitly meet but can come to implicit cartel-like agreements through a "meeting of the 
minds." If competitors recognize that it is in their interests to not engage in price wars and if 
there exists some form of signaling among the competitors that raising prices is acceptable, this 
is an instance of tacit collusion. Tacit collusion is extremely difficult (almost impossible) to 
prosecute legally, because evidence of a cartel agreement is necessary and can seldom be found. 
But tacit collusion also has very little chance of success because of the difficulties it encounters 
in coordinating firms' actions so as to prevent competition among the tacitly colluding firms and 
to prevent new firms from entering the market in question. It is furthermore extremely difficult to 
determine whether any kind of collusion was the intention of consciously parallel behavior. 
Today, it is generally not possible to prosecute parallel behavior among firms, absent an explicit 
price-fixing agreement. 

Sources 

Don E. Waldman and Elizabeth J. Jensen. Industrial Organization: Theory and Practice. Third 
Edition. Pearson Education. 2007. 

Pongracic, Ivan. Lectures on Industrial Organization. Hillsdale College. Hillsdale, MI. October 
2007. All lecture material is used with explicit permission. 
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Section 8 
Historical American Antitrust Policy Regarding Horizontal 
Mergers: The Brown Shoe Case and the Hart-Scott-Rodino 

Act 
Horizontal mergers are mergers between firms engaged in essentially the same kind of business 
activity - i.e., mergers between firms who are direct competitors. Two key events in the history 
of American antitrust policy's approach toward horizontal mergers are the Brown Shoe Case, 
decided in 1962, and the passage of the Hart-Scott-Rodino Act in 1976. 

The Brown Shoe Case (1962) 

The Brown Shoe Case of 1962 was perhaps one of the least reasonably decided antitrust cases. 
Brown Shoe Company had proposed to merge with Kinney Shoe Company, another shoe 
manufacturer. Neither shoe company comprised a significant fraction of the market, and the 
merger would not have had an important effect on market concentration. However, the courts 
blocked the merger, using as their justification the "incipiency precedent," which stated that even 
if market concentration will not be greatly increased by a horizontal merger, it is still necessary 
to prevent the merger so as to ensure no further threats to market concentration. The incipiency 
precedent, in essence, made all horizontal mergers illegal - even though many might not have led 
to any kind of market power on the part of any firm. Today's merger guidelines, fortunately, are 
much less stringent than those that decided the Brown Shoe Case of 1962. The Brown merger 
with Kinney would have been easily permitted today. Formerly, the CR (concentration ratio) was 
used to evaluate a proposed merger's effect on market concentration; more recently, the CR has 
been replaced by the Herfindahl-Hirschman Index (HHI). 

The Hart-Scott-Rodino Act (1976) 

The Hart-Scott-Rodino Act amended Section 7 of the Clayton Act to require advance notification 
of the antitrust authorities of at least 30 days in advance of any merger about to take place. Prior 
to the Hart-Scott-Rodino Act, many firms would go ahead with mergers, and then antitrust 
authorities would decide to challenge the case and the courts would rule that the merger was 
illegal - thereby forcing the firms to diverge. This, however, is difficult and costly for the firms 
to do. By having advance notification of forthcoming mergers, antitrust authorities can tell the 
firms in advance whether the merger will be challenged, preventing subsequent problems. 
Compliance with the act is expensive, but authorities claim that it helps with enforcement of the 
antitrust laws and avoids the costs of splitting merged firms. 

Source 

Pongracic, Ivan. Lecture on Horizontal Mergers and Armentano's Antitrust: The Case for Repeal. 
Hillsdale College. Hillsdale, MI. November 29, 2007. All lecture material is used with explicit 
permission. 
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Section 9 

The Antitrust Cases Against Microsoft (1990 
- 2001) and Arguments for the Legitimacy of 

Microsoft's Conduct 
The first antitrust case against Microsoft took place from 1990 to 1992. During that time, the 
Federal Trade Commission (FTC) examined whether Microsoft was engaging in the foreclosure 
of the software market. The suit against Microsoft was brought by IBM, which complained that 
Microsoft's dominance of the operating systems prevented IBM's allegedly superior OS 2 
operating system from gaining a foothold. The FTC failed to find any evidence of this 
foreclosure, however, and dropped the case. Microsoft was not found guilty of engaging in any 
unfair market practices; rather, the market was simply characterized by extremely strong 
competition. 

After the FTC dropped the first Microsoft antitrust case, an unprecedented event took place. 
Historically, the FTC and the Department of Justice (DOJ) held to an agreement whereby each 
agency was given oversight over a particular group of industries to the exclusion of the other. 
But in 1993, after Bill Clinton assumed the Presidency, the Department of Justice took over the 
case from the FTC - under the leadership of Anne Bingaman, the Clinton administration's chief 
antitrust enforcer. The DOJ officials recognized that the high-tech industry would have a 
tremendous impact on the future and thereby decided to assume enforcement of antitrust policy 
over that industry. The DOJ obtained all of the Microsoft case documents from the FTC and 
pursued the case for several more years. 

In 1994, the FTC charged Microsoft with several antitrust violations, which were resolved via a 
consent decree whereby Microsoft agreed to end certain questionable practices. For instance, 
Microsoft would not longer charge computer manufacturers fees per processor sold and per 
computer shipped - even if the computer in question had no Microsoft software on it. Instead, the 
Department of Justice mandated that Microsoft only charge for computers that had Windows on 
it. Furthermore, Microsoft was to cease requiring computer manufacturers to sign certain 
exclusionary agreements. 

Microsoft would abide by the terms of this consent decree. In the meantime, the computer world 
began to change rapidly as increasing numbers of people began to use e-mail and the Internet. 
Microsoft had introduced its Windows operating system first as an add-on to MS-DOS. 
Microsoft also faced allegations of improper conduct for Apple, which claimed that Microsoft 
copied many of Apple's innovations to incorporate them into its own software. However, Apple's 
computers at the time were not nearly as powerful as Microsoft's, and PCs were much more 
useful for performing calculations and other operations. Therefore, Microsoft could not have 
copied any of Apple's innovations as such. Rather, Microsoft provided products that greatly 
improved over what Apple had to offer. 
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With the rise of the Internet, the browser became an increasingly vital tool. Netscape was one of 
the first companies to produce a browser - first the Mosaic and then the Navigator. Netscape 
initially sold the Navigator for around $30 to $40 and had 100 percent of the market share for 
browsers. Microsoft approached Netscape and offered to cooperate on the next version of its 
browser. Netscape refused, and Microsoft decided to compete instead. During the next several 
years, Microsoft introduced its own browser, the Internet Explorer, for free; anybody could 
download the Explorer at no charge. Microsoft further began bundling the Explorer with 
Windows, which had become a free-standing system by that time. 

Netscape complained of Microsoft's bundling practices to the antitrust authorities at the 
Department of Justice, arguing that Microsoft violated the 1994 consent decree. However, the 
courts decided in favor of Microsoft. 

In 1998, the DOJ filed a new suit against Microsoft, based on the following allegations: 

1. Microsoft had a monopoly in the operating systems market. 

2. Microsoft used this monopoly to gain an advantage in the browser market. 

3. Microsoft engaged in illegal exclusive dealing agreements with PC manufacturers and internet 
service providers. 

Netscape complained that it was foreclosed from competing because Microsoft's exclusive 
dealing arrangements forced PC manufacturers to leave off the Navigator from their computers. 
But these allegations were false. Microsoft never forbade any PC manufacturers from including 
the Navigator. Microsoft simply requested that only the icon for Microsoft Internet Explorer and 
not the icon for the Navigator appear on the startup screen the first time that users turned on the 
computer. To allege that this was a barrier to entry is ludicrous, as computer users could have 
easily created an icon for Navigator if they so wished. 

Furthermore, Netscape relied on the insistence of many computer experts that its browser was a 
superior product compared to Explorer. However, most consumers thought differently from the 
experts. Netscape added numerous features to the Navigator that rendered it appealing to 
particularly technically minded people but also rendered it extremely slow and unintuitive to use. 
Consumer preference for the simpler, faster, more streamlined Explorer was overwhelming. 

In 1999, District Court Judge Thomas Penfield Jackson decided that Microsoft had 92 percent of 
the relevant market share in the operating systems market - thereby having a monopoly in said 
market. Government lawyers convinced Jackson to use a highly constraining market definition 
which only considered operating systems based on Intel microprocessors. This definition 
automatically excluded operating systems based on Apple and Sun Microsystems computers; if 
these operating systems were considered, Microsoft's market share would decline to about 70 
percent. 
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In 2000, Jackson ruled that Microsoft was engaged in monopolizing behavior and ordered a 
breakup of the company; Microsoft immediately appealed, and the Circuit Court of Appeals 
reversed Jackson's ruling and insisted on a compromise agreement. 

In 2001, a settlement was reached, whereby Microsoft agreed to cease its former requirements of 
PC manufacturers - the very requirements that brought on the DOJ's lawsuit. But Microsoft was 
permitted to continue to bundle Windows with Explorer and to pursue further product 
innovations in a relatively unhampered manner. 

The Department of Justice made two claims during the course of the Microsoft case. First, it 
alleged that Microsoft took unfair advantage of network effects. The idea behind network effects 
is that larger user networks extend the benefits of a particular product, such an operating system. 
This extended benefit leads to even larger networks and profits for the network owners. Network 
effects were claimed to be in full force with respect to Windows, as it was expensive to develop 
several different applications for different operating systems, and most software developers 
would just develop applications for Windows. According to government attorneys, this fact gave 
an unfair advantage to Microsoft. 

Dominick T. Armentano, author of Antitrust: The Case for Repeal, disagrees. He notes that 
business history is littered with the corpses of "first-movers," the people who introduced various 
product networks. Network effects are insufficiently powerful to protect a firm from a more 
innovative rival producer. Furthermore, network effects are benefits of the competitive process to 
consumers, who can get a much wider variety of software choices without having to train 
themselves to use many different operating systems. The gain from these benefits should rightly 
flow to the innovators who made them possible. To punish Microsoft for this improvement in 
consumer well-being is absurd. 

The second claim made by the Department of Justice against Microsoft relies on the idea of path-
dependence. Government lawyers claimed that Windows was not the best technology available, 
but there existed path-dependence on it, implying that consumers could not readily switch to a 
superior operating system. 

The path-dependence view holds that superior products may not ultimately win out due to the 
lock-in effects that maintain the dominance of previously introduced products. For instance, the 
QWERTY keyboard was claimed to be inferior to the Dvorak Keyboard - which allegedly failed 
to gain acceptance solely as a result of path-dependence. However, economists Margolis and 
Liebowitz decided to explore this claim and found that all of the studies that claimed the 
superiority of the Dvorak keyboard were conducted by its inventor, August Dvorak, himself. 
Dvorak's studies were subject to numerous experimental and methodological errors and the 
studies' design essentially set Dvorak up for success. Subsequent more scientific studies found 
that Dvorak keyboards may offer slight speed advantages, but these are outweighed by the cost 
of learning to use the new keyboard - since many people are already nearly as fast at using a 
QWERTY keyboard as they would be if they used a Dvorak keyboard. 

Another alleged example of path-dependence is the ultimate victory of VHS tapes over Beta 
tapes in the 1980s. Beta tapes were smaller and more compact than VHS tapes; they furthermore 

http://www.mises.org/books/antitrust.pdf
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had higher picture quality. Some claimed that path-dependence led VHS - an inferior product - to 
win out over Beta. However, this need not have been the case at all. Beta tapes had a major 
downside: one tape could only fit in 90 minutes of film at most, whereas VHS tapes could fit in 
anywhere from 120 to 135 minutes. Thus, it was much costlier to release longer films on beta 
tapes than on VHS tapes. Beta tapes did find their niche in television newsrooms, where their 
smaller film storage capacity was not a problem, since news stories tend to be substantially 
shorter than 90 minutes. 

The strongest claim path-dependence theorists can successfully make is that history matters in 
determining which products will be adopted by the market. This by no means implies that there 
exists some kind of "market failure" or that Microsoft committed any kind of misconduct. After 
all, Microsoft was engaging in behavior the improved the welfare of consumers; it integrated a 
tremendous range of application software at minimal cost to users, and it did this without 
government helps. Microsoft readily gives licenses for the use and distribution of its products 
and has not tried to artificially restrict output and raise prices. 

Despite its clearly benign behavior, Microsoft has again come under fire - this time from 
European Union antitrust authorities, who have recently become substantially more stringent 
than their counterparts in the United States. Tragically enough, EU antitrust policy may soon 
limit the options available to consumers in America and in the rest of the world. 

Source 

Pongracic, Ivan. Lecture on Horizontal Mergers and Armentano's Antitrust: The Case for Repeal. 
Hillsdale College. Hillsdale, MI. November 29, 2007. 

All lecture material is used with explicit permission. 
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Section 10 

Dominick T. Armentano's Arguments for the 
Repeal of All Antitrust Laws 

Dominick T. Armentano's arguments against all antitrust laws in his 1999 work Antitrust: The 
Case for Repeal are influenced by Austrian - and, particularly, Rothbardian - economic ideas. 
Armentano advocates wholesale abolition of all antitrust laws, contending that a piecemeal 
reform effort to make antitrust laws more reasonable is insufficient and runs the risk of being too 
readily reversed. 

Armentano notes further than antitrust laws have often been employed against innovative 
businesses that have expanded output and reduced prices. Given that the 1890 Sherman Act was 
supposed to advance consumer interests, there seems to be a paradox with regard to its actual 
effects - which have been shown to reduce consumer welfare by restricting consumer options 
and raising prices. Innovative businesses are acting in the interest of consumers, and laws that 
inhibit such organizations are clearly opposed to consumer welfare. 

Armentano provides two explanations for this paradox. First, antitrust laws are just a form a 
regulation and have been captured by the regulated producers to protect their interests to the 
detriment of consumers and more innovative rivals. This view is a novel application of the 
Capture Theory of Regulation, whose author, George Stigler, was a strong proponent of antitrust 
laws and vehemently denied the claim that antitrust was a form of regulation. Prior to the 1990s, 
most economists shared Stigler's perspective. However, in the years immediately before and 
following the publication of Armentano's book, the view of antitrust as a form of regulation has 
become increasingly widespread. 

A second explanation given by Armentano regarding the antitrust paradox is that there exists a 
widespread fundamental confusion over the meaning of competition. Antitrust laws and 
enforcers do not approach competition as a dynamic process of discovery, but rather as a static 
measure of the market. Because a misunderstanding of competition exists, it leads to a 
misunderstanding of monopoly and "monopolizing behavior." 

Antitrust laws are not specific on what constitutes behavior that is "monopolizing" or "in 
restraint of trade." The enforcers and the courts define these terms, and their definitions are 
pervaded by a severely flawed idea of what competition is. 

Armentano further complements Austrian insights with Public Choice analysis, which concerns 
the self-interest of those making the rules. The Austrian critique focuses on the ignorance of 
those in charge - the fact that they do not understand and cannot understand the complex 
dynamic market forces which they are attempting to regulate, since nobody is capable of 
acquiring the knowledge to make the kinds of decisions that antitrust laws require to have their 
intended effects. Further, the Public Choice aspect of Armentano's critique alleges that it is not 
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necessarily in the self-interest of antitrust regulators to use the law to protect consumers, as was 
intended. 

Armentano's main thesis in the book is that even though we have seen a more rational approach 
toward antitrust enforcement over the last thirty years, antitrust laws continue to perpetrate a 
tremendous amount of damage against the consumers. Thus, a mere reform of the antitrust laws 
to make them more "reasonable" does not suffice. During the mid-to-late 1970s and 1980s, there 
came about a wholesale change in the enforcement of antitrust laws. Judges became more willing 
to give the benefit of the doubt to the market, and antitrust authorities ceased to enforce the law 
as stringently as was previously the case. However, Armentano fears that many of these gains 
have already been partially reversed, as the 1998-2001 Microsoft antitrust case illustrates. In 
order to avoid a reversion to the ultra-strict and often disastrously irrational antitrust enforcement 
of the 1940s, 1950s, and 1960s, it is necessary to repeal the antitrust laws altogether. 

Source 

Pongracic, Ivan. Lecture on Horizontal Mergers and Armentano's Antitrust: The Case for Repeal. 
Hillsdale College. Hillsdale, MI. November 29, 2007. 

All lecture material is used with explicit permission. 
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Section 11 

Dominick T. Armentano's Arguments for the 
Repeal of All Antitrust Laws: Part II 

Dominick T. Armentano presents the substance his critique of antitrust laws in Chapter 2 
of Antitrust: The Case for Repeal (1999). 

Armentano notes that the barriers to entry approach toward competition - which underlies many 
antitrust laws - has been discredited by the economics profession during the 1980s and 1990s - 
especially with respect to barriers to entry that come from firms' cost advantages. The application 
of barriers to entry doctrine to antitrust laws has led to the more efficient producers being shut 
out of the market. That is, the very firms that have benefited consumers the most through their 
innovations have often been the victims of antitrust prosecution. If antitrust laws are intended to 
provide any kind of consumer benefits, then it is perverse to continue to allow the persecution of 
the most effective producers. Antitrust has often been directed against intense cost competition, 
even though consumers greatly favor the activities of firms that decrease prices and increase 
output. 

Armentano further argues that even though the enforcement of antitrust law has improved over 
the last three decades, the laws still remain on the books and there exists the danger that the 
much stricter traditional enforcement will return in the future. 

Eight Reasons for the Repeal of Antitrust 

Armentano gives eight primary reasons to repeal all antitrust laws. 

1. Antitrust laws misconstrue the fundamental nature of competition and monopoly. They 
altogether neglect the Austrian economic view that competition is a constantly unfolding 
discovery process, not a static situation and that competition is characterized by intense rivalry 
among competitors. The applications and extensions of antitrust laws have been based on the 
static and unrealistic perfect competition theory, which fails to account for the real workings of 
market. In antitrust enforcement, market share has usually been taken as an indication of market 
power, but - following Murray N. Rothbard - market share is in fact an indication of market 
efficiency. A firm's high market share is the result of its superior competitiveness, not the cause 
of its market power. 

2. Antitrust laws have served to shelter high-cost, inefficient firms from the lower prices 
and innovations of competitors. In the past, the laws have tended to protect competitors at the 
expense of the process of competition. 

3. Some antitrust laws explicitly intend to restrict price competition. The Robinson-Patman 
Act of 1936 is a major example of this. Ultimately, antitrust laws fail to recognize that all 
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competition will lead to some firms going out business, but this does not imply a lessening of 
competition or a diminution of the competitive process. Price competition is the primary way in 
which consumers benefit; why have laws such as the Robinson-Patman Act which explicitly 
limit it by restricting price discrimination? 

4. Section 7 of the Clayton Act, which restricts mergers, may inhibit the flow of capital into 
the hands of more efficient managers. Mergers often increase the efficiency of merging firms 
by taking advantage of economies of scale or channeling resources into the hands of more 
efficient managers. For instance, hostile takeovers of publicly traded firms - which are mergers 
by definition - happen because the managers of the firm that undertakes the takeover believe that 
they can run the firm better than it is currently being managed. The rising stock prices of the firm 
that is being taken over indicate that the firm's owners and investors agree with this evaluation. It 
is, of course, impossible to anticipate with certainty whether a merger will improve efficiency or 
not - but government officials are far less competent at judging this than the actual market 
participants. 

5. Antirust is a form of government regulation, which makes the economy less efficient. 
Armentano further approaches antitrust from the perspective of the Capture Theory of 
Regulation, which implies that antitrust laws would be "captured" by the producers of the 
regulated industries, who would then attempt to use the laws to erect barriers to entry and place 
otherwise superior competitors at a disadvantage. 

6. Antitrust enforcement suffers from the Hayekian Knowledge Problem. Can the courts and 
the antitrust officials have access to sufficient knowledge about the benefits and costs of all the 
actions regulated by antitrust laws? Answering this in the affirmative entails an enormous 
presumption of knowledge that is virtually impossible for any human being to obtain. 
Furthermore, there is no reason why any judge would have superior insight to that of the actual 
market participants, who are continually trying to act on as much knowledge as they can possibly 
obtain. It is much easier for market actors in the particular market situations to coordinate their 
actions, as they are aware of many of the circumstances of time and place that antitrust 
authorities cannot possibly know. Even the market participants themselves often do not have 
complete information and must use their judgment, but remote, detached judges and antitrust 
officials cannot do even this nearly as well as actual market actors. 

In essence, we have in antitrust a form of economic planning, not far from the comprehensive 
industrial planning that characterized many fascist economies in the past. The market discovery 
process is often prevented by the antitrust laws. 

7. Antitrust laws interfere with basic property rights. For instance, all mergers are buy/sell 
transactions among consenting parties, each using only its own property. Antitrust laws prevent 
these basic mutually voluntary and advantageous transactions. The laws tend to be arbitrary in 
their statements and in their enforcement, making it impossible for individuals and firms to be 
certain that they have the right to use their property in a wide array of ways. Not only is antitrust 
enforcement inherently arbitrary, but legal precedents have repeatedly been overturned and 
inverted throughout the years. 
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8. Any progress regarding antitrust laws to date has only been administrative. No new laws 
have been passed that overturned existing laws and approachedmarket competition in a more 
reasonable manner. Rather, there has simply been a change in interpretation of existing laws - 
but this interpretation can easily revert back to a more traditional form in the future. 

Three Views of Antitrust Laws 

Armentano continues his analysis by exploring three common views of antitrust laws and why 
they prevail. 

View 1: Antitrust as Public Interest. Those who hold this view see antitrust laws as protecting 
the interest of consumers by promoting competition. Most people who have not thoroughly 
studied antitrust theory and cases believe this claim. As most Americans are convinced that 
competition is a good thing, they are willing to support laws that claim to promote it. 

But there exist two problems with this view. First, the models of competition and monopoly on 
which antitrust laws are based - such as the Neoclassical perfect competition and free-market 
monopoly models - are incorrect. Thus, the laws stem from a flawed understanding of what 
competition is. 

Second, the actual behavior of the firms that have historically been prosecuted under antitrust 
laws has been highly competitive. Antitrust laws have tended to punish the firms that helped 
consumers the most. Thus, antitrust laws are destructive of the very competition that it is in the 
public interest to preserve. 

View 2: Antitrust as Regulation. If antitrust laws are indeed a form of regulation, then they 
suffer from the Public Choice problems that accompany all forms of regulation. Thus, it will be 
extremely difficult to get rid of these laws, since numerous powerful special interests benefit 
from them. There indeed exists strong evidence that this view is correct. 

View 3: Antitrust as Industrial Policy. The United States government ostensibly does not have 
an overarching industrial policy - which is a unique aspect of fascist economies. But antitrust 
laws function as a kind of piecemeal industrial policy whereby government officials can decide 
which mergers can or cannot take place, which prices can or cannot be charged, and which 
products can or cannot be sold. Any kind of centrally planned industrial policy - be it partial or 
comprehensive - suffers from the Hayekian Knowledge Problem. This view also has substantial 
evidence supporting it and is fundamentally compatible with View 2 above. 

Source 

Pongracic, Ivan. Second Lecture on Armentano's Antitrust: The Case for Repeal. Hillsdale 
College. Hillsdale, MI. December 4, 2007. 

All lecture material is used with explicit permission. 
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Section 12 

Dominick T. Armentano's Arguments for the 
Repeal of All Antitrust Laws: Part III 

In Chapter 5 of Antitrust: The Case for Repeal, Dominick T. Armentano discusses antitrust 
policy toward vertical agreements such as price discrimination. Price discrimination is explicitly 
addressed in Section 2 of the Clayton Act (1914) and the Robinson-Patman Act (1936). Any 
kinds of restrictions on and prosecutions of price discrimination are the most difficult antitrust 
policy to defend, as such restrictions are blatantly protectionist of competitor groups, often at the 
expense of other more effective competitors and of the competitive process itself. 

The Robinson-Patman Act, for instance, has often been interpreted to render illegal any price 
discrimination which harms a firm's competitors; the act is an explicit attempt to protect such 
competitors from actual competition. 

The possible defense under the Robinson-Patman Act of price discrimination as a "good-faith 
effort to meet the competition" does not suffice. The meaning and definition of such a "good-
faith effort" is vague and indeterminate. Furthermore, in any real competitive process, firms seek 
to beat, not to meet the competition. This rivalrous behavior is precisely what brings about 
consumer benefits. 

The second possible defense under the Robinson-Patman Act of price discrimination as validated 
by cost differences is difficult for firms to apply, because it is hard in practice to prove that cost 
differences exist - as the relevant costs in question are subjective evaluations of the future. Firm 
managers and entrepreneurs often cannot justify their understanding of costs in a court of law, 
especially if these costs are based on the entrepreneurs' anticipation of future conditions. And yet 
the entrepreneurs may be correct in their judgments, as only the actual market process can 
eventually demonstrate. 

The firms that have lost price discrimination cases in the past have often been forced to raise 
their prices as a result. This perverse outcome has clearly been deleterious to consumers and has 
stifled the competitive process. 

The Borden Case (1958) 

The Borden Dairy Company was sued by antitrust authorities for over nine years before the case 
was dismissed by the courts. Even though Borden was not found guilty of antitrust violations, the 
company still lost much in terms of time and legal expenses. Borden was charged of violating the 
Robinson-Patman Act because it sold its brand-name condensed milk to consumers at a higher 
price than it sold identical milk to other firms that would then re-sell the milk using their own 
brand names. Borden's explanation for this practice was that consumers expected a certain 
quality from the Borden brand name, which Borden could guarantee for the milk that bore 
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Borden's brand, but not the milk that Borden sold to the resellers. Once Borden sold the milk to 
the resellers, it had no way to verify what the resellers did with the milk. Thus, Borden's higher 
price for its brand-name products was supposed to indicate an assurance of quality on Borden's 
part. Armentano holds that this practice should never have come under attack and that the fact 
that it did illustrates a perversity of antitrust laws. 

Tying Agreements 

Armentano further criticizes antitrust laws in their approach to voluntary tying agreements that 
restrict the behavior of firms. New economic understanding has increasingly come to doubt that 
tying agreements in any way hamper the operation of markets. After all, why would a 
manufacturer intentionally harm its own suppliers, resellers, and customers? Economists are 
finding increasing benefits of tying agreements both to consumers and to producers upstream and 
downstream the structure of production. 

The Sylvania Case (1977) 

The courts' view of tying agreements has become more reasonable, beginning with the precedent 
established by the Sylvania case. Sylvania was a small TV producer that refused permission to 
Continental, one of its distributors, from establishing a new distributorship in Sacramento, CA, 
where Sylvania's televisions would be sold. Sylvania's justification for this refusal was that it did 
not wish to cannibalize sales of Sylvania's televisions from Continental's existing store in the 
vicinity. Sylvania also had a resale price maintenance agreement with Continental, as Sylvania 
sought to avoid price competition that it viewed as having the potential to make both Sylvania 
and retailers worse off. Continental sued Sylvania, but the courts upheld Sylvania's practices, 
recognizing their possible benefits. This case repudiated the per se illegality of tying agreements 
and replaced it with a rule of reason approach. 

Resale price maintenance often makes it possible to keep certain kinds of sellers in business - 
such as sellers that attempt to convey extensive product knowledge to consumers and focus on 
giving consumers the highest quality of product, rather than merely competing in price. By 
engaging in resale price maintenance agreements, such high-quality producers are able to remain 
on the market instead of being replaced entirely by wholesalers. 

Vertical Merger Agreements 

Armentano addresses the issue of foreclosure, the concern that after a vertical merger takes 
place, firms upstream in the structure of production (i.e., suppliers) may be unable to find 
retailers, whereas firms downstream in the structure of production (i.e., retailers) may be unable 
to find suppliers. For instance, if there exists only one tire manufacturer and Auto Company X 
merges with it, then the tire market might be foreclosed to all the other car manufacturers. 

Armentano notes that the possibility of foreclosure rests on the idea that there exists a great 
amount of market power in at least one of the merging firms. If there are many sellers in each 
market, foreclosure is not a problem. Furthermore, when vertical mergers lead to foreclosure, it 
is not due to market power but superior efficiency. Merged firms may be able to have lower 
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transaction and negotiation costs and to remove uncertainty with respect to their supply of certain 
products. 

According to Armentano, the single worst case in antitrust history, the Brown Shoe Case of 
1962, illustrates the absurdities of antitrust policy's approach toward vertical mergers. Brown 
Shoe Company and Kinney Shoe Company were both shoe manufacturers and shoe retailers. 
Courts blocked the two companies' proposed merger because of the fear that the vertical merger 
between them would foreclose the retail outlets to other producers of shoes. Even though the 
combined market share of Brown and Kinney was insubstantial, the courts used the absurd 
incipiency precedent argument to justify disallowing the merger. That is, the courts sought to cut 
off an alleged "incipient form of market power," i.e., the possible foreclosure, and to disallow 
even a vertical merger with very little resultant market power so as to cut off the possibility of 
future market power. With antitrust laws still on the books, the incipiency precedent could be 
resurrected at any time to wreak tremendous damage. 

Source 

Pongracic, Ivan. Second Lecture on Armentano's Antitrust: The Case for Repeal. Hillsdale 
College. Hillsdale, MI. December 4, 2007. 

All lecture material is used with explicit permission. 
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Section 13 

Dominick T. Armentano's Arguments for the 
Repeal of All Antitrust Laws: Part IV 

Horizontal Agreements 

In Chapter 6 of Antitrust: The Case for Repeal, Dominick T. Armentano discusses antitrust 
policy's approach toward horizontal agreements, such as mergers, price collusion, cartel 
attempts, and market division agreements - most of which are still prosecuted to the fullest 
extent. For some of these agreements, the rule of reason is intended to weight the costs against 
the benefits of the particular practice and thus to give discretion to the courts to decide whether 
the particular action is acceptable. But other practices, such as price collusion and division of 
market agreements, remain per se illegal. The advocates of this per se illegality defend it via the 
claim that the costs of such practices always outweigh their benefits. 

Problems With the Rule of Reason 

There exists a fundamental flaw with the rule of reason approach. Namely, evaluation of costs 
and benefits of a particular practice is subject to the Hayekian Knowledge Problem. How can a 
judge or any particular individual know fully what the costs and benefits of an action are? 
Economists generally recognize that the costs and benefits are subjective to the economic agent, 
and yet even many of them frequently ignore the implications of this idea. 

Many judges, furthermore, know little about economics and are unaware of the difficulties 
involved in arriving at a genuine understanding of costs and benefits. The rule of reason 
presupposes an ability to measure benefits and costs, but in markets, benefits and costs are 
evaluated by the acting individuals. These actors are able to accurately judge benefits and costs, 
as their actions directly concern their own welfare. But the rule of reason uses the vague notion 
of "social costs," usually measured on the basis of market output. Courts, under the rule of 
reason, tend to evaluate an activity based on how much output restriction it results in - which the 
courts extrapolate from market share data. The courts tend to reason as follows. As a result of 
increased market share of the firm, the firm has higher market power, which leads to a restriction 
of output. The Neoclassical monopoly model is used to make these causal leaps; using this model 
entails making massive assumption with regard to market factors such as elasticity of demand - 
but these assumptions are by no means necessarily realistic. 

Furthermore, in order to know what is happening to market share, one must know what the 
relevant market is and how to define it. Yet the relevant market is different for each person and 
cannot be objectively defined. Courts, in providing such a definition, attempt to include all the 
substitutes for the good in question and nothing else, but substitutes can take virtually any form; 
they need not be direct. What is or is not a substitute depends on the definition of the relevant 
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market - so it is folly for the judges to attempt to define the relevant market based on what is or 
is not a substitute. 

Some economists have tried to offer the following criterion for determining what counts as a 
substitute of a good. This criterion uses the cross-price elasticity measurement. Assume that A 
and B are goods. Then cross-price elasticity = (%Change in quantity demanded of Good 
B)/(%Change in price of Good A). This measure can, according to some, determine whether A 
and B are substitutes or complements and thus help figure out what the relevant market is. 

However, there also exist non-price aspects that determine competition among goods. 
Competition is not just a matter of price; non-price rivalry may bring about the existence of 
substitutes that the cross-price elasticity measurement cannot detect. In the absence of an 
unambiguous definition of the relevant market, it is impossible to determine with scientific 
certainty what changes in concentration will do to consumers in a particular market. 

Furthermore, there exists no strict relationship between market share and market power; the latter 
does not necessarily follow from the former. Moreover, how does one know whether a particular 
value of the Herfindahl-Hirschman Index (HHI) necessarily corresponds to a monopoly or a firm 
with "too much" market power? At what value of the HHI does a monopoly begin? Why is such 
a value (say, X), a superior choice to X+1 or X-1? 

Social benefits of horizontal mergers can include economies of scale, economies of scope, and 
various efficiencies from financing, advertising, distribution, research, and development. Some 
of these are measurable; others cannot be; many are subjectively determined in the 
entrepreneurial judgment of firms' managers. Entrepreneurs may have projections that may not 
be accessible to or justifiable by someone else. Only market competition can determine if these 
projections are ultimately valid. 

The Staples Case (1997) 

The Staples Case is, according to Armentano, one of the most disastrous recent antitrust cases. 
Staples and Office Depot sought a merger; there existed ample competition in the realm of office 
supplies, which were available in virtually every major store. But antitrust authorities insisted on 
a definition that confined the relevant market to office supply superstores - i.e., only Staples, 
Office Depot, and Office Max. Thus, antitrust authorities claimed that a merger between two of 
the superstores would greatly increase the market share of the merged firm. But if all the 
suppliers of office supplies were taken into consideration, Office Depot and Staples together 
would have comprised only about 5% of the relevant market - clearly insufficient for antitrust 
authorities to block a merger. 

Problems With the Per Se Approach 

While the rule of reason approach may have its flaws, per se illegality is worse; it presumes that 
the benefits of particular actions, such as price collusion and division of market agreements, can 
never outweigh the costs. But it is possible that the contrary is the case. 
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Price coordination among competing firms, especially in uncertain times, can often allow for 
higher output than would be produced otherwise - as historical examples demonstrate. 
Furthermore, there sometimes exist benefits from firms sharing information with one another 
without engaging in constant price adjustments, which are costly - sometimes even from the 
perspective of the buyers, who tend to dislike overly fluctuating and unpredictable prices. There 
is no justification for concluding that cartels and price collusion are never appropriate in any 
situation. 

Often, horizontal cooperation can be a better form of organization than a horizontal merger, 
because the former is more flexible; temporary price agreements can change more readily with 
economic conditions. Furthermore, cartels are fundamentally unstable in a free market - so even 
if a given cartel is deleterious to consumers, it is unlikely to last for long. Why, argues 
Armentano, should antitrust authorities prevent horizontal cartels if some of them might be 
beneficial and most of them will not endure anyway? 

Armentano's Conclusion 

Armentano concludes in Chapter 7 by summarizing his stance. Antitrust laws must be repealed 
because they are a violation of liberty: they infringe on individual private property rights and 
ability to act in non-coercive ways. Furthermore, antitrust laws are based on a nebulous notion of 
"social efficiency" that is difficult to measure, determine, or define; these laws often fail to 
achieve even their stated objectives. Finally, antitrust laws inhibit the voluntary, spontaneous 
individual plan coordination which often enhances people's well-being in a free market. 

Even Adam Smith, who lamented businessmen's tendency to collude to the detriment of the 
consumer, recognized in the same passage from The Wealth of Nations that it is impossible for 
government to prevent such collusion in any manner consistent with liberty and justice. In short, 
antitrust laws are an utter failure theoretically and practically; they must be done away with 
before they inflict further damage. 

Source 

Pongracic, Ivan. Second Lecture on Armentano's Antitrust: The Case for Repeal. Hillsdale 
College. Hillsdale, MI. December 4, 2007. 

All lecture material is used with explicit permission. 
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Section 14 

Dominick T. Armentano's Arguments for the 
Repeal of All Antitrust Laws: Part V 

In Chapters 3 and 4 of Antitrust: The Case for Repeal, Dominick T. Armentano argues against 
the primary reasons frequently given for the existence of antitrust laws. He criticizes the perfect 
competition model, the Neoclassical free-market monopoly model, and the idea that free-market 
barriers to entry pose problems for consumers. 

Problems with Perfect Competition 

According to Armentano, "it is difficult to understand the relevance [of perfect competition 
theory] in a real world of differentiated preferences, economic uncertainty, and dynamic change" 
(Armentano 1999, p. 33). The real economic problem - the problem competition must solve - is 
not how to allocate resources given perfect information, but rather one of "understanding how 
the competitive market process of discovery and adjustment works to coordinate anticipated 
demand with supply in a world of imperfect information" (Armentano 1999, p. 33). The perfect 
competition model assumes away this basic problem and is thus irrelevant to the real world. 

Armentano continues by noting that the uncertainty of real markets often necessitates product 
differentiation, advertising, and interfirm coordination -- none of which are indicators that 
competition is being stifled; they simply indicate disequilibrium. 

Unfortunately, most of antitrust enforcement has been grounded in the perfect competition model 
- thereby presuming that outputs less than the theoretical "perfectly competitive output" are 
somehow "restricted." Neither this nor antitrust authorities' suspicion of advertising and interfirm 
coordination are warranted if the perfect competition model itself is flawed. 

As an alternative to the perfect competition model, Armentano proposes the Hayekian view of 
competition "as an entrepreneurial process of discovery and adjustment under conditions of 
uncertainty" (Armentano 1999, p. 34). This implies that no a priori way exists to determine 
whether or to what extent rivalry or cooperation are appropriate in any particular market. 
Furthermore, in the course of the market purpose, some firms may gain tremendously in market 
share, whereas others may fail and suffer large losses. Both phenomena are necessary for the 
discovery process of the market to take place. 

Problems with Free-Market Monopoly Theory 

Armentano is furthermore skeptical of the "actual ability of a monopoly firm, or a group of 
colluding firms, to restrict the market supply and realize monopoly prices and profits" 
(Armentano 1999, p. 35). The Neoclassical free-market monopoly model starts by assuming that 
a free-market sole producer restricts output and then compares such a restricted output with 
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output under ideal perfect competition conditions. However, Armentano recognizes that "the 
atomistic equilibrium output level [under perfect competition] is neither possible nor relevant 
and cannot serve as the welfare benchmark for any comparison" (Armentano 1999, p. 36). 

Furthermore, the free market will render any monopolist's or cartel's attempts to restrict market 
output and artificially raise prices extremely short-lived, as when the monopolist raises prices 
above marginal and average costs, "strong economic incentives then exist to expand current 
production and to encourage output by new firms," leading prices to fall and more closely 
approximate costs (Armentano 1999, p. 36). 

If a monopolist tries to dramatically lower its prices in order to deter entry by rivals, this will 
increase sales and thus lead the market toward a competitive level of output. If the free-market 
monopolist engages in price discrimination, the output will likewise increase, and the additional 
units of output will be sold at lower prices. Moreover, an inefficient monopolist by his very 
inefficiency invites new entry and cannot deter it - while a more efficient monopolist can only 
deter rivals as a result of his efficiency, in which case there exists no diminution of consumer 
well-being. 

A cartel encounters additional difficulties - as well as all the ones mentioned above. It must also 
effectively police and coordinate its attempts to restrict output and raise price. In short, "there is 
little reliable evidence that free-market collusion can allow conspiring firms to capture monopoly 
profits" (Armentano 1999, p. 37). 

Armentano considers the Neoclassical standard of "allocative efficiency" to be "contrived and 
misleading" - as it neglects the possibility that "a competitive process always operates under 
free-market monopoly" and "no final atomistic equilibrium condition can ever exist" (Armentano 
1999, p. 38). If these are taken into account, free-market monopolies cease to be a problem. 

The Neoclassical assumption regarding "technical inefficiency" in a free-market monopoly 
situation is similarly flawed - as in "any serious attempt to monopolize some free market, 
business are far more likely to lower costs than they are to raise them, and to expand rather than 
decrease production. The most effective way to gain and hold a free-market monopoly position is 
to be more efficient than rivals or potential rivals" (Armentano 1999, p. 38). Furthermore, 
Armentano believes it is illegitimate to consider the costs of product differentiation as increased 
costs under free-market monopoly, since differentiated products are fundamentally different 
from homogeneous products and thus cannot be compared to them. 

The Standard Oil Case 

The facts surrounding the 1911 Standard Oil Case are frequently misunderstood. Standard Oil 
never acted to the detriment of consumers; quite the contrary, its tremendous efficiency brought 
about its fast growth and ability to gain a large market share in oil. Standard Oil's activities led to 
tremendous drops in consumer prices; Armentano notes that "prices for kerosene fell from 30 
cents a gallon in 1869 to 9 cents in 1880, 7.4 cents in 1890, and 5.9 cents in 1897" (Armentano 
1999, p. 41). The market continually remained open to competitors, and Standard Oil's market 
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share actually fell from 85% in 1890 to 64% in 1911 - by which time Standard Oil had over 147 
competitors. 

Furthermore, the courts never found Standard Oil guilty of either restricting output or raising 
prices. Rather, they simply ruled that Standard Oil's holding company, Standard Oil of New 
Jersey was "a contract or combination in restraint of trade" and thus outlawed by the Sherman 
Act; therefore, the courts ruled to dissolve the company. Although the court ostensibly applied 
the rule of reason to this case, "it is emphatically not true that the High Court presented any 
specific finding of guilt with respect to the charges of misconduct and monopolistic performance 
brought against [Standard Oil] by the government... All that the Supreme Court did - contrary to 
overwhelming conventional wisdom - was conclude that some of Standard's practices, such as 
merger, evidenced an unmistakable intent to monopolize and that these practices were 
unreasonable. Why were they unreasonable? Because the court said that it was obvious that they 
were" (Armentano 1999, p. 42-43). Clearly, this defining case in the history of antitrust law was 
based on dubious reasoning at best. 

Critique of Empirical Studies 

Armentano goes on to criticize empirical studies that assume that market concentration, 
profitability, and even advertising and product differentiation are measures of monopoly power 
and thus restrictions of competition. There are severe methodological problems with such 
studies. 

First, these studies measure accounting profit, not economic profit, which may lead to flawed 
conclusions. "Second, legal monopoly and free-market monopoly might well be inexorably 
intertwined in the actual business world; tariffs, quotas, licensing, and other legal restrictions 
always tend to generate economic rents in markets that are otherwise openly competitive" 
(Armentano 1999, p. 44). Finally, these studies are flawed in using the hypothetical "perfectly 
competitive" output as a benchmark to which to compare real-world situations. 

Legal Monopoly 

Armentano acknowledges that legal monopolies, established via government aid, can and do 
harm consumers. Legal monopolies can be brought about by licensing, quotas, legal franchises, 
certificates of public convenience, and other means. Voluntary exchanges are thereby prevented 
and "the competitive market process has been undercut and artificially shortcircuited - by law" 
(Armentano 1999, p. 45). This will often reduce output and raise prices; efficient producers will 
often be excluded to the benefit of those who are best at seeking government favors. To add to 
the problem, no economic incentives exist to remedy the legally-induced reduction of output. In 
the meantime, firms will continually waste resources lobbying for government favors. 

The only legitimate use of antitrust laws, according to Armentano, is "to remove legal 
restrictions on competition and cooperation" (Armentano 1999, p. 46). But even here it is 
necessary to proceed with caution so as to avoid prosecuting free-market cooperative agreements 
among suppliers and to prevent the horrendous damage brought about by private antitrust 
lawsuits. 
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Free-Market Barriers to Entry? 

Armentano devotes Chapter 4 of Antitrust to addressing alleged free-market barriers to entry 
such as advertising and product differentiation. 

Product differentiation can only occur in a market if consumers have expressed a preference for 
it and a willingness to bear its costs. If new producers find it difficult to enter a market full of 
differentiated products, then this is due to the nature of consumer preferences, not to any "unfair 
advantages" possessed by incumbent firms. As efficient resource allocation requires that 
resources be put to the uses most valued by consumers, product differentiation is no grounds for 
antitrust prosecution. Furthermore, anyone is still free to enter a differentiated market and to 
attempt to convince consumers to support less product differentiation or to find cheaper methods 
of production. 

Furthermore, Armentano rejects the critique of some product differentiation as frivolous and 
unnecessary by noting that the revealed preferences of consumers are what must ultimately 
decide between necessary and superfluous product differentiation. If consumers "are willing to 
pay substantially more for some differentiation, then it is demonstrably not frivolous and the 
resources it uses are not misallocated" (Armentano 1999, p. 54). It is possible for firms to waste 
resources in trying to figure out exactly what consumers prefer - but this is because firms must 
anticipate consumers' preferences before those preferences are explicitly revealed, thus leading to 
a potential for error and miscalculation. Such mistakes are inevitable, even given strong free-
market incentives not to make them. Nothing in antitrust law can make these mistakes any less 
frequent. 

Advertising in a free market is, likewise, not a problem. Armentano notes that treating 
advertising as a superfluous "selling expense" apart from production expenses "is totally 
arbitrary. All business costs are selling costs in the sense that all resources are expended with the 
purpose of selling products to consumers at a profit" (Armentano 1999, p. 58). Advertising 
would indeed be unnecessary in a "perfectly competitive" market with perfect information, but 
this is not a real-world possibility. 

Armentano does not perceive a problem with firms who advertise more efficiently than others; 
this is not a misallocation of resources. "The only obvious waste here is on the part of the firms 
that advertise less efficiently" (Armentano 1999, p. 59). 

Furthermore, Armentano sees nothing problematic with firms that take advantage of low-cost 
technologies and economies of scale to maintain dominant positions in a market. Such 
dominance is purely legitimate, as it is due to efficient firms' ability to more readily satisfy 
consumer preferences. The very point of the market process is to discover the most efficient way 
to enhance consumer well-being; this has nothing to do with a specific number of competitors, 
and it is quite possible that one firm or a few firms might be more suited to supplying consumer 
wants in a given market than a multitude of firms. 

Nor is some firms' easier access to financial capital a barrier to genuine competition. Armentano 
notes that "Financial capital, like all resources, cannot be free to all who would want to use it, 
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and its costs must be borne by those who intend to use it productively" (Armentano 1999, p. 63). 
Some firms may be able to acquire capital at lower costs because they have demonstrated that 
they are lower risks and have been able to show through their past activities that they are able to 
use capital successfully. Insofar as capital costs are a barrier to entry, they enable more efficient 
users of capital to exclude less efficient ones - which is not a problem for consumers. 
Furthermore, this barrier is routinely overcome, as thousands of new firms receive access to 
capital; the only problematic barriers to capital are those erected by the law. 

Nor is "predatory pricing" a problem in a free market. Armentano mentions the difficulty of 
distinguishing genuinely "predatory" practices from routine competitive price reductions and 
product innovations. He asks: "which costs are relevant for such determinations? Average costs? 
Marginal costs? Long-run marginal costs? Why are historical accounting costs relevant at all?" 
(Armentano 1999, p. 65). Furthermore, "predatory practices cannot succeed without direct 
consumer-buyer support" (Armentano 1999, p. 65). If buyers are displeased by a certain firm's 
price cutting, they are always free to patronize that firm's competitors. The fact that this does not 
happen means that such "predatory" price reductions do not harm consumers. Furthermore, 
antitrust proponents cannot legitimately claim to know the long-run preferences of buyers better 
than the buyers do themselves - and moreover, consumers "can surely decide their own time 
preferences and then decide whether the advantages of short-run price reductions exceed the 
possible disadvantages of fewer suppliers in the future" (Armentano 1999, p. 65). 

Armentano applies the same logic to so-called non-price predatory practices. It is up to 
consumers to choose whether a new product innovation will reduce the number of competitors - 
and if consumers do so, this is not problematic. Armentano notes that "it would be difficult to 
imagine an antitrust intervention as potentially dangerous or damaging to future consumer 
welfare as this sort of innovation regulation" which would block the introduction of new and 
superior products (Armentano 1999, p. 66). 

Moreover, predatory practices have a high likelihood of failure for the firm who undertakes 
them; the financial risks of predation are themselves tremendous disincentives from engaging in 
the practice, and history has shown extremely few unambiguous instances of predatory behavior. 
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