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 Let me begin with my usual declaration of interest. In 

addition to writing my weekly column for The Sunday Times, 

and serving as Director of Economic Policy Studies at the 

Hudson Institute, a Washington-based think tank, and sitting 

on the board of the Regulatory Policy Institute, I consult with, 

or have in the past consulted with, several firms, some of 

whom authorities have considered dominant, some of whom 

have been afflicted by dominant firms. These include BSkyB, 

many electricity suppliers in the US and the UK, News 

International, AMD, some institutions best classified as 

financial services firms, and a host of others. 

I have come to preach to the choir, to extol the virtues 

of competition. But since that would be too easy an 

assignment, I also want to spend some time on three difficult 

questions on which I believe the current literature is highly 

misleading: predatory pricing, the treatment of business 

practices of dominant firms, and remedies in cases in which 

dominant firms have abused their market power. Clearly, I 

can’t do justice to four such topics in the time allotted for this 
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talk, so I have prepared a longer paper, portions of which are 

taken from earlier research and papers, for you to study at 

your leisure or when afflicted with a particularly bad case of 

insomnia. 

 The virtues of competition: 

1. A policy that makes it difficult for businessmen to 

collude to fix prices guarantees consumers that the prices 

they pay for goods and services will reflect only the costs of 

producing the goods and services they buy, including a 

reasonable return on the capital committed to the production 

of those goods and services. As Alfred Marshall long ago 

stated, in the days when the economic literature consisted of 

clear, equation-free prose, "If the producers of a commodity 

are many in number and act without any concert, it is to the 

interest of each of them to increase his supply of it whenever 

he expects to obtain a price greater than its Expenses of 

production. So that the price of a commodity cannot long 

exceed its Expenses of production, if there is free 

competition among its producers."1 

 2. A concomitant result of an effective competition 

policy is that competing businesses will be under pressure to 

produce in the most efficient manner -- minimizing costs so 
                                                
1 Alfred and Mary Paley Marshall, The Economics of Industry. Bristol: Thoemmes Press, 1994, 

reprinting the original 1879 edition, p. 180. 
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that they are in a position to meet or beat the prices of their 

competitors.  

3. A vigorous competition policy should maximise the rate of 

innovation and the rate of introduction of new technologies, 

in the process denying what Hicks identified as the greatest 

monopoly profit -- a quiet life.2 I recognise that the economic 

literature on this point is ambiguous, since it recognizes the 

possibility that competition in product markets might deny 

innovators the ability to appropriate to themselves the fruits 

of their inventions, thereby discouraging expenditure on 

research and development.3 But here I would like to draw on 

John Vickers' formulation, offered in a paper considering the 

relation between competition and productive efficiency, 

"Competition seems very well in practice, but it is not so 

clear how it works in theory."4 For a commonsense appraisal 

of real-life experience -- the comparison of efficiency in 

countries with and without competitive market systems; 

Microsoft's efforts to deny innovators access to markets and 

the effect that had on potential competitors' access to 

venture capital; the rapid introduction of new electric 

                                                
2 J. R. Hicks, Value and Capital. Oxford: Clarendon Press, 1939. 
3 In this connection see Donald Hay and John Vickers (eds.), The Economics of Market 

Dominance. Oxford: Basil Blackwell, 1986, pp. 8-9. 
4 John Vickers, "Concepts of Competition," Oxford Economic Papers 47 (1995), p.1. 
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generating technologies when competition was opened up in 

the electricity market; the innovative services offered by the 

airline industry when competition replaced regulation -- 

suggests to me that competition means a fiercer gale of 

creative destruction than does the cozier world of cartels and 

monopoly. 

 This is especially important in this day of the internet 

and related technologies. I recognise that the claims for this 

technology are somewhat overblown, and that electricity, the 

telephone, the automobile and perhaps other inventions can 

claim to have had a greater impact. No matter: we are in the 

midst of what Schumpeter referred to as a "cluster". Some 

65 years ago Schumpeter wrote, "Why should the carrying 

into effect of innovations ... cluster at certain times...? One 

answer suggests itself immediately: as soon as the various 

kinds of social resistance to something that is fundamentally 

new and untried have been overcome, it is much easier not 

to do the same thing again ... so that a first success will 

always produce a cluster.... This is indeed the method of 

competitive capitalism...".5 

                                                
5 Joseph A. Schumpeter, "The Analysis of Economic Change," Review of Economic Statistics, 

May 1935, reprinted in Richard v. Clemence (ed.), Essays on Entrepreneurial Innovations, 

Business Cycles, and the Evolution of Capitalism. New Brunswick, New Jersey: Transaction 

Publishers, 1989, pp. 141-142. 
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 If we are indeed entering into or are in the early stages 

of a "cluster" of innovation, we should be especially alert to 

efforts by those threatened by change to deploy 

anticompetitive weapons in order to thwart the diffusion of 

new inventions and techniques.  

 4. A vigorous competition policy also provides a tool 

with which to judge which mergers are in the public interest, 

and which are not. The dividing line is simple to describe, if 

not always easy to discern: any merger that unduly reduces 

competition should be halted. Note: it is not necessary for 

the minister to decide whether he thinks the merger is a 

good idea, and is likely to produce the anticipated savings 

(most do not). Nor is it for him to decide how many football 

fans might be offended, and how many pleased; or how a 

specific marginal constituency might react; or whether he 

regards the executives and boards of the acquiring 

companies as good chaps. All he need do is satisfy himself 

that the he has so structured, funded and staffed the 

relevant competition authority that it is competent to appraise 

the competitive impact of mergers. Issues of national 

defense, of course, might be an exception, although I have 

never seen proof that a nation's defense effort is enhanced 
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by forcing the military authorities to purchase in non-

competitive markets. 

 5. Effective competition makes regulation unnecessary. 

It is important to distinguish competition policy from 

regulatory policy.  Some industries contain large natural 

monopoly elements, and therefore must have their prices, 

performance and profits regulated lest they exploit their 

customers. In other industries, competition is possible but 

can be snuffed out or seriously diluted by the exercise of 

market power that in no sense flows "naturally" from the 

economic structure of the industry. By preventing the 

untoward exercise of market power, the competition 

authorities preserve the market's ability to determine prices 

and allocate resources, making regulation unnecessary.  In 

short, ad hoc interventions to preserve competition make on-

going regulation unnecessary, for where the invisible hand 

operates, the heavy hand of government is not necessary to 

assure consumers against exploitation. 

 In sum, in a competitive regime resources are allocated 

efficiently, consumer choice is maximised, and the pressure 

a Schumpeterian gale of creative destruction pressures all 

firms to innovate. If you don’t agree that competition does all 

of that, you are in the wrong business. 
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 But it does still more: a proper competition policy 

produces a variety of desirable social effects -- the diffusion 

of economic power and the maximization of economic and 

social mobility. In an economy in which incumbent firms 

cannot create artificial barriers to entry, either by deploying 

their own market power or by colluding with others, fledgling 

entrepreneurs are likely to flourish. This is important not only 

to maintaining a high rate of invention and innovation -- 

competitive entry, after all, inevitably destroys the value of 

existing investments -- but to maintaining a society that is 

deemed to be fair and open by its citizens.6 In America, the 

relative ease of entry has contributed to the mobility among 

income groups that has prevented the class warfare so 

common in other countries. Note, however, that it is 

precisely this result of competition policy that generates 

opposition to it by those in government who prefer to 

manage the rate of change in society, by those classes that 

prefer the status quo to a society in which arrivistes can 

eventually despoil the neighborhoods of those with "old 

money" by moving there, and by businessmen with 

                                                
6 In this connection see John H. Shenefield and Irwin M. Stelzer, The Antitrust Laws: A Primer. 

Washington, D.C.: The AEI Press, 1998 (third edition), pp. 10-14. See also Stephen Martin, 

Industrial Economics: Economic Analysis and Public Policy. Englewood Cliffs, New Jersey, 

Prentice Hall, 1994, pp. 45-50. 
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undepreciated sunk investment that will never be recovered 

if barriers to entry are eliminated.  

 Let me now turn to the three areas in which I fear you 

might be misled by what passes for thought among 

academics and others interested in competition policy: 

predation; business practices of dominant firms; and 

remedies. 

Predation:7 It is now fashionable to argue that there is 

no such thing as predation, and to set the barrier of proof so 

high that no one can establish that this practice still exists. 

Predation is said to be irrational because, in the end, most 

markets are contestable. Drive out a competitor with 

below-cost (somehow measured) price cuts, or costly 

advertising, or some other tactic, and a swarm of new 

entrants will appear before the foregone profits can be 

recouped. The uncontestable father of contestability recently 

stated, in a discussion of the airline industry, that "Once an 

incumbent predator attempted to raise its price to make up 

for an earlier loss, entrants would swarm into the market to 

take advantage of the opportunity."8 Would they? Only if this 
                                                
7 See “Changing Antitrust Standards, With Special Reference to Predation,” in a colledtion of my 

essays and talks, Lectures on Regulatory and Competition Policy, published by The Institute of 

Economic Affairs. 
8 William Baumol, "The Apollo Reservation System and the Public Interest," Before the Civil 

Aeronautics Board, Docket No. 41686, November, 1983, p.14. 
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swarm of entrants, and their backers, were unaffected by the 

previous practices of the incumbent firm. As I have said 

before, a hiker might not pay much attention to a no 

trespassing sign, standing alone; but if the field behind it is 

littered with the corpses of previous trespassers, he would 

most likely decide the person who posted the sign means 

business. And it would matter very little whether the poster of 

the sign had clear legal title to the field. 

2. Predation is said to be irrational because it is not 

profit- maximizing behavior. As I have noted above, 

predation may, indeed, maximize long-run profits. But 

assume, for the moment, that it does not. It is not necessary 

to assume that the business managers who run most 

modern corporations are irrational or stupid, to accept the 

possibility that they will find non-profit-maximizing, predatory 

pricing to be very much in their own interest. 

This is so partly because, as Professor Baumol has 

pointed out, managers will at times prefer to maximize gross 

sales rather than net profits. It is so also because Berle and 

Means9 were right in suggesting that managers, often 

beyond the reach of the shareholder-owners of the business, 

                                                
9 Aldolf A. Berle and Gardiner C. Means, The Modern Corporation and Private Property. New 

York: Harcourt, Brace &World, 1932. 
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may have objectives of their own that have little to do with 

profit maximization. 

Indeed, as Alfred Kahn has pointed out, it is the 

Chicagoans who argue -- correctly, in my view -- that 

corporate raiders perform a valuable economic function 

because managements so often fail to adopt that mix of 

pricing and other practices that would maximize the current 

discounted values of future revenue streams. It seems to me 

impossible to argue both (a) that corporate managers are 

driven to maximize profits and are aware that most markets 

are sufficiently contestable to make predation irrational, and 

hence will not engage in predatory pricing; and (b) that 

corporate managers so often fail to maximize profits that the 

securities of the companies they run are undervalued, 

requiring hostile take-overs and the booting of the managers 

to get these companies back on the profit maximizing track. 

In short, predation may not maximize profits. But it may 

nevertheless be a rational, far from unthinkable policy for 

business managers seeking to maximize their own career 

opportunities. 

3. Finally, predation is a realistic danger because 

businessmen don't behave in a manner consistent with the 

simplistic descriptions of the Chicago school. The world does 
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not consist of businessmen concentrating on pricing policy to 

the exclusion of' other competitive weapons, or coolly 

comparing profitability with and without a price cut. Rather, it 

consists of managers, in many instances aware that they 

possess significant market power, and that their actions will 

affect the future structures of their industries. These 

managers view pricing policy as only one part of their overall 

business strategies, which might include, as well, policies 

aimed at preempting markets by expanding capacity, or by 

developing and exploiting bottlenecks, or by buying 

competing or, in the case of airlines, business -feeding firms. 

Once we accept this fact -- that business strategy is a 

rich mixture of tactics and policies, some aimed at profit- 

maximizing in the static, narrow sense, others at longer-run, 

dynamic objectives -- we begin to understand why economic 

analysis in antitrust cases most often cannot usefully employ 

"bright line" tests: this price is predatory because it falls 

below some conception of cost, that price is a legitimate 

competitive response because it does not. Rather, economic 

analysis, in the context of antitrust cases, involves a detailed 

understanding of the particular facts in each case: a 

particular- practice can properly be characterized as 
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anticompetitive only after studying it in the entire context of 

the firm's activities. 

Dominant firms: One of the emerging myths fostered by 

interested parties and by some disinterested scholars is that 

we should now relax our attitudes towards the business 

practices of dominant firms. In America, the enforcement 

authorities are holding hearings on this question, and, 

separately, a commission appointed by the President and 

the Congress is expected to render a report on whether this 

area of antitrust policy should be “modernised”.  

I attribute the emergence of this issue to three factors:  

1. Some academics are persuaded that all market 

power is transitory, and that today’s dominant 

firm is tomorrow’s bankrupt – or at best a 

weakling ripe for takeover. There is some merit 

in this argument, but only if we understand 

transitory to mean “not eternal”. After all, 

monopoly power can have terrible 

consequences for efficiency if it prevails during 

a rather protracted transition to greater 

competition. 

2. A skillful effort by Microsoft to persuade the 

public and its antagonists in the antitrust 
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enforcement communities around the world that 

such market power as its 90% share of the PC 

software market confers is under daily threat. 

3. A feeling that change is now so rapid – coming 

from China, or from new technologies – that no 

institution is safe. 

None of this changes the fact that there exist firms 

that dominate their markets – that are not passive price 

takers, but are price makers. We know them not only by 

their market shares, properly measured – not so wide 

as the firms would have us believe, nor so narrow as 

enforcement authorities often choose to conjure up – 

but by their business tactics. 

Microsoft was able to induce PC manufacturers to 

pay it even if they installed a competitors’ software not 

because the manufacturers feared for the financial well-

being of Bill Gates. Some providers of telecoms 

services are able to wrack up appalling records of 

customer service not because American consumers are 

an excessively passive lot. Some companies can 

persistently – that’s a key word – earn profits far above 

their cost of capital not because they are especially 
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efficient, but because they have erected substantial 

barriers to entry. 

Distinguishing practices that stem from dominance 

from those that result from efficiency is not easy – that’s 

why we have fact-laden cases, heard before authorities 

skilled in making that distinction. Experts can 

distinguish between volume discounts reasonably 

related to costs, and discounts designed to make it 

impossible for buyers to share their patronage between 

the dominant firm and new entrants. Experts can 

distinguish between the supply problems that at times 

lead to shortages and the need to allocate available 

supplies among customers, and the use of supply cut-

offs by dominant firms to discipline customers who 

express a willingness to devote some of their custom to 

new entrants. 

In short, there are dominant firms, their business 

practices stem from that dominance and reinforce it,  

those practices are a serious deterrent to competition 

and deprive us of all the advantages discussed earlier. 

Remedies: The fashioning of appropriate relief in cases 

in which there has been an abuse of dominant power will 

have to be given even greater consideration in the future 
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than in the past. The notion that the antitrust laws are 

proscriptive rather than prescriptive is less compelling than it 

once was: if an enforcement agency doesn't know what 

remedy to propose should it prevail, it should stay its hand. 

And that remedy cannot require ongoing judicial supervision 

of the practices of a company specializing in the creation of 

intellectual property, for the obvious reason that we do not 

want to slow the pace of innovation to accommodate the 

more leisurely one of the judicial process. This may mean 

that relief will have to be more radical in the case of high-

tech violators of the antitrust laws than in the case of lower-

tech ones, with divestiture and radical structural solutions 

playing a larger role relative to the prohibition of specific 

practices. Consider this question: would the goals of 

competition policy not have been better served if Microsoft, 

having been found guilty of a variety of anticompetitive acts, 

had been forced to spin off its operating system, rather than 

having judges burdened with deciding which products are 

intrinsic parts of that system, and which are separate 

products being entangled in the operating system merely or 

primarily to stifle competition? 

Let me conclude with that question, which we can 

consider along with others during the discussion period. 
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