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Author's Note


 


I am pleased to see Antitrust and Monopoly back in print. I still believe that the book fulfills an important need in antitrust education. Interested readers who wish to pursue the economic theory and case analysis further should consult my Antitrust Policy: The Case for Repeal (Washington, D.C.: Cato Institute, 1986).


Dominick T. Armentano     
West Hartford, Connecticut











Foreword


 


For anyone who wants to know what's behind today's headlines of mergers and takeovers, the lively style of Antitrust and Monopoly will be an attractive introduction to the subject. The reader is provided with an historical framework that clearly shows the role antitrust plays in the American economy and puts into perspective arguments concerning the need to control the current wave of mergers and takeovers.


With impressive scholarship, Professor Armentano exposes the mythology that has grown up around antitrust law. His vivid examples demonstrate how antitrust law has impeded rather than aided the competitive process. Present antitrust law imposes regulations on some businesses to enhance or protect the profits of other firms—another instance of legislation won by rent seekers.


Classic antitrust cases are analyzed so thoroughly that this book should be required reading in every introductory antitrust course, whether in economics or in law. Professor Armentano shows that firms bringing benefits to buyers in the form of lower prices and improved products have been subjected to a judicial lynching. On the basis of assertions that were either irrelevant or unsupported by the facts, the law subjected firms to dissolution, fines, and treble damage actions.


Armentano's analysis demonstrates how clearly wrong-headed such laws are, even though their implementation may have been improved or grown less harmful in recent years. Moderating amendments will not serve to eliminate the harm they do. The laws themselves need to be repealed.


Mergers are currently making headlines and causing calls for a more severe application of antitrust laws. The history detailed by Professor Armentano demonstrates what the appropriate action should be.


It also helps us to understand that monopoly unsupported by government regulation and government barriers to entry is not a problem. After all, as Professor Walter Adams observed of the period before 1950, “public policy left the highway to monopoly [horizontal mergers] unblocked and unguarded.” Although Adams is a strong supporter of the antitrust laws, he nevertheless is forced to conclude that the period preceding the 1950 Celler-Kefauver amendment of the Clayton Act to block mergers was “an eloquent testimonial to the dynamism and competitiveness of the American economy…a graphic manifestation of the [competitive] forces in the economy—holding their own despite a public policy which left the highway to monopoly unblocked.”


Further, this book should be read by every Congressman. In a world in which markets are increasingly international in scope, the margin for error in the making of public policy has grown too small to allow ignorance to prevail among policy makers or narrow interests to prevail over the general good.


Yale Brozen


Professor of Business Economics Emeritus


Graduate School of Business


University of Chicago











Preface


 


Some of the material in this book was first published in The Myths of Antitrust: Economic Theory and Legal Cases (Arlington House: 1972). That book was revised and expanded into Antitrust and Monopoly: Anatomy of a Policy Failure (John Wiley and Sons: 1982). The current edition of Antitrust and Monopoly contains a new Foreword, a revised Preface, and a revised Introduction, but the body of the text remains unchanged from the Wiley edition.


My trenchant opposition to orthodox competition and monopoly theory, and to traditional antitrust policy, has not mellowed over the years. Indeed, if anything, I have become even more convinced that the theory and practice of antitrust is fundamentally flawed, and that all of the antitrust laws ought to be promptly repealed. When I first made that recommendation in 1972, I was warned that repeal of the antitrust laws was both intellectually unwarranted and politically unthinkable. Few observers of the antitrust scene would be as certain of such conclusions today. I would hope that even fewer still would be as certain after reading this book.


There are some special individuals who have been supportive of Antitrust and Monopoly and I would like to thank each of them.


I would like to thank Edward H. Crane of the Cato Institute in Washington, D.C., for his early interest in the publication of this manuscript. I would especially like to thank Robert Hessen of the Hoover Institution at Stanford University and Walter Grinder of the Institute for Humane Studies at George Mason University for their unfailing encouragement on my behalf. Special thanks are also due William Hammett of the Manhattan Institute in New York City for his friendship and interest in my work.


I have benefited from informal discussions with Yale Brozen, Harold Demsetz, Donald Dewey, Armen Alchian, M. Bruce Johnson, Israel Kirzner, Murray N. Rothbard, Wesley J. Liebeler and other professors and economists who have blazed the trail toward needed antitrust reform and, I hope, repeal. Although I have learned much from them (and many others), they cannot be held responsible for any of my errors or omissions.


Finally, I would like to thank David J. Theroux and The Independent Institute for their encouragement and support with this new edition of Antitrust and Monopoly.















Introduction


There have been some modest changes in the administration of U.S. antitrust policy over the last 10 years. The federal antitrust regulators, and to some extent the courts, are now less concerned than previously with conglomerate and vertical business mergers; with horizontal mergers within liberalized merger guidelines; with tying agreements that intend to limit “free-riding” or reduce transactions costs; with market concentration achieved through internal growth; or with nonpredatory price discrimination.


There have been several reasons for this shift in antitrust attitudes and enforcement policies.1 One important reason has been the increasing professional disenchantment with the traditional “barriers to entry” doctrine.2 This theory held that firms in concentrated markets erected economic barriers (such as product differentiation) that unfairly deterred the entry of smaller rivals and allowed dominant firms to exercise “monopoly power.” Critics of this theory have argued, instead, that most of these alleged economic barriers were simply market efficiencies that served to improve consumer welfare. When and if dominant firms failed to provide such improvements, rivals would inevitably enter markets and compete. Thus, superior economic performance ought not to be attacked prematurely in the name of removing “barriers” to competition.


Another reason for the decline in traditional enforcement policies has been the increasing theoretical and empirical criticism of the “concentration doctrine.”3 This theory held that high market concentration encouraged business collusion, and that this was evidenced by higher-than-normal profits (accounting returns) in concentrated markets.


This notion has now been severely criticized. Some analysts have failed to substantiate any long-run empirical relationship between high profit and high concentration.4 Other analysts have argued that accounting profits are a poor indicator of “monopoly” or resource misallocation,5 while still others have argued that long-run profits might simply be a return to long-run innovation and risk taking.6 Efficient firms can be expected to earn more and grow faster than less efficient firms.7 If market concentration is simply the natural consequence of superior economic performance, the role of antitrust regulation becomes ambiguous.


A final reason for the shift in antitrust attitudes has been that a reexamination of some of the classic antitrust cases did not support the general rationale for traditional enforcement.8 In many of the classic antitrust cases, both public and private, the indicted defendant firms had lowered their prices, expanded their outputs, engaged in rapid technological change, and generally behaved in ways consistent with an efficient and rivalrous market process. Indeed, it was precisely this rivalrous behavior that may have precipitated the antitrust legal action. There is now a wider recognition among antitrust specialists that competition is a process—not an equilibrium condition—and that antitrust (especially in the private cases) has been employed often as a legal club to thwart competitive behavior and protect existing market structures.9


Yet despite this impressive theoretical and empirical revisionism, antitrust regulation in the early 1990s is still very much alive and well. None of the antitrust laws have been repealed or even reformed. The Reagan administration's modest legislative proposals to modify sections of the Clayton Act (1914) went nowhere with the Congress.10 Most economists, and even some of the most important antitrust critics, still believe that some antitrust regulation is necessary to promote economic efficiency and control “market power.” Specifically, the Antitrust Division of the Justice Department and the Federal Trade Commission (FTC) continue to regulate large horizontal mergers, and they still forbid price-fixing and division-of-market agreements, resale price maintenance, and so-called “predatory practices.”


Despite the recent antitrust revisionism, therefore, the basic antitrust paradigm survives. There is still a very deep-seated belief that despite its historical flaws, antitrust regulation has served generally to make the market economy more “competitive,” and that business monopoly (“monopoly power”) would triumph in the absence of such legal prohibition.


Academic economists, for the most part, have created and sustained the public's impression concerning monopoly and the antitrust laws. Two generations of economists, both liberal and conservative, have generally accepted antitrust as an important social force in maintaining competition and in limiting the difficulties commonly associated with monopoly power. Although some economists have disapproved of particular sections of the laws and particular enforcement procedures, and although a very few have called for repeal of specific antitrust statutes, the bulk of the academic economists have historically supported—and continue to support—antitrust and a vigorous enforcement policy.11 Indeed, some influential economists are committed to a substantial beefing up of antitrust enforcement, particularly in the price-fixing area, or alternatively, to additional legislation aimed at radically restructuring concentrated American industries. Thus despite the recent criticism, the antitrust philosophy is still a firmly entrenched part of the conventional wisdom of a mixed-enterprise system.


Yet this public and professional acceptance of the efficacy of antitrust depends upon important assumptions that are rarely made explicit or challenged. One assumption, for instance, is the belief that the standard theories of competition and monopoly developed by the economists are a correct perspective and can be applied meaningfully in the antitrust area. Another crucial assumption is the belief that antitrust history contains impressive empirical verification of the resource misallocations and monopolistic abuses suggested by the standard theoretical approach.


This study will maintain that neither of these important assumptions are valid. It will argue that orthodox competition and monopoly theory is inherently flawed and misleading and cannot rationally support any antitrust policy. Further, it will demonstrate that the business organizations under indictment in the classic antitrust cases were expanding outputs, reducing prices, improving technology, and engaging generally in an intensely competitive process. It will conclude that both antitrust theory and history are an elaborate mythology with no solid foundation in either logic or fact.


This is not to say that the notion of monopoly power itself is a myth, or that there is an absence of abusive monopoly in the American business system; far from it. It is to say only that our formal antimonopoly policies have been a fraud, and that public attention concerning the monopoly problem in America has been totally misdirected. Government, and not the market, is the source of monopoly power. Government licensing, certificates of public convenience, franchises, tariffs, and other legally restrictive devices can and do create monopoly, and monopoly power, for specific business organizations protected from open competition. Abusive monopoly is always to be associated with governmental interference in production or exchange, and such situations do injure consumers, exclude sellers, and result in an inefficient misallocation of resources. But importantly for this discussion, such monopoly situations are legal, created and sanctioned by the political authority for its own purposes. All such legal restrictions on cooperation or rivalry should be repealed. Thus, ironically or intentionally, the bulk of the abusive monopoly in the business system has always been beyond the scope of antitrust law and antitrust policy.


This work differs in two fundamental ways from many others that have discussed competition, monopoly, and antitrust problems. First, many of the previous volumes have accepted the essential correctness of the neoclassical theories of competition and monopoly; serious criticism of this perspective has been marginal at best and frequently reduced to a footnote. The overwhelming impression received from these works is that the criticism does not subtract substantially from the logic and policy implications of neoclassical theory. Second, many volumes on the subject have presented a welter of antitrust cases, void of relevant conduct and performance information. Consequently, any serious consideration of the indicted firms’ actual behavior has been conspicuously absent. Apparently, these volumes expect readers to assume that the firms indicted under the antitrust statutes were actually raising prices, reducing outputs, producing shoddy products, colluding successfully with competitors, driving competitors from the market with predatory practices, and generally abusing consumers in the marketplace.


This book will reverse explicitly the two positions outlined above. The neoclassical theories will be shown to be static equilibrium models that tell us almost nothing meaningful concerning efficiency and the competitive process. Moreover, the antitrust cases to be examined—the classic cases only—will be presented in a context that attempts to make the conduct and performance of the firms involved comprehensible. Wherever possible, readers will be provided with information enabling them to make independent judgments as to the economic guilt or innocence of the defendant.


Finally, the overall purpose of this book is to provide teachers, lawyers, students, businessmen, and other interested citizens with a convenient guide to a comprehensive body of dissenting thought concerning competition theory and antitrust policy. In the light of this intention, this volume does not necessarily present a balanced set of contrasting opinions. Instead, it advances an extreme position, buttressed with specific arguments and facts that, hopefully, will encourage serious readers to rethink critically the antitrust policies of the United States.
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CHAPTER ONE


The Legitimacy of Antitrust Policy


 


The competitive business process is central to an appreciation of the market economy. If competition exists in the market, business organizations tend to allocate resources efficiently, engage in innovation and technological development, and generally respond effectively to consumer demand. If competition is weak or nonexistent, however, it is not at all evident that the interplay of free market forces will automatically generate beneficial economic behavior and performance. Indeed, it is often alleged that if business organizations could extinguish the market process through monopoly or collusion, they could presumably misallocate resources and create a utilitarian justification for extensive governmental regulation.


THE RATIONALE FOR ANTITRUST


While the American economy may still primarily employ the institutions of private ownership and voluntary exchange, it certainly has never adhered to strict laissez-faire principles.1 The decline of the free-market system accelerated with the rise of large-scale business enterprise in the post-Civil War period. At that time, spokesmen for business interests, labor, government, and even a few economists asserted that some regulatory control of the economy was required in order to protect consumers from the “trusts” and their attendant unfair practices.2 Presumably, the Sherman Antitrust Act (1890) and the rest of the antitrust laws* were passed in order to halt the spread of business monopoly and to restore effective competition to the market economy.


The conventional perspective on the origins of antitrust regulation is that the laws were enacted to stem the rising tide of “monopoly power.”3 Yet revisionist analysis of the Clayton Act, the Federal Trade Commission Act, and the Robinson-Patman Act has severely shaken this conventional view; various scholars have demonstrated that these particular “antitrust” statutes were often supported and employed by established business interests in an attempt to restrain and restrict the competitive process. Unable to compete effectively with more efficient business organizations, certain special interests sought political and legislative restrictions in an attempt to secure or enhance existing market positions. According to this view, therefore, much of the antitrust movement should more accurately be seen as conservative rather than as “progressive,” and as an important part of the “triumph” of conservatism in American politics. 4


Interestingly, and perhaps ironically, the Sherman Antitrust Act has managed to escape the revisionist assault almost entirely. It is still widely accepted as a statute whose sole purpose was to protect consumers from monopoly power, and to prevent “an artificial enhancement of prices” in the market.5 And while some economists can now admit that the Sherman Act has not always been employed to that end, they presumably have little doubt that its intention was to advance the general consumer welfare.


But there has always been some reason to doubt the orthodox interpretation of the origins of the Sherman Act. It is true that it was Senator Sherman's expressed intent to make illegal those business arrangements that tended to “advance the cost to the consumer,” and this precise language appeared in the original draft of his bill.6 However, this wording was stripped from the legislation as approved by the U.S. Senate; the Sherman Act as enacted into law does not mention the alleged “sole” purpose, that is, the “enhancement of prices by combination.” Moreover, at least through 1911, the legal enforcement of the Sherman Act had absolutely nothing to do with the substantive conduct and performance of the indicted corporations or, in other words, with whether there had been any “enhancement of prices” to the consumer. The courts were totally immune to defense arguments that the indicted trusts had not increased prices and had not resticted outputs—indeed, that they had lowered prices and expanded outputs—and had not restrained trade in violation of the law. Nor is there the slightest shred of evidence that the U.S. Congress, on observing that its alleged “intent” was being misconstrued by the courts, ever sought to revise the wording in the law (or the enforcement of the law) to conform to Senator Sherman's original vision. In short, reasonable doubts can be raised about the purity of the intentions of the men in government and in business at the very birth of the antitrust movement.


More to the point, as this volume will demonstrate, the Sherman Act—like its sister antitrust legislation—has been continuously employed to restrain competition and the free-market process, whatever its alleged intent. It will be shown that the antitrust laws have been fundamentally protective of the existing economic structure of business organizations. This protectionism may or may not have been the specific intent of the laws, but it is the way the laws have operated in practice.


THE LEGALITY OF ANTITRUST


While the precise intent of the antitrust laws must always remain somewhat obscure, the legality of legislation regulating interstate commerce has never really been in doubt. In the first place, the Constitution of the United States states explicitly in Article One, Section 8, that Congress has the authority and the legislative power “to regulate commerce among the several states…” Even more importantly, repeated court decisions made it perfectly clear that the government could legally regulate the use of private property whenever it was devoted “to a use in which the public has an interest.” For example, in the famous Munn v. Illinois case decided in 1877, Munn and his partner, Scott, had argued that their private grain-storage business was of no concern to the State of Illinois legislature, and that the government had no right to require them to make their rates public, to get a license to operate from the state, or to comply with maximum-price limits. A majority of the U.S. Supreme Court did not agree. Instead, the high court declared, with plenty of English common law as precedent, that the use of private property which involved the public “must submit to be controlled by the public for the common good.” In explicitly utilitarian rhetoric, Chief Justice Waite argued that this interest could justify extensive public regulation.


Property does become clothed with the public interest when used in a manner to make it of public consequence, and affect the community at large. When therefore, one devotes his property to a use in which the public has an interest, he, in effect, grants to the public an interest in that use, and must submit to be controlled by the public for the common good…. He may withdraw his grant by discontinuing the use; but, so long as he maintains the use, he must submit to the control.7


Since all private property in an exchange economy involves the public, this decision and many subsequent ones established clear legal precedent that legislatures had the authority to regulate practically any private business activity. As Justice Roberts so clearly puts the matter in Nebbia v. New York in 1934: “…a State is free to adopt whatever economic policy may reasonably be deemed to promote the public welfare, and to enforce that policy by legislation adapted to its purpose.”8


Actually, the ending of a strict private-property rights approach in law and its replacement with utilitarian public-welfare analysis had begun well before Munn v. Illinois. Morton J. Horwitz has demonstrated conclusively that there were dozens of important court decisions at the state level in the early nineteenth century that clearly embody the triumph of utilitarian public interest over common law property right.9 In the name of technological progress, for instance, the courts in some of the early water pollution cases were more than willing to sacrifice the traditional common law principle of strict tort liability in favor of a more instrumentalist concern for promoting the general economic welfare. In many instances, upstream property owners were allowed to victimize downstream owners when the public benefits associated with industrial progress exceeded the social costs, in the courts’ view. Thus Munn v. Illinois and Nebbia v. New York represent the logical culmination of a philosophical change in the law that justified extensive governmental regulation of property in the so-called public interest.


THE LEGITIMACY OF ANTITRUST


While regulation such as antitrust laws have admittedly been judged legal, is such legislation proper in a free society? From a strict natural rights perspective, such regulation and legislation would not be proper.10 This theory holds that individuals have inalienable rights to life, liberty, and property. These rights imply the liberty of any person or persons to enter into any noncoercive trading agreement on any terms mutually acceptable, to produce and trade any factor or good that they own, and to keep any property realized by such free exchange. This perspective would hold that it is right to own and use property; it is right to employ that property in any manner that does not infringe on anyone else's property rights; it is right to trade any or all of that property to anyone else on any terms mutually acceptable; and that it is right to keep and enjoy the fruits of that effort. These activities are right because they can logically be derived from man's natural right to life and life-sustaining action. Consequently, it would be wrong to initiate force against someone else's private property; wrong to forcibly interfere with someone else's voluntary property transaction; and wrong to outlaw or regulate certain types of business contracts, organizational structures, or business cooperation. These activities would be wrong since they would infringe upon the natural rights of individuals to do with their own property what they see fit.


So interpreted, government's function in such a social system would be to define and protect rights to life and property, and to adjudicate disputes over alleged violations of rights. Government could not legitimately regulate the manufacture and price of agricultural commodities, limit the production of petroleum, prohibit the sale of labor services below certain fixed terms of exchange, or restrain the voluntary merger of private properties. Such state activities would be invasive of property rights and thus would violate the principle of free and voluntary exchange. Antitrust laws, therefore, to the extent that they restrict voluntary agreement or the exchange of private property, would not be consistent with a social system based on natural rights. Thus, part of the case against antitrust can be couched in strictly normative terms.


ECONOMISTS AND GOVERNMENT REGULATION


The philosophical position on property rights outlined above is clearly still a minority position. Many intellectuals, and certainly most economists assume that private-property rights are not inalienable or natural. They hold that such relationships are useful social conventions that governments sanction because they tend, under special conditions, to promote the public welfare. For example, if sufficient degrees of competition exist, free trade is desirable because it is said to maximize the value of social output or minimize social cost. If business monopoly or collusion exist, however, economic activity might be regulated, through legislation, in society's own interest. Because this view makes voluntary-exchange relationships conditional or dependent upon their alleged effect upon social efficiency and the public “welfare,” it can be designated as the instrumentalist–utilitarian position.11


Historically, almost all economists have rationalized their belief in a capitalistic market system and justified sporadic government regulation of that system by arguing in essentially instrumentalist–utilitarian terms. For example, in the first systematic economic treatise, The Wealth of Nations, Adam Smith indicted all the old regulatory economic systems, especially Mercantilism, for their economic inefficiency.12 Smith opposed government restrictions on production and trade because, in his view, they held down the accumulation of capital and the creation of national wealth and welfare. Removal of the restrictions and regulations would allow self-interest, regulated by competition, to produce the greatest economic good for the greatest number.


Smith did not extend his argument for free trade to all economic areas. The Wealth of Nations contains numerous examples which demonstate that Smith did not believe that private wills or interest always synthesized into the public good. And where they did not, government involvement and even regulation were clearly necessary. National defense was an obvious example, but other exceptions to the general rule of noninterference in the areas of schools, bridges, canals, roads, and the post office were even more revealing.13 Smith, it appeared, often qualified his general laissez-faire whenever he felt that private pecuniary interests could not, or would not, operate in the general public interest as he conceived it.14


Jeremy Bentham and the Philosophic Radicals made the semiutilitarian economic philosophy of Adam Smith even more explicit.15 Bentham believed that the interests reflected in the private, selfish economic activities of individuals were harmonious, and created a stable economic system; that is, that a universal order was “surely and instinctively established by the spontaneous division of tasks and by the automatic mechanism of exchanges.” The Philosophic Radicals supported free-market capitalism because that view of political economy extended the “greatest good to the greatest number.” Government intervention, not condemned a priori, was rejected, for the most part, simply because the “hedonistic calculus” and experience had shown that its benefits rarely exceeded its costs. Thus, as with Smith, the Radicals made the question of legitimate state intervention in economic affairs a utilitarian issue: They supported economic arrangements that appeared to function in the general public interest as they conceived it.


This approach seems to have been the essential methodological and ideological position of most of the classical economists, and certainly is the position of almost all neoclassical economists. Neither Smith, Ricardo, Mill, McCulloch, Senior, Marshall, or certainly Keynes16 ever admitted to a belief in an undiluted laissez-faire, nor did they imply it in any clear and consistent theory of public policy.17 For the most part, their only guide to the important questions of legitimate governmental regulation was utilitarian: though free-market activity might be generally acceptable, the state could and should intervene whenever its duly elected, well intentioned representatives thought the intervention to be, on balance, in the public's interest.


ANTITRUST POLICY AND THE PUBLIC INTEREST


There may, however, be inherent difficulties associated with this approach to public policy. The most central observation, aside from the normative considerations already examined, is that this instrumentalist perspective may not be able to be as pragmatic or scientific as it pretends. Utilitarians and instrumentalists implicitly assume that there is some generally acceptable method to determine the precise economic costs and benefits of public action, so that the public interest might be intelligently pursued.18 Yet, individual costs and benefits are inherently subjective and personal; it is not possible to sum up subjective evaluations of cost and benefit for different individuals in society and arrive at any meaningful aggregate.19 In short, there may be no unambiguous way to calculate precisely the greatest good for the greatest number, or to determine the aggregate social costs associated with achieving any collective objective. Accordingly, there may be no scientific way to demonstrate that antitrust policy promotes efficiency in some collective utilitarian sense.


Most policy analysts would assert that this conclusion is emphatically not the case. They would argue, presumably, that there is persuasive economic theory and historical data to support the belief that antitrust policy does, on balance, promote the public welfare. And while they might admit that the empirical evidence does not lend itself to exact measurement, they would hold that the general weight of economic theory and historical fact would strongly suggest that antitrust policy—at least antimonopoly policy—is appropriate in a competitive market system.


The material to follow in this volume will challenge this widely held presumption among economists and the general public. It will argue, instead, that the weight of the general evidence is that the firms indicted under the antitrust laws were not abusing consumers, and that the laws have tended, instead, to protect competitors and reduce efficiency throughout the market. Further, it will hold that this misguided social policy is not an accident, but flows logically from an irrelevant and deeply flawed theory of competition. Finally, it will suggest that the antitrust laws should be more accurately understood as consistent with a wider spectrum of legal interventions (tariffs, price controls, licensing), that are openly acknowledged to restrain competition and promote monopoly throughout the economy. That antitrust tends to make the economy less competitive and less productive is the ultimate irony and myth inherent in antitrust policy. The rest of this volume is devoted to making this perspective comprehensible and believable.
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CHAPTER TWO


Competition Theory and the Market Economy


 


It might be appropriate to begin a theoretical discussion of the foundations of antitrust law with the familiar historical observation that business competition was declining in the post-Civil War period. Joseph W. McGuire, in his classic Business and Society, provides a typical expression of the conventional wisdom regarding the state of competition in the marketplace:


There have always existed many forces which tend to reduce competition. In the thirty years following the Civil War, these forces began to predominate in the United States…. Competition, so effective as a regulating force on business operations in the decades prior to the war, was steadily decreasing as a few firms began to dominate our important industries and as these and other concerns turned more and more to collusion.1


Now this seems entirely straightforward. Competition was an effective process prior to the Civil War, but in the post-war period it steadily declined. Major industries came to be dominated by large combinations that either monopolized the market or conspired to restrain trade and competition. The impression here and elsewhere is that these combinations were effective, and that the Sherman Act was a logical response to a deteriorating economic situation. In short, the free market was amended to save it.


And yet there is something curious about this perspective, particularly in the McGuire text. For only a paragraph earlier it had informed the reader that:


From 1865 to 1897, declining prices year after year made it difficult for businessmen to plan for the future. In many areas new railroad links had resulted in a nationalization of the market east of the Mississippi, and even small concerns in small towns were forced to compete with other, often larger firms located at a distance. At the same time there were remarkable advances in technology and productivity. In short it was a wonderful era for the consumer and a frightful age for the producers especially as competition became more and more severe.2


Something appears amiss here. It is not immediately obvious how competition could be “steadily decreasing” on the one hand while it was becoming “more and more severe” on the other. In addition, if competition was declining as large firms came to dominate certain industries, how could the period have been a “wonderful era for the consumer”? If the growth of large-scale enterprise reduced competition in the market, why did overproduction occur, and why were there “remarkable advances in technology and productivity”? Further, how are we to reconcile increasing monopoly and collusion with the general price deflation that occurred in this period, and with McGuire's conclusion that this era was a “frightful” age for the producer? And finally, if the second perspective quoted above is in fact the correct one, what becomes of the standard explanation for regulatory antitrust?


It should be apparent that a theory of competition—and monopoly—is required before we can proceed further. We must have a theory of competition before we can judge whether it is increasing or decreasing. And we must have a theory of “resource allocation” before we can assert, or understand the assertion that monopoly power can arise in a free market and can misallocate economic resources and reduce consumer and social welfare. As the quotations from McGuire have illustrated, the facts in any historical situation can provide an ambiguous picture of what is occurring. What is required is a theory that can integrate the relevant facts and make business history intelligible.


NEOCLASSICAL COMPETITION THEORY


Competition can be defined as “the effort of two or more parties acting independently to secure the business of a third party by offering the most favorable terms.”3 This definition is entirely consistent with the everyday usage of the term. In business, for instance, competition is seen as a continuous process of rivalry between sellers for the patronage of potential customers. The emphasis is upon strategies involving price, product differentiation, advertising, service, research and development, technological change, and a whole host of activities that are designed to secure sales and ultimately profits for the business organization. Competition is not simply a mechanical optimization within known constraints, but is seen as an exploratory process whereby opportunities for profit are discovered and exploited over time under uncertain circumstances. Resources are allocated efficiently if rival producers (entrepreneurs) are in the process of discovering and responding correctly to the uncertainties of changing market conditions.




Economists, by and large, have held sharply differing views of competition and resource allocation, and it is their views which have tended to legitimize antitrust regulation. This is not to say that the views of the economists have been correct and that antitrust policy is appropriate in a market economy. Indeed, it will be argued below that such views are fundamentally misguided. Yet it is vitally important to understand the orthodox theories of competition and monopoly, and to understand how to criticize them, since they still serve as the intellectual foundation of antitrust policy. Indeed, it is difficult to comprehend the classic antitrust cases to be discussed in this volume, and the decisions reached in those cases, without a clear understanding of conventional competition and monopoly theory.


Perfect Competition and Resource Allocation


For more than 100 years, economists have been building economic models describing an ideal or optimal competitive situation, that is, a situation that would produce the greatest benefit to consumers and to society at the lowest possible economic cost. If this optimal condition could be achieved, scarce resources would be employed in their highest valued use, and their efficient employment would imply that no alternative allocation could make anyone better off without making someone else worse off. This situation is referred to as a Pareto optimal condition and it can occur in a perfectly competitive equilibrium.4


In its simplest expression, pure and atomistic competition is said to exist in any market if all suppliers of commodities in the market are small relative to total market supply; the commodity produced and sold by the various suppliers is homogeneous in the minds of the consumers; and resources are mobile and no artificial restrictions exist with respect to entry, demand, supply, or price. In addition, a condition of perfect competition is said to exist if all relevant market information is correct and fully known to market participants.5


To understand why many economists hold this conception of competition as optimal, it is necessary to review briefly the mechanics of the competitive model. The model begins by assuming that a substantial number of small firms already exist in some relevant market, and that they are already producing homogeneous products, that is, products that are identical in the mind of the consumer. If the firms are small, such that their individual outputs cannot noticeably affect the total market output of the product under discussion, then all sales by these sellers are made at some given market price that is determined by market demand and market supply (see Figure 1).


In a purely competitive market, atomistic firms are said to have no control over their own prices. No firm could sell its output at a price higher than the market price since the same homogeneous product is available from all other suppliers at the (lower) market price. And no firm would charge a price lower than the market price, since all of its output can be sold at the market rate. Hence, the market price becomes a horizontal demand schedule facing each and every firm in the market, and indicates, at any relevant price, how many units of the commodity consumers would be willing and able to purchase.
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Figure 1   Supply and demand determine market price and output.


Firms under short-run competitive conditions are assumed to be powerless to adjust the price of their commodity or of any other relevant product variable (e.g., quality). Consequently, sellers are induced to maximize their profits by adjusting their outputs such that their marginal costs of production and sale just equal the market price of the commodity. At such output levels, the extra costs (marginal cost) of producing and selling the commodity would just equal the extra revenue (marginal revenue) received from the sale of the commodity. And if average costs including “normal” profits are below average revenues at such outputs, total net income (economic profit) would then be maximized for some representative firm (see Figure 2).


Economic profits would only be temporary under pure competition. Eventually, it would pay entrepreneurs to mobilize additional resources and supply additional homogeneous products (entry is easy) in an effort to earn the economic profits available in this industry. But the entrepreneurial adjustments in output will soon lower the market price of the commodity and narrow the economic profits of any representative supplier. In fact, pushed to its logical conclusion, it is possible to argue that outputs will be increased until market prices fall and eliminate all economic profits (normal profits included as a “cost” still being earned). With appropriately drawn average-cost functions, price will settle at the very minimum point of the average cost function where there is a triple identity between price, marginal cost, and minimum average cost (see Figure 3). And since economic profits and losses are entirely absent, and demand and supply are assumed to be known and stable, an equilibrium condition is now established in this industry. Resource allocation is as efficient as possible and social welfare, given the distribution of income, is said to be maximized.
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Figure 2   A firm's marginal costs are equated with market price (marginal revenue) to determine firm output.
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Figure 3   Equilibrium for the individual firm in pure competition.




Perfect Competition and Regulatory Policy


It should be apparent that there may be important policy implications associated with this equilibrium condition and with this theory of atomistic competition. For instance, if this is a correct theory of competition, and if this is the sort of competition that actually exists in the marketplace, antitrust policy would be unnecessary. Since a perfectly competitive market would automatically generate socially beneficial conduct and performance on the part of the suppliers, little if any additional social benefit could be accomplished by antitrust intervention.


On the other hand, if economic markets are not perfectly competitive, then there can be no corresponding guarantee that resources would be allocated efficiently. Indeed, from a perfectly competitive perspective, economic resources would be misallocated and some waste and inefficiency would exist under imperfectly competitive conditions.6 Markets that contain large firms, locational advantages, price discrimination, differentiated products, tie-in sales, promotional advertising, collusion, and interdependent rivalry are not perfectly competitive markets, and firms in such markets are said to possess some monopoly power. Consistent with this perspective, such markets might require government antitrust regulation to make them more competitive and more socially efficient.7


This is not to say that regulatory enthusiasts believe that the actual business world can (or even should) be transformed by law, into pure or perfect competition. That would be the ultimate “straw man” position and it is not being maintained here or elsewhere in this volume. It is to say, however, that the atomistic model described above is still the standard welfare benchmark, the guidepost, the optimal referent that most proponents of regulation employ when they argue that concentrated industries can misallocate resources, or that waste and inefficiency can occur under imperfectly competitive market conditions.8 It is the implicit acceptance of perfect competition as some sort of optimal standard of economic performance that allows a condemnation of activities such as large mergers, or product differentiation and advertising. Consumers that prefer product variety are said to be willing to sacrifice “efficiency” in order to obtain it.9


Reference to the perfectly competitive model also allows proponents of business regulation to talk of “more competition” as an industrial situation that structurally approaches atomistic competition; alternatively, resource misallocation is any allocation that does not coincide with the pattern of resource use under perfect competition. From a neoclassical perspective, competition declines, and some economic waste occurs, as we move away from perfect competition, and competition increases, and markets become more efficient, as we move towards perfect competition. The explicit relationship between this perspective and government antitrust regulation should now be clear. As a leading microtheorist puts it:


…in the theory of a market economy pure competition tends to lead toward the set of conditions defining maximum economic welfare or well-being, given the distribution of income. The actual performance of the economy can then be appraised against its potential ‘best’ performance. Imperfectly competitive or monopolistic forces are important in preventing the attainment of the ‘best’ allocation and use of economic resources. Thus, the purely competitive model frequently is used as the basis for public regulation of imperfectly competitive situations. Presumably it underlies the philosophy and enforcement of the Sherman Antitrust Act of 1890…10


Imperfect Competition and Resource Misallocation


It is important to understand why business organizations are judged to be misallocating resources under monopoly or imperfect competition. The explanation begins with the observation that under imperfectly competitive conditions, firms have some control over the prices of their products. This control may stem from the fact that the commodities being produced by suppliers are differentiated, or that market knowledge is not perfect, or that firms are colluding to restrict production. Differentiation of product, imperfect knowledge, and collusion are the primary ingredients of imperfectly competitive situations.


For instance, if products are differentiated, individual sellers discover that the demand curve for their own product is downward sloping and not horizontal, and that they will not lose all of their customers with a price slightly higher than a competitor's. Such sellers are said to have price control or monopoly power relative to competitive sellers of homogeneous products. And it is this price and product control, and the subsequent business rivalry, that so typify monopolistically competitive or imperfectly competitive market situations.


Similarly, if firms collude to restrict production, prices can be higher than under perfectly competitive conditions. Consumers may buy less and pay more, and are said to be injured by the restriction of production. Moreover, there is said to be a social welfare-loss due to the misallocation of resources associated with the collusive output restriction.


Firms under monopolistic or imperfect competition still attempt to maximize their profit by selling an output where marginal revenue equals marginal cost. But if products are not perfect substitutes, the demand function each firm faces is downward sloping, and the price that each firm charges will tend to be greater than both marginal revenue and marginal cost (see Figure 4). Thus, when profits are maximized, the prices that consumers pay will exceed the extra costs associated with bringing those products to the consumers. Even if economic profits are zero, prices will still exceed marginal costs, production will not occur at minimum average costs, and resources are said to be misallocated due to monopoly power.
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Figure 4   A firm with “monopoly power” produces less (QM) and charges more (PM) than a “competitive” firm.


Most economists would hold that this particular economic situation compares unfavorably with price, output, and cost under perfect competition. Under atomistically competitive conditions, price is always identical to marginal cost, and within a competitive equilibrium, market price is always driven to the minimum point of the average-cost function such that production tends to occur at its most efficient point. Thus neoclassical analysis appears able to demonstrate scientifically what has always been assumed concerning monopoly, namely, that the prices tend to be higher, the outputs less, and the equilibrium costs greater than under comparably competitive conditions.11


The Cost-Benefit Welfare Model


Since a classic journal article by Arnold Harberger in 1954, it has been convenient to portray the economic difference between monopoly and competition, and the consequent welfare loss and resource misallocation, as a so-called welfare-loss triangle12 (see Figure 5). In this basic diagram, OX is the competitive price and is equal to long-run average and marginal cost. OPM is the monopoly price and is higher than the competitive price for reasons explained previously. It should be clear that if governmental antitrust regulation could prevent or reduce this monopoly power, it could, consistent with this perspective, improve economic performance and allocative efficiency by lowering prices and increasing output. Presumably it is this fundamental economic principle that underlies any rational antitrust policy in this country.13
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Figure 5   The cost-benefit model.


The basic economic model outlined above can be broadened to highlight the economic effects, and regulatory implications, of business collusion, merger, deconcentration, and increased business efficiency. If, for example, monopoly power established through collusion or horizontal merger threatens to reduce output and increase prices, resources would be misallocated and social welfare would be reduced (as explained above). The triangle area ABC in Figure 5 is said to represent the deadweight welfare-loss associated with a restriction of output from QC to QM. Or, alternatively if antitrust policy could prevent or end such output restrictions, it could increase social welfare by improving the allocation of scarce economic resources. This analysis would also apply, similarly, to proposals aimed at the governmental decentralization of highly concentrated industries. Presumably, a reduction in economic concentration would lessen monopoly power and lead to increased outputs at lower prices.


Whether society would gain on balance from such governmental regulation would depend upon whether costs were affected adversely by such policies.14 With respect to so-called naked price-fixing and market division agreements, the standard economic literature is practically unanimous: to prevent or end such agreements by law would not raise business costs and thus, would clearly serve the public interest in terms of increased social efficiency.15 Indeed, costs might even be reduced since it has been maintained by some commentators that firms expend resources to attain monopoly power, and then expend monopoly profits in socially wasteful non-price competition. Thus, the social costs of monopoly are alleged to be greater than just the deadweight welfare-loss triangle.16


The matter becomes still more complicated with antimerger and business deconcentration policies. As can be observed from Figure 5, even the slightest gains in actual economic efficiency associated with a merger or increased business concentration (the decrease in costs from AC1 to AC2), could easily overwhelm the strict allocative welfare losses associated with pure monopoly power (output restriction). In general, if area XYBT exceeds area ABC, regulatory action to prevent the merger or reduce the industrial concentration is said to harm society's welfare, and could not be justified even from a utilitarian perspective. If output restriction is difficult or impossible, and if there are more than negligible economies and efficiencies associated with large-scale business organization, antimonopoly policy—even on its own terms—would not tend to improve social welfare.


A CRITICISM OF NEOCLASSICAL COMPETITION THEORY


The orthodox theories of competition and monopoly just reviewed have hardly gone unchallenged by economists over the last thirty years. Baumol, for instance, has admitted that if monopoly were to exist in every industry in the economy, it would be difficult to conclude that resources were misallocated.17 Lipsey and Lancaster have acknowledged that it is uncertain whether a public policy that leads to a reduction in some but not all monopoly would necessarily result in a more efficient allocation of resources.18 Further, it has long been admitted that the entire long-run cost function might be lower under monopoly than under competition. And finally, the traditional analysis and its welfare implications does not take account of market externalities, factor indivisibilities and noneconomic elements of social welfare.


Horizontal Demand and Resource Misallocation


Although these critical observations are interesting, the orthodox approach to competition and monopoly theory is open to more serious and fundamental difficulties. The first difficulty concerns the internal logic of the competitive model itself, and specifically the logic of the horizontal demand function that is the hallmark of competition and its welfare implications. Atomistic competition assumes that the demand curve that faces each firm is horizontal and that the coefficient of elasticity is infinite. But is such a circumstance logically possible?


There are several objections that can be raised to the notion of a perfectly horizontal demand function. The first is that market price is determined by total market demand and total market supply. At the equilibrium price consumers are purchasing (or are willing to purchase) some precise amount of market product—and no more. It would seem logical, therefore, to conclude that any increase in supply—if it is to be sold—must have some perceptible effect on market supply and market price. The effect may be “small” but there must be some effect in order to sell the additional output.


It will not suffice to assert that an atomistic firm is so tiny that its output has no “appreciable” effect on the market. What is an appreciable effect? If the additional output is to be sold there must be an appreciable effect as far as consumers are concerned. The economic world, unlike the pure mathematical model in which price can be parametric, does not contain the “infinitely small steps” of the calculus or limit. Output adjustments, even small ones, are nonetheless discrete changes, and must have some noticable effect on prices. Although individual demand functions may appear to be nearly horizontal, and may indeed be extremely elastic under certain circumstances, a perfectly elastic demand function confronting each seller would not appear to be logically possible.19


Prices in openly competitive markets may tend to remain stable even though there are “small” increases in supply. But this observation does not demonstrate that individual demand functions are perfectly horizontal or that sellers have no influence on market price. It simply demonstrates that market demand has shifted (slightly) to purchase the (slightly) larger supply that is in the market. If the demand curve is held constant, however, the slightly larger output must be sold at a slightly lower market price.


An additional objection to the horizontal demand curve is that in strict mathematical terms, the curve is not a “function.” In the mathematics methodology, a functional relationship between two variables always implies that for every value of the independent variable there exists one, and only one, value for the dependent variable. In economic models, although the familiar axes have been reversed, “price” is clearly the independent variable and “quantity demanded” is the dependent variable. Yet a perfectly elastic demand curve implies that there are an infinite number of values for the dependent variable (“quantity demanded”) associated with any one independent variable (“price”). Clearly, then, the perfectly elastic line in competition (assuming for the moment that it could exist) is not a demand function.




We must conclude, therefore, that the notion of a perfectly elastic demand function is not legitimate and must be rejected even on its own terms, aside and apart from any criticism of the realism or optimality of the atomistic model.


This criticism has important welfare and policy implications. If actual demand curves cannot even in theory be perfectly horizontal, the entire orthodox theory of resource misallocation under imperfect competition simply collapses. The fact remains that if all demand curves are downward sloping, price diverges from marginal revenue under all selling conditions. All sellers now must restrict their output to a point where marginal cost is just equal to marginal revenue and not price. It should be obvious, however, that such behavior can no longer be uniquely associated with market power, but is, instead, the natural conduct and performance of all business organizations.


Orthodox theory is able to conclude that resources are misallocated under such circumstances only by comparing these selling situations with the perfectly competitive equilibrium. Since price is greater than marginal cost and since output is restricted, the result is termed socially inefficient. But if such an equilibrium situation with a horizontal demand function is logically impossible, then this particular notion of resource misallocation is incorrect. “Misallocation” is relative to what possible standard? “Restricted” output is relative to what possible standard of output? “Inefficient” is relative to what possible standard of efficiency? Without perfect competition as a standard, monopoly power and monopolistic competition are indistinguishable from any selling situations where firms face a downward sloping demand curve, and where they attempt to maximize their profits by equating marginal revenue with marginal costs.


Indeed, why continue to refer to such situations as “monopolistic”? All firms in a free market tend to produce an output where marginal revenue and marginal cost are equal. This allocation of resources is the allocation that one would expect under free-market competition with legally open entry; monopoly power has nothing to do with this at all. Such openly competitive markets would tend towards an equilibrium condition where marginal revenue and marginal costs were equal, and where firms were earning returns comparable to returns earned elsewhere in the market (see Figure 6).


This general theory of entry, pricing, and output determination can easily be broadened to incorporate the competitive process in which several large firms sell the bulk of the market output. The primary behavioral characteristic of oligopoly and, indeed, of all business competition, is that there is extreme interdependence (rivalry) between the sellers in the marketplace. Business organizations realize that their competitors will respond and react to their actions. The demand function facing each seller, therefore, would incorporate the most likely reactions of rivals to price and non-price changes. The equilibrium solution towards which such markets theoretically tend, would be precisely the same as depicted in Figure 6.
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Figure 6   Equilibrium for a firm in an openly competitive market.


Competition as a Dynamic Discovery Process


There are still more fundamental difficulties with the perfect competition perspective. Certainly one of the most important is that perfect competition theory is not really concerned with the process of competition. Perfect competition theory is fundamentally static, and not a theory of market process.20 Standard competition theory assumes conditions to exist that automatically result in an equilibrium. But such assumptions avoid the tough questions concerning the nature of the competitive process and can easily lead to inappropriate policy conclusions.


Neoclassical competition theory begins with given conditions—with information that is already known, and correctly known, to all market participants. The economic activity that occurs under such conditions is purely routine, that is, maximization of profit, with no room for discovery, error, or learning. Correctly understood, the perfectly competitive model does not actually move toward equilibrium but is, itself, an equilibrium condition.


Since perfect competition theory starts with equilibrium assumptions, it must assume away the significant aspects of a genuinely competitive process. For instance, the question of how businessmen come to understand what consumer demand is becomes, in the standard analysis, the assumption that such information is already known, and correctly known, to all businessmen. How businessmen discover which factor combinations are the most efficient becomes, in the orthodox model, the assumption that such combinations are already known and have already been adopted by suppliers. How businessmen determine which products to produce with what degree of differentiation, becomes the assumption that all the products are already homogeneous. In short, the model assumes the existence of information that a competitive process aims to discover.


Moreover, the competitive equilibrium condition is optimal in an entirely trivial sense. Perfect competition is optimal if all relevant information is given, and then only if that information never changes. The optimality of the perfectly competitive solution depends upon a static world of unchanging data and preferences. But it should be apparent that the passage of time in any real market situation must change knowledge and preferences and, thus, must weaken seriously the relevance of the neoclassical model. A perfectly competitive equilibrium in a changing world could not be efficient, since a changing world would allow for new products, new factor combinations, and new insights into what consumers prefer and at what prices. A changing world would allow for rivalry, for error and error corrections, and for continuous entrepreneurial activity. But such a perpetual disequilibrium process is incompatible with the assumptions of the perfectly competitive model and with its static perspective.


Entrepreneurial Competition. Business competition is always a dynamic process, not a given static state of affairs, in which suppliers continually strive to offer improved alternatives to market participants. Unlike the perfectly competitive world, competition is a process of discovering opportunities for profit, and then adjusting market conditions so that these opportunities tend to be exploited. If there is any movement toward equilibrium, this process of discovery and market adjustment is that movement, and this is why it occurs. Competition is the equilibrating process, not the equilibrium condition, in which businessmen attempt, in the absence of perfect knowledge and homogeneous products, to more closely coordinate their supply plans with the anticipated plans of other market participants.


As an illustration of the process, imagine that we are concerned with the buying and selling of ballpoint pens. If we assume at the start that market knowledge is perfect, then we have assumed away the entire competitive process. If, instead, we assume that the knowledge concerning consumer preferences, technology, factor prices, advertising, location, and dozens of other variables is only understood vaguely, then the competitive process is the social vehicle through which a closer economic coordination is achieved. During the process some firms may differentiate their products; others may not. Some firms may stress durability and choose to sell their pens in retail stores; others may stress only price and choose to mail order. Some pens may be produced by large business organizations that formerly offered only fountain pens to consumers. Other pens may be sold by new organizations equipped with radically different manufacturing technologies. Since market knowledge is imperfect, some firms may choose to spend substantial amounts of resources on advertising and on alerting and persuading potential consumers to purchase; others may decide on minimal amounts of advertising, or even, perhaps, on none at all. The point to be emphasized here is that all of these entrepreneurial activities are competitive, and it is only through this discovery process that firms are able to determine how to allocate resources efficiently. These entrepreneurial activities do not spoil competition or efficiency, as they would in the atomistic model, but are the very essence of market competition.


Neoclassical Competition and Social Welfare. The real perversity inherent in the traditional competitive perspective is that it can treat as resource-misallocating the very business practices that are, in fact, essential to any competitive process. Business organizations compete by differentiating products, innovating new products, discounting list prices, locating in areas convenient to consumers, advertising prices and services, and purchasing resources cheaper than rivals. Yet because these activities are not discovered in the competitive maximization process or in the equilibrium condition, they have often been classified as monopolistic and inefficient. What some have labeled monopolistic may simply be a competitive market process in a necessary state of disequilibrium.


This mislabeling is most pernicious in the case of product differentiation. Since the atomistic model starts with the given assumption of homogeneous product, it is forced by its own logic to treat product differentiation as inefficient. But why begin an analysis of competition by assuming that products are already homogeneous? If, instead, a competitive model is begun with revealed consumer preferences, homogeneous products become one, but only one, possible competitive outcome. Other competitive outcomes include various degrees of product differentiation that are supported by the voluntary demonstrated preferences of consumers. Once it is acknowledged that differentiated goods have subjective value that buyers are willing to pay for, perfect competition with homogeneous products can no longer be considered universally optimal or efficient.


It is a serious analytical error to mistake a competitive market process for resource-misallocating monopoly. It is also a serious error to continue to associate the simple price-and-profit behavior of atomistic firms (in equilibrium), with competitive business conduct and performance. For example, it is now arbitrary to associate zero economic profits with efficient resource allocation or alternatively, to associate the total absence of a pricing policy with competitive behavior; price takers are now no more competitive than price makers. Indeed, radically different price-and-profit strategies are compatible and desirable if competition is defined in dynamic terms. Nor ought anyone to expect any actual industrial situation to settle down into some impossible, long-run equilibrium (if we could only wait long enough); long-run equilibria are not of this world. In short, every aspect of the perfectly competitive model must be rejected for policy purposes. Far from being useful or predictive, as has often been maintained, the atomistic model leads to incorrect expectations concerning socially desirable structure, conduct, and performance. To attempt to apply the model as a standard in antitrust for determining competition or monopoly power would be nothing short of disastrous.


The Welfare Models Revisited


The welfare model analysis reviewed earlier in this chapter can now be confronted directly. It will be recalled that resource misallocation in that model occurred relative to some objectively determined “competitive” price and output. But if perfect competition is both illogical and non-optimal, the standard of optimality and efficiency for measuring welfare-loss evaporates. If all firms in open markets face downward sloping demand functions, then price diverges from marginal cost in all economic markets, and outputs are always restricted. Further, even if this “restriction” was meaningful, why do the higher prices and profits not attract entry, increase production and lower prices? In the absence of a governmental restriction on production, why is the welfare triangle not competed away?


But even more fundamentally, the standard welfare models assume that both costs and benefits are measurably objective phenomena, knowable to outside observers. From a strictly theoretical perspective, however, the notion of objective and aggregate costs and benefits for society as a whole is seriously misleading. Not only are costs imprecise and difficult to measure in an accounting sense, but a strictly theoretical understanding of costs and benefits is that they are ultimately and fundamentally personal and subjective.21 The costs of an action are the subjective values attached to the foregone opportunities by the decision maker at the moment of the decision. Such subjective values can never be known to any outside observer and thus, cannot be objectively aggregated for society as a whole.


If social costs and social benefits cannot be known or aggregated, the alleged usefulness of the neoclassical welfare models in support of a rational antitrust policy is now open to the most serious question. In short, how is it to be demonstrated that, say, “restrictive” agreements between business organizations are socially inefficient when the gains and losses associated with such arrangements are incapable in principle of discovery, measurement, or comparison? How are we now to know that cartel prices injure consumers or “society”? How are we now to compare social utility before and after some cartelization or monopolization? How are we now to conclude that certain forms of non-price competition are socially wasteful? It would appear that even the best and most reasonable neoclassical analysis is mired in a serious methodological difficulty.


An Alternative Theory of Efficiency


A very different perspective on economic efficiency and resource allocation can be developed directly from a strict subjectivist approach to cost and utility. This approach would hold that individual human action is purposeful and aims at accomplishing selected ends by adopting patterns of resource use (plans) consistent with those ends. If the means employed in the pursuit of selected ends are consistent with those ends, then the means or plans are said to be efficiently employed.


The efficient accomplishment of ends in a social context requires that particular planned activity dovetail or coordinate with the planned activity of other market participants. Yet given the complex division of labor and the difficulty of obtaining accurate information, such a dovetailing is not automatic; indeed, mutually inconsistent plans must be anticipated. If market participants had perfect information, all plans would be fully coordinated and markets would be efficient, by definition. But to assume perfect information is to assume away the problem of explaining social efficiency. The question of social efficiency is not how resources would be allocated if everyone had perfect information. The issue, instead, is an understanding of the process by which more accurate information is produced, transmitted, and utilized such that a more consistent pattern of social plan coordination can be achieved.


An unhampered market economy automatically generates price information that can be utilized by decision makers in an effort to coordinate divergent plans. Decision makers are able to monitor behavior with strong incentives to pursue patterns of resource use that are more fully coordinated with the plans of others. Since information is not perfect and is constantly changing, this process of plan adjustment can never achieve any final equilibrium. What must be emphasized, however, is that the competitive market process creates powerful incentives to discover and utilize information and to correct plans that fall short of objectives. In short, an unhampered market provides the context within which individuals and institutions can engage in efficient action. It is both a necessary and a sufficient condition for an efficient market process.22


Seen in this light, voluntary market agreements—even agreements that intend to “restrict” production in some neoclassical sense—can be efficient, since they aim to more fully coordinate the plans of the respective parties. Such arrangements are judged appropriate ex ante to bring about some desired end or goal. To prohibit or restrict (by law) such agreements, from this perspective, would result in an unambiguous reduction in efficiency and social coordination.


There are some distinct advantages associated with this theory of efficiency. The first is that the entire professional tirade against highly advertised differentiated products simply collapses as an irrelevant discussion of ends; social efficiency relates only to means. Second, nothing said or implied in this discussion of efficiency requires the aggregation of individual costs and benefits; individual decision makers perform all of their own cost/benefit calculations, and social welfare can be enhanced by free trade since individuals can coordinate their plans more fully and engage in any arrangements that they judge to be efficient. Finally, all government restrictions or prohibitions of trade and contractual agreement are now revealed to be socially inefficient in a scientific sense that is independent of the natural rights argument for open markets sketched briefly in Chapter 1.


Economists and Competition Theory


Some of the preceding criticism of the atomistically competitive paradigm and its regulatory implications has been noted in the orthodox literature, although it has yet to dislodge that perspective from its foremost position in matters of public policy. Some economists have argued eloquently that perfect competition is a misleading notion, and that simple welfare comparisons between the real world and the model are fraught with danger. This criticism first became important in the 1930s when Joan Robinson and Edward Chamberlin developed their respective theories of imperfect and monopolistic competition. Joan Robinson, for instance, stated that:
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