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I. INTRODUCTION

Markets for durable goods constitute an important part of the economy. For example, in the US
in the year 2000 personal consumption expenditures on durable goods exceeded eight hundred billion
dollars. Further, in the manufacturing sector in the US in 2000 durable goods constituted roughly sixty
percent of aggregate production. This importance in the economy has resulted in an extensive theoretical
literature on the microeconomics of durable goods. In this paper I review the microeconomic theory
literature on durable-goods markets. I then discuss a number of my own recent analyses concerning
optimal antitrust policy in durable-goods markets that mostly build on ideas in the larger literature.

One might ask, why is there a literature devoted solely to the operation of durable-goods
markets? The answer is that there are a number of issues that only arise in durable-goods markets or arise
more frequently in such markets. For example, issues concerning secondhand or used-goods markets are
important for durable goods but arise infrequently for nondurables. Another issue that arises frequently in
durable-goods markets but rarely for nondurables is that of time inconsistency. That is, as first pointed
out by Coase (1972), a monopolist selling a durable good in the absence of commitment does not have
optimal incentives concerning actions taken after it first sells new units with the result that its own
profitability can be reduced by its choice of such actions. Finally, in durable-goods markets there is the
issue of product upgrades by which I mean the introduction of new products that improve on existing
products or products that consumers can add on to such existing products to improve them.

From the standpoint of this paper, what is of importance is that the various issues that arise
frequently in durable-goods markets but infrequently elsewhere lead to antitrust issues that are unique to
durable-goods markets. For example, it has been argued by various authors such as Carlton and Gertner
(1989) that in durable-goods markets the stock of used units constrains the exercise of market power by
new-unit sellers with large markets shares. This leads to a question concerning optimal antitrust merger
policy for durable-goods markets. That is, since the stock of used units constrains the exercise of market
power in durable-goods markets, one could argue that antitrust authorities should be less concerned about
mergers that increase market power in durable-goods markets. Another issue concerns aftermarket
monopolization. Because durable goods have long economic lives, there is greater scope in such markets
for important aftermarket products such as maintenance and other types of complementary products. In
such markets durable-goods sellers frequently have the ability to stop other firms from selling aftermarket
products important for its own durable units and in this way monopolize these markets. The antitrust
issue is then the extent to which the antitrust authorities should prohibit this behavior.

The point of this paper is that there have been a number of recent advances in the durable-goods-
theory literature that have important implications for prominent antitrust issues concerning durable goods.

Consider again the issue of optimal antitrust merger policy in durable-goods markets. Carlton and



Gertner (1989) formally analyzed this issue. They show that the existence of a stock of used units in
durable-goods industries dramatically lowers the social-welfare losses associated with a merger that
moves a durable-goods industry from competition to monopoly. They then conclude by arguing that the
antitrust authorities should be much less concerned in durable-goods industries than in nondurable-goods
industries about blocking mergers that increase market concentration. But Carlton and Gertner employ
the approach to modeling durable goods made popular by Swan in the early 1970s which has an important
unrealistic feature, i.e., consumers can combine a number of used units to make a perfect substitute for a
new unit.

Waldman (1996a) and Hendel and Lizzeri (1999a) have developed a more realistic way of
modeling durable-goods markets. In their approach each individual consumes either zero or one physical
unit per period and durable-good quality decays as a unit ages, so there is no number of used units that
serves as a perfect substitute for a new unit. As discussed in Section IV, Gerstle and Waldman (2004)
reconsider the Carlton and Gertner analysis by employing this approach to durable-goods modeling.

They show that it is still the case that an existing stock of used units limits the social-welfare losses
associated with a merger that increases market power, but much less so than in the Carlton and Gertner
analysis. Their conclusion is that there should be a reduced level of scrutiny by the antitrust authorities of
mergers in durable-goods industries relative to nondurable-goods markets, but the size of this reduction
should be significantly less than suggested by Carlton and Gertner.

Another issue I consider is that of bundling in durable-goods markets characterized by
complementary goods. Because of Microsoft’s tying behavior, there has been significant recent attention
in the theoretical literature to tying in complementary-goods markets. Papers such as Choi and Stefanadis
(2001) and Carlton and Waldman (2002) help us understand the idea that some of Microsoft’s tying
behavior is likely motivated by a desire to preserve its Windows monopoly. As argued in Carlton and
Waldman’s paper, this motivation for tying will arise when the alternative producer’s complementary
good, e.g., Netscape Navigator, has the potential to evolve into a substitute for Windows. But this does
not explain all of Microsoft’s tying behavior such as Microsoft’s tying of Windows and digital media
technology. In addition, Whinston (1990) shows that a monopolist of an “essential” primary good — one
required for all used of the complementary good — has no incentive to tie. Given the high market share of
Windows in the PC market, this leaves as a puzzle some of Microsoft’s more recent tying actions.

Whinston considers a one-period model. In Section VI I discuss recent research [ have been
conducting with Dennis Carlton concerning tying in durable-goods markets.! We consider a two-period

durable-goods setting in which the monopolist’s primary good is essential and the alternative producer

I 'We hope to have the paper available by the end of 2004.



has a superior complementary good. Further, in the second period we allow for upgrades of the
complementary good and consumer switching costs, i.e., a consumer in the second period receives higher
gross utility by consuming a complementary unit produced by the same firm that produced the
complementary unit the individual consumed in the first period.2 Our basic finding is that Whinston’s
result concerning essential primary products no longer holds. That is, even though the monopolist’s
primary product is essential, the firm sometimes ties in order to foreclose competition in the
complementary market and in this way monopolize the complementary market. The conclusion I draw is
that antitrust intervention concerning tying in complementary markets may be justified more frequently
than the existing literature suggests.

As a final introductory point, it is worthwhile noting that much of the discussion concerns
monopoly producers of durable goods that sell to consumers. The correct interpretation is not that these
analyses only apply to such settings. First, although most durable-goods producers are not monopolists,
many do have some market power and monopoly analyses should provide useful insights. Second, the
problems faced by durable-goods producers selling to firms should be similar to the problems faced by
durable-goods producers that sell directly to consumers. Thus, the analyses that follow should help us
better understand some of the important issues faced by producers of durable intermediate products.

The outline for the paper is as follows. Sections II and III present a history of the microeconomic
theory literature on durable goods. Sections IV through VII then present recent antitrust related analyses
of mine which build to a great extent on ideas from the last ten years of this larger literature. Section IV
concerns optimal antitrust merger policy for durable-goods markets. Section V concerns the incentive for
durable-goods producers to “eliminate secondhand markets.” Section VI discusses some recent ideas
concerning the bundling of complementary goods. Section VII discusses antitrust policy for the

monopolization of durable-goods-related aftermarkets. Section VIII presents concluding remarks.

II. A BRIEF HISTORY OF DURABLE-GOODS THEORY — PART I
In this section I discuss the durable-goods theory literature from the early 1970s through the early
1990s. I start with three classic contributions to this literature each of which first appeared in the early
1970s. 1 then discuss more broadly the literature up through the early 1990s. In the next section I discuss

the last ten years of this literature.?

2 There is an extensive literature that investigates models characterized by consumer switching costs. Papers in this
literature include Klemperer (1987,1989) and Farrell and Shapiro (1988,1989). See also the earlier work of
Williamson (1975,1985). Klemperer (1995) surveys the literature.

3 See Waldman (2003) for a more in depth discussion of this literature



A) Three Classic Contributions

The early 1970s witnessed three classic contributions to durable-goods theory. From the
standpoint of today’s literature, the best known of these three from the standpoint of durable-goods theory
is Coase’s (1972) analysis of time inconsistency. Because Coase’s initial analysis was informal, I will
start by discussing Bulow’s (1982) formalization of the idea. Consider a durable-goods monopolist
operating in a two-period setting in which units are perfectly durable and the monopolist must choose an
output level for each period. The basic time-inconsistency problem is that the commitment and non-
commitment outcomes are different. That is, if in the first period the monopolist is unable to commit to
an output level for the second period, then the monopolist sells “too much” in the second period with a
resulting decrease in overall monopoly profitability. The decrease occurs because consumers in the first
period anticipate this behavior in the second period, and are thus willing to pay less for new units in the
first period than in the commitment case in which the firm sells fewer second-period new units.

As indicated, what I have described is not actually the argument in Coase’s initial paper, but
rather the formalization of Coase’s idea that appears in Bulow (1982). What Coase actually argued,
called the Coase conjecture, is that a durable-goods monopolist selling a perfectly durable good in an
infinite-period setting will not be able to exercise any market power. That is, because consumers
anticipate that the price will quickly fall to marginal cost due to time inconsistency, even in the first
period consumers will be unwilling to pay more than marginal cost so the equilibrium is marginal-cost
pricing in every period. The other main part of Coase’s argument is that leasing or renting avoids the
problem. The logic here is that time inconsistency arises when the monopolist sells its output because the
monopolist does not take into account in later periods how current output decisions affect the value of
units previously sold. Since leasing means that in those later periods the monopolist owns those
previously produced units, under leasing there is no externality and thus time inconsistency is avoided.

The second classic contribution of the early 1970s is the analysis of optimal durability choice that
appeared in a series of papers by Swan (see Swan (1970,1971) and Sieper and Swan (1973)). In the late
1960s and early 1970s a number of authors argued that a durable-goods monopolist would choose a
durability level below the first-best efficient level (see Kleiman and Ophir (1966), Levhari and Srinivasan
(1969), and Schmalensee (1970)). Swan showed that these authors were in fact incorrect, or, in other
words, in the type of setting considered by these authors a durable-goods monopolist would choose the
socially-optimal level of durability.

To understand Swan’s argument, consider a durable-goods monopoly setting in which consumers
value “service units,” and from the standpoint of current consumption a unit, whether new or used, can be
described as some number of service units (this way of modeling durable goods dates back to Wicksell

(1934)). Further, assume depreciation simply means that the number of service units contained in a single



physical unit declines as the unit ages, where durability controls the speed of decline. Now think about
monopoly behavior in the steady state. Since consumers only care about the service units consumed in
any period, the monopolist chooses output and durability such that the steady-state number of service
units is produced at minimum cost. In other words, although the standard monopoly distortion means the
firm produces less than the socially-optimal steady-state number of service units, there is no distortion in
terms of durability since the monopolist produces this number at minimum cost. But this is the same as
saying that, taking as fixed the steady-state number of service units available per period, the monopolist
chooses the socially-optimal-durability level, and also that, in many cases, it makes the same durability
choice as would a competitive industry.

The last classic contribution to durable-goods theory of the early 1970s is the seminal analysis of
Akerlof (1970) concerning adverse selection or the market for lemons. This paper is clearly recognized
as one of the seminal papers that launched the asymmetric-information revolution in economics, but it has
not traditionally been described as an important contribution to durable-goods theory. However, given
that the main analysis in that paper concerns the secondhand market for a durable good, the paper in fact
has important implications for durable-goods markets.

Although I am sure that all the readers know the argument, let me repeat it here briefly. In
Akerlof’s model there are sellers each of whom owns a single used car, where cars vary in quality and
each seller knows the quality of his or her own car. There are also buyers each of whom does not initially
own a used car, where each buyer does not know the quality of any specific used car but rather only
knows the quality of the used car offered for sale. The other key assumption is that buyers value cars
more than sellers so full information requires all cars are traded. The main point of the analysis is that
under asymmetric information not all cars are traded. The reason is that the information asymmetry
means that the secondhand-market price for any specific used car reflects the average quality of the cars

offered for sale so potential sellers with high quality used cars keep them rather than sell them.*

B) The 1970s Through the Early 1990s and Overview

Proceeding chronologically, let me begin this subsection by focusing on the 1970s. The durable-
goods literature of the 1970s was primarily focused on Swan’s results (see Schmalensee (1979) for a
survey). This literature considered relaxing various assumptions of the basic Swan framework. For
example, Barro (1972) allowed firms and consumers to have different discount rates, Schmalensee (1974)

and Su (1975) introduced a maintenance decision on the part of consumers, while Auernheimer and

4 In Akerlof’s analysis there is no trade under asymmetric information. But this result is due to specific assumptions
he made concerning the relative valuations of buyers and sellers, rather than the result being a general property of
such models.



Saving (1977) allowed for short-run nonconstant returns to scale. The bottom line is not surprising.
Relaxation of certain assumptions causes durability choice to remain efficient while relaxation of other
assumptions results in inefficiency. Note here that certain parts of this literature are a bit confusing
because a demonstration that monopoly and competitive durability levels are different and a showing of
inefficiency are not the same. That is, a demonstration that a monopolist chooses different durability than
a competitive industry does not mean that durability is inefficient (or at least not second-best efficient).
The reason is that, since output varies across the two cases, the second-best efficient durability choice can
be different for monopoly and competition.

What I find surprising about this literature is that very little attention was paid to what seems to
me the most questionable assumption in Swan’s approach. As discussed earlier, in Swan’s approach a
unit can be defined as a number of “service units” which means that it is always possible to combine a
number of used units to create a perfect substitute for a new unit. Although the assumption has
advantages from a tractability standpoint, it is clearly unrealistic. For most real-world durable-goods
markets, such as the markets for automobiles, refrigerators and toasters, a consumer cannot combine a
number of used units to create a perfect substitute for a new unit. In these markets, instead, new and used
units vary in quality, and ownership of a new unit provides utility from consumption that cannot be
matched by any number of used units. As will be discussed in the next section, relaxation of this
assumption clearly changes Swan’s conclusion that monopoly durability choice is socially optimal.

Whereas the 1970s focused on Swan’s contribution, the 1980s and early 1990s focused on
Coase’s contribution. Bulow (1982,1986) formalized the basic idea of time inconsistency in durable-
goods-monopoly output choice, where his focus was simple settings in which the logic of the idea is easy
to see. In addition to showing the existence of a time-inconsistency problem that can be avoided by
leasing, Bulow in his second paper showed that time inconsistency can result in a durable-goods
monopolist building less than the socially optimal level of durability into its output. The logic is that,
because of time inconsistency, the monopolist is hurt by the durable nature of the product so reducing
durability is a way to reduce the loss in profits due to time inconsistency.

The rest of this literature focused on three topics. The first was whether the Coase conjecture is
correct, i.e., would a durable-goods monopolist operating in an infinite-period setting drop price to
marginal cost almost immediately. This idea was investigated in a number of papers including Stokey
(1981), Gul, Sonnenschein, and Wilson (1986), and Ausubel and Deneckere (1989). There are two main
related results here. The first is, if buyers’ strategies do not depend on past behavior so reputation
formation by the firm is not possible, then Coase is correct as long as the consumer valuation distribution
exhibits no gaps, i.e., the valuation of the lowest valuation consumer is less than or equal to the firm’s

marginal cost. The second result which is contained in Ausubel and Deneckere’s analysis is, if buyers’



strategies can depend on past behavior so reputation formation is possible, then even retaining the no-gap
assumption there are equilibria in which the monopolist regains some or all of its market power.

The other two issues considered are the robustness of Coase’s results to changes in his
assumptions, and tactics that the firm can employ to avoid the time-inconsistency problem. In terms of
the first issue, Bond and Samuelson (1984) show that depreciation and replacement sales serve to
ameliorate time inconsistency, Kahn (1986) in a similar vein shows that time inconsistency is reduced if
the monopolist’s marginal cost is upward sloping rather than constant, while Bagnoli, Salant, and
Swierzbinski (1989) and Levine and Pesendorfer (1995) consider how the analysis changes when output
is discrete. In terms of the second issue, as already discussed Bulow (1986) shows the monopolist can
reduce time inconsistency by reducing durability, Butz (1990) shows that contractual provisions such as
best-price provisions can be used to avoid the problem, while Karp and Perloff (1996) investigate the
extent to which the monopolist can avoid the problem by employing an inferior high-cost technology.’

As a final point, although I feel that Coase’s insight that a durable-goods monopolist faces a time-
inconsistency problem is one of the fundamental insights concerning durable-goods markets, I also feel
that his and others’ focus on time inconsistency concerning output choice was somewhat misplaced.
Consistent with Butz’s analysis, contractual commitments concerning future outputs and prices is
frequently feasible (and it is also frequently possible to establish a reputation concerning price). Hence,
my feeling is that the specific time-inconsistency problem identified by Coase is infrequently observed in
real-world markets, although knowledge of the problem can help us better understand real-world
contractual provisions used to avoid the problem. In contrast, I believe there are other choice variables
such as R&D expenditures and new-product introductions for which contracting is much more difficult,
and thus time inconsistency concerning these variables is much more likely to be observed in real-world

markets. Some possibilities along this line are discussed in later sections.

III. A BRIEF HISTORY OF DURABLE-GOODS THEORY — PART II
In Section II I described durable-goods theory from roughly 1970 through the early 1990s. In

this section I describe the important contributions to durable-goods theory over roughly the last ten years.
I focus on three lines of research: i) development of a more realistic approach to modeling durability
choice; ii) models of new-product introductions; and iii) exploring the role of adverse selection in
durable-goods markets. The main point of the discussion is that, whereas the literature up through the

early 1990s developed some important key insights concerning durable-goods markets but was somewhat

3> More recently, Morita and Waldman (2004) show that time inconsistency can be avoided if the firm monopolizes
the maintenance market for its own product, where the logic here is similar to the original leasing result.



lacking in terms of the realism of the main models analyzed, the last ten years of research has built on
those earlier key insights to build much more realistic models of durable-goods markets.

As discussed in the previous section there is a significant drawback with the Swan approach to
modeling durability which is that for most real-world durable products a consumer cannot combine a
number of used units to create a perfect substitute for a new unit. Recent papers have focused on this
drawback and developed an alternative approach based on the classic monopoly product-line-pricing
analysis of Mussa and Rosen (1978). I will first discuss that paper and then discuss how these recent
papers have adapted that analysis for the modeling of durable-goods markets.

Mussa and Rosen consider a single-period monopoly model in which the monopolist sells new
units of varying quality levels to consumers who vary in terms of their valuation for quality. They
additionally assume that the monopolist does not know each individual’s valuation for quality, but does
know the distribution of these valuations in the population. Their main result concerns the quality levels
the firm sells to the various groups. In particular, for the high-valuation group the monopolist sells the
first-best efficient quality level, but for lower valuation groups the monopolist sells quality levels that are
below the first-best levels. The reason is that a higher valuation group always has the option of choosing
the quality level the firm is selling to a lower valuation group. This, in turn, links the prices in such a way
that the firm has an incentive to reduce the qualities sold to lower valuation groups below the efficient
levels because of the resulting increases in the prices of higher quality units.

Waldman (1996a) and Hendel and Lizzeri (1999a) develop an approach to durable-goods
modeling closely related to the Mussa and Rosen framework (see also Kim (1989) and Anderson and
Ginsburgh (1994)). In their approach each individual consumes either zero or one physical unit per
period, where the quality of a unit declines as the unit ages. The fact that each individual consumes either
zero or one physical unit per period means that this approach is not subject to the same criticism as the
Swan approach concerning the ability to combine used units to create a perfect substitute for a new unit.
The other key assumptions are that consumers vary in terms of their valuations for product quality, that
durability choice is the speed at which used units deteriorate in quality, and that there is a frictionless
secondhand market on which used units can be traded.

These two papers demonstrate that models along this line are similar in many respects to the
Mussa and Rosen analysis just described.® For example, one result that comes out of this type of model is
that, in contrast to what was true in Swan’s approach to modeling durable goods, a durable-goods
monopolist chooses a durability level below the socially-efficient level, where the logic for this result is

similar to why in the Mussa and Rosen analysis lower valuation individuals are sold quality levels below

6 Waldman (1996a) discusses in detail the similarities between this approach to modeling durable goods and the
Mussa and Rosen product-line-pricing analysis.



the efficient levels. That is, similar to the Mussa and Rosen analysis, in each period there is a linkage
between the prices of high- and low-quality units (or equivalently, new and used units), and this linkage
provides the monopolist with an incentive to distort the quality consumed by low-valuation groups down
in order to increase the price for high-quality or new units. In turn, the way the monopolist accomplishes
this is by reducing durability below the first-best level.

The second recent innovation I will describe is the recent emphasis on models concerning new-
product introductions such as found in Waldman (1993,1996b), Choi (1994), Fudenberg and Tirole
(1998), Lee and Lee (1998), Ellison and Fudenberg (2000), Fishman and Rob (2000), and Nahm (2004).
Clearly, new-product introductions are an important part of many real-world durable-goods markets. By
focusing on new-product introductions, these recent papers have been able to address various aspects of
real-world durable-goods markets that previous literature had ignored or had not sufficiently emphasized.

One topic that has received significant attention is that of pricing in durable-goods markets given
new-product introductions. Of the papers that have focused on this issue, the most important is
Fudenberg and Tirole’s paper. In their two-period model units are perfectly durable, but new units in the
second period are of higher quality than used units. They also assume that consumers vary in terms of
their valuations for quality. Although there is no durability choice here and products do not deteriorate as
they age, there is a close relationship here with the Mussa and Rosen product-line pricing analysis as is
the case for the durability analyses just described. As a result, Fudenberg and Tirole show the same type
of linkage between new- and used-unit prices as found in those durability analyses. In addition to
demonstrating this linkage, Fudenberg and Tirole also demonstrate a number of implications of this
linkage to issues such as the use of trade-ins and buybacks in firms’ marketing strategies (see Section V
for a discussion related to their buyback result).

The other main issue that has been investigated here is planned obsolescence or equivalently time
inconsistency concerning new-product introductions (see, for example, Waldman (1993,1996b), Choi
(1994), Ellison and Fudenberg (2000), and Nahm (2004)). Earlier papers such as Swan (1972) and
Bulow (1986) discuss the issue of planned obsolescence from the standpoint of durability choice, but as
Bulow states “...planned obsolescence is much more than a matter of durability, it is also and perhaps
primarily about how oftern a firm will introduce a new product and how compatible the new product will
be with older versions...” (Bulow (1986), p. 747) The recent papers listed above follow Bulow’s
suggestion of defining planned obsolescence in terms of new-product introductions, and show how
Coase’s initial insight concerning output choice can be used to provide a theory of planned obsolescence.

Coase’s initial insight described broadly is that in later periods a durable-goods monopolist has an
incentive to take actions that lower the value of units it previously sold and these actions serve to lower

the firm’s overall profitability. These recent papers apply this idea to new-product introductions and
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show that, both in terms of compatibility choice and quality improvement, a durable-goods monopolist
sometimes has an incentive to introduce new products that lower the value of units it previously sold and
this lowers the firm’s overall profitability. Also, similar to what was true in analyses of the original
Coase time-inconsistency problem, the time-inconsistency problem concerning new-product introductions
can typically be avoided by leasing rather than selling output.”

The last recent innovation in the durable-goods theory literature I will describe is the recent
literature that further investigates the role of adverse-selection in durable-goods markets. As discussed in
Section I, in my view Akerlof’s (1970) seminal analysis of adverse selection and asymmetric information
is also a classic contribution to durable-goods theory. However, although I feel this position is easy to
justify, the paper’s implications for durable-goods markets was basically ignored for almost thirty years.
Only recently have papers such as Hendel and Lizzeri (1999b,2002) and Johnson and Waldman (2003)
started to further investigate the durable-goods implications of Akerlof’s argument.

One drawback of Akerlof’s original analysis is that it is a very partial analysis in that it focuses
on the secondhand market and completely ignores the market for new units. Hendel and Lizzeri (1999b)
address this issue by considering an asymmetric-information durable-goods model which incorporates
both new- and used-goods markets. Their main result is that adverse selection continues to be important
even after the new-unit market is incorporated into the analysis. The other main result is that the model
captures a richer picture of why secondhand trade is efficient than is found in Akerlof’s analysis. In
Akerlof’s analysis it is directly assumed that used-unit buyers have higher valuations for used units than
sellers and so trade is efficient. Hendel and Lizzeri enrich this view by incorporating the new-unit
market. In Hendel and Lizzeri’s analysis each individual has a valuation for a single unit that depends on
the unit’s quality. The result is that high-valuation consumers buy new units and sell used units to low-
valuation consumers. The way to interpret this is that as in Akerlof’s analysis buyers have higher
valuations for the used units than sellers, but now it is the “net” valuations that are higher, i.e., the
valuations for used units taking into account the possibility of buying a new unit of output.

More recently, Hendel and Lizzeri (2002) and Johnson and Waldman (2003) have shown that this
approach can be employed to provide an explanation for leasing in the new-car market. Although Hendel
and Lizzeri focus on a monopoly model while Johnson and Waldman consider competition, both papers
rely on basically the same argument. The argument in both cases is that adverse-selection inefficiency
arises because of the presence of asymmetric information in the secondhand market, so leasing in the
new-car market avoids the inefficiency because with leasing used cars are returned to the manufacturers

and the manufacturers have no private information. This results in leasing in the monopoly case because

7 One can also construct a theory of planned obsolescence and new-product introductions using an analysis closely
related to the durability discussion earlier in this section. See Section V for a discussion.



11

avoiding inefficiency increases consumer willingness to pay which, in turn, increases monopoly
profitability, while in the competitive case there is leasing because competition causes firms to market
their products in the manner that reduces inefficiency. In addition to showing this basic argument, both
the Hendel and Lizzeri analysis and the Johnson and Waldman analysis show that this approach explains

various features of real-world new- and used-car markets.8

IV. OPTIMAL MERGER POLICY FOR DURABLE-GOODS MARKETS

An important antitrust issue concerning durable-goods markets is that of the optimal policy
concerning mergers. The reason that optimal merger policy might be different for durable-goods
industries than for nondurable-goods industries is the presence of a stock of used units that exists at any
point in time in durable-goods industries. As has been argued previously by others, this existing stock
potentially constrains the exercise of market power after a merger and this, in turn, should have
implications for optimal antitrust policy concerning mergers. In this section I first briefly discuss the
classic analysis of Carlton and Gertner (1989) concerning this issue, and then discuss in more detail the
recent analysis that appears in Gerstle and Waldman (2004).

The classic analysis on this topic is the paper by Carlton and Gertner.® They consider a durable-
goods setting in which there is a merger at some point in time that transforms a competitive industry into
a monopoly, and then a number of periods later unanticipated entry moves the industry back to
competition. Their focus is on a comparison of the social-welfare loss associated with this scenario with
the social-welfare loss associated with the same scenario in a nondurable-goods industry. They show that
for reasonable parameterizations the social-welfare loss in the durable-goods case is a small fraction of
the loss in the analogous nondurable-goods setting. For example, assuming a slow depreciation rate of
.95 and entry after five periods yields that the deadweight loss in the durable-goods case is two percent of
the deadweight loss in the nondurable-goods case. Their conclusion is that in durable-goods industries
the existing stock of used units constrains the existence of market power so much after a merger that the
antitrust authorities need worry little about mergers in durable-goods industries.

Gerstle and Waldman (2004) reconsiders this issue. Carlton and Gertner employ the approach to
modeling durable goods popularized by Swan in the early 1970s. As discussed in Sections II and III,
there is a drawback with that approach. Briefly, in the Swan approach to modeling durable goods, a unit,
whether new or used, is equivalent to some number of “service units,” so in that type of world it is always

possible to combine a number of used units to create a perfect substitute for a new unit. Although

8 Johnson and Waldman (2004) extend their earlier analysis by incorporating moral hazard and show that this
allows the analysis to even better match the evidence concerning real-world new- and used-car markets.
9 Other papers on the topic include Froeb (1989) and Reitman (2001).
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appealing from a tractability standpoint, the problem is that it is clearly unrealistic in the sense that in
most durable-goods markets such as those for automobiles, refrigerators, and toasters it is not possible to
combine a number of used units to create a perfect substitute for a new unit. In my paper with Gerstle,
instead of employing the Swan approach to durable-goods modeling, we employ the approach to durable-
goods modeling developed in Waldman (1996a) and Hendel and Lizzeri (1999a) which was discussed in
detail in Section III. In that approach new and used units vary in terms of quality and each individual
consumes either zero or one physical unit per period. One important feature of modeling durable goods
in this way is that used units cannot be combined to create a perfect substitute for a new unit.

We redo the basic Carlton and Gertner analysis using this alternative approach to modeling
durable goods. That is, we investigate what happens when a competitive situation is transformed into a
monopoly by merger, and then a number of periods later unanticipated entry moves the industry back to
competition. Also, our focus is on a comparison of the the social-welfare loss associated with this
scenario with the social-welfare loss associated with the same scenario given nondurable goods. What we
show is that modeling durability in this alternative fashion in some respects yields similar results to those
found in the Carlton and Gertner analysis, while in other respects the results are quite different.

To be precise, we find two main results. First, if entry occurs a small number of periods after the
merger, then consistent with Carlton and Gertner’s analysis we find that the social-welfare loss associated
with merger to monopoly in the durable-goods case is significantly smaller than the social-welfare loss in
the analogous nondurable-goods case. However, although it is smaller than in the analogous nondurable-
goods case, it is significantly larger than in the Carlton and Gertner analysis. For example, focusing on
the same parameterizations discussed above in which in Carlton and Gertner’s analysis the social-welfare
loss given durable goods was two percent of the social-welfare loss in the analogous nondurable-goods
case, we find a figure of roughly fifteen percent. Similarly, for the same parameterization we decrease the
depreciation rate to .9 and show that in the Carlton and Gertner approach the figure increases to eight
percent while in our approach the figure increases to thirty percent.

The second main result is that an increase in the number of periods till unanticipated entry takes
place causes the social-welfare loss in the durable-goods case to get closer to the social-welfare loss in the
analogous nondurable-goods case. For example, starting with the parameterization mentioned above in
which in our model the durable-goods loss was roughly fifteen percent of the nondurable-goods loss
given entry after five periods, we find that this figure goes up to roughly thirty-three percent given entry
after ten periods, up to roughly fifty percent given entry after fifteen periods, and up to roughly eighty
percent given entry after one-hundred periods. Also, we find that for some parameterizations, if the
number of periods till entry is sufficiently high, the durable-goods loss can even exceed the analogous

nondurable-goods loss. Note that qualitatively the comparative static result on this parameter is the same
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as in the Carlton and Gertner analysis, i.e., in their approach it is also the case that increasing the number
of periods till entry occurs moves the social-welfare loss in the durable-goods case closer to the social-
welfare loss in the analogous nondurable-goods case. But in the Carlton and Gertner analysis the two
figures are far apart for a much broader set of parameterizations than in our analysis.

The obvious question is, what is driving the different results between our analysis and Carlton
and Gertner’s, and the answer is the difference in the basic approach to modeling durable goods. As
stated, Carlton and Gertner employ the Swan approach which has the property that consumers can
combine used units to create a perfect substitute for a new unit. Suppose in that world depreciation is
slow and the merger to monopoly is followed by entry after a few periods. Any consumer with a high
valuation for the durable product will either purchase a new unit or combine used units to consume the
equivalent of a new unit. The result is that the social-welfare loss comes solely from consumers who
receive little surplus from consuming under competition and do not consume the good during the
monopoly periods. Since these consumers derive little surplus from consuming during competition, the
aggregate loss from having these individuals not consume during the monopoly periods is small.

Now consider what happens in our model when depreciation is slow and the merger to monopoly
is followed by entry after a few periods. In contrast to what happens in the Carlton and Gertner model, it
is not just the individuals who receive little surplus under competition who are affected. Rather, because
each individual is restricted to consuming a single physical unit per period, when the monopolist
exercises its market power by decreasing output below the competitive level the result is that individuals
scattered throughout the valuation distribution wind up consuming older and thus lower quality units than
they consume under competition. This, in turn, is exactly why we find a larger social-welfare loss than is
found in the Carlton and Gertner analysis. Rather than the aggregate loss being due to no consumption by
individuals who receive little surplus from consumption under competition to begin with, in our model
many individuals some of whom with very high valuations for the product are hurt either because they do
not consume or consume a unit of lower quality than they would under competition.

Note that we believe our analysis makes sense not just because the modeling approach is more
realistic than the Swan approach, but also because the outcome is more realistic in terms of who is hurt by
a merger that increases market power. As stated above, in the Carlton and Gertner analysis the social-
welfare loss comes solely from low-valuation individuals who consume the good under competition but
not under monopoly. But suppose, for example, that all of the world’s automobile manufacturers were, in
fact, to merge, and then the merged firm exercised its market power by reducing output. In contrast to the
Carlton and Gertner analysis, the resulting social-welfare loss would not just come about because of low-
valuation individuals who wind up without a car. Rather, there would also be a loss because of higher

valuation individuals who wind up consuming older and thus lower quality cars than they would have in
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the absence of any mergers. In other words, the social-welfare loss would look much more like the loss in
our analysis than the loss in Carlton and Gertner’s analysis.

Let me end the section by briefly discussing the antitrust implications of the analysis. I believe
there are three main points. First, the analysis supports the Carlton and Gertner view that, because the
presence of an existing stock of used units limits the exercise of market power after a merger, the antitrust
authorities need to be less concerned with mergers that increase market power in durable-goods
industries. Second, since we find social-welfare losses due to mergers in durable-goods industries to be
much closer to the losses in nondurable-goods industries than do Carlton and Gertner, the reduction in
scrutiny for durable-goods industries suggested by our analysis is much smaller than that suggested by
Carlton and Gertner’s analysis. Third, because our results indicate that the social-welfare loss associated
with a merger in durable-goods industries is closer to the nondurable-goods social-welfare loss when
future entry is likely to be slow, we would emphasize more than Carlton and Gertner the importance of

expected speed of entry in judging whether or not a durable-goods merger should be allowed.

V. “ELIMINATING” SECONDHAND MARKETS

A classic antitrust issue concerning durable goods is whether a new-unit seller would ever have
an incentive to “eliminate” the secondhand market for its own product. One complication concerning this
issue is that the term “eliminate” could have a variety of meanings in this context. For example, it could
mean that the firm prohibits the trade of used units, or it could mean that it behaves in a manner that
makes used units unavailable for consumption. Although both issues are of potential real-world
importance and from a theory standpoint they can be closely related, my belief is that the latter issue
comes up more frequently in real-world cases so I will focus the discussion on that issue.

Until recently the standard thinking on this issue was due to Swan (1980). Swan’s argument was
that since the new-unit price reflects the expected prices that the unit will sell for on the secondhand
market in future periods, a new-unit seller has no incentive to behave in a manner that makes used units
unavailable for consumption. For example, in his 1980 article Swan states that “Clearly it is not the
existence of a secondhand market per se which need imply any restraint on the profitability or the pricing
decision of a monopolist...the pure monopolist selling such a durable item as an automobile is paid an
amount which reflects the net present value of the stream of automobile services to possibly a whole host
of future owners. Competitive secondhand auto dealers (or scrap merchants and recyclers in the case of
aluminum) can then buy and sell the item indefinitely without in any way restricting the power of the

monopolist as the original seller.”
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In Waldman (1997) I show that this logic is incorrect (see also Waldman (1996a) and Hendel and
Lizzeri (1999a)).19 My argument builds on the approach to modeling durable goods discussed in Section
III in which consumers cannot combine a number of used units to create a perfect substitute for a new
unit. Suppose that, as is discussed in Section III, in each period each individual consumes either zero or
one physical unit of the product, a unit’s quality deteriorates as the unit ages, and consumers vary in terms
of their valuation for quality. Further, suppose that the new-unit seller has market power because, for
example, the firm is a monopolist. Then, as I show in my 1997 paper, the firm will sometimes have an
incentive to behave in a fashion that makes used units unavailable for consumption. For example, a new-
unit seller may use a lease-only policy and then scrap the used units that are returned.

The basic logic here is closely related to the analysis of durability choice discussed in Section II1.
There it was argued that in this type of model a new-unit seller with market power will have an incentive
to reduce durability below the socially-optimal level because the resulting decrease in used-unit quality
allows the firm to charge a higher price for new units in later periods. There are two ways this result can
translate into the new-unit seller wanting to behave in a fashion that makes used units unavailable for
consumption. First, if in the argument just given the incentive for a new-unit seller to reduce used-unit
quality is sufficiently strong, i.e., optimal used-unit quality equals zero, then we immediately get the
result that the firm has an incentive to make used units unavailable for consumption. Second, the new-
unit seller may have limited ability to change the production process in a manner that lowers used-unit
quality without reducing new-unit quality. In such a case the firm might have an incentive not to directly
reduce the durability built into new units, but rather market the product in a way that allows the firm to
make functional used units unavailable for consumption.

There are a number of ways that a firm could make functional used units unavailable for
consumption. One way is the practice of lease-only mentioned earlier that was a major focus of the /953

United Shoe Machinery Case in the US and which was the focus of my 1997 paper.!! The basic idea is

10'A similar argument appears in earlier papers such as Benjamin and Kormendi (1974), Miller (1974), Liebowitz
(1982), and Levinthal and Purohit (1989). Those papers start by specifying demand functions and show that, given
certain assumptions concerning how the demand for new units is affected by the availability of used units, a
durable-goods seller could have an incentive to behave in a manner that makes used units unavailable for
consumption. But this leaves as an open question whether such a demand specification is a reasonable one. In
contrast, my paper starts with utility functions and production functions and shows that indeed such a demand
specification is reasonable.

1 There are a number of alternative explanations for United’s lease-only practice. For example, Posner (1976)
suggests that the behavior was a response to the time-inconsistency argument put forth originally by Coase (see the
discussion in Section II). However, as pointed out by DeGraba (1994), avoiding the Coase time-inconsistency
problem requires short-term leases, so given United employed seventeen-year leases it does not seem that the Coase
argument is the correct one in this case. Another perspective is put forth in Wiley, Rasmusen, and Ramseyer (1990)
and Masten and Snyder (1993) which both ignore the monopoly aspect of the case and put forth efficiency
rationales more consistent with a competitive market. However, since the practice is not widely observed but has
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that the firm offers to lease and refuses to sell new units of output, and then makes used units unavailable
for consumption by scrapping the used units when they are returned. Note that one question that arises
concerning this practice is why is lease-only required, i.e., why can’t the firm achieve the same result by
selling its output and repurchasing and scrapping used units. As I show in my 1997 paper, the problem
with this alternative strategy is that it is time inconsistent. That is, in the leasing strategy the firm does
not need to commit to scrap the used units when they are returned because scrapping is optimal at that
point in time. In contrast, the repurchase strategy is not time consistent, i.e., at the repurchase date the
firm has an incentive not to repurchase, so given any limit on commitment ability such as would be the
case given a positive probability of bankruptcy, lease-only will be preferred over sales and repurchases.

Another example of a practice firms employ to make used units unavailable for consumption
occurs in the textbook market. In that market firms kill off the secondhand market through the frequent
introduction of new editions which make used copies nearly worthless. One might object that the above
analysis is one in which new-unit sellers have significant market power, but the textbook market is one
typically with many sellers so market power is limited. But this argument misses an important feature of
that market. There may be significant competition in terms of the professor choosing which textbook to
use for his or her course. However, once the professor has made a choice, the publisher is basically in a
monopoly position in terms of selling copies to students so the above argument is quite applicable.!2

The antitrust issue here is whether the antitrust authorities should intervene to eliminate practices
that serve to make used units unavailable for consumption. The perspective put forth here is that the
answer is frequently yes. According to the argument here such practices serve to eliminate the
consumption of low-quality used units by low-valuation consumers so that the firm can raise the price for
new units. The result is a reduction in social welfare in that there is no social-welfare benefit, but a
social-welfare loss due to the low-quality units not being consumed. Thus, the analysis supports the US
antitrust authorities’ behavior in cases concerning United Shoe, IBM, and Xerox where the authorities

stopped the firms from pursuing lease-only policies.!3

been observed in a few cases of firms with significant market power (United Shoe, IBM, and Xerox), I find this
perspective unconvincing.

12 As T argued in Waldman (1993) (see the related discussion in Section III), another possible explanation for the
frequent introduction of new editions in the textbook market is that it is the result of a time-inconsistency problem
that new-unit sellers face in terms of the introduction of new products. In contrast to the argument above, in this
argument the practice hurts rather than helps the firm’s profitability. Given that textbook publishers are in the
market for many periods and so can establish a reputation for how frequently they introduce new editions, I now
believe that this time-inconsistency argument is not the correct explanation for the frequent introduction of new
editions in the textbook market.

13 1n 1953 the courts ruled a variety of United Shoe’s practices illegal including its use of a lease-only policy (see
Kaysen (1956) for a discussion). In 1956 IBM agreed to a Justice Department consent decree requiring it to
discontinue its lease-only policy (see Soma (1976) and Fisher, McGowan, and Greeenwood (1983) for discussions).
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As a final point, one qualification to this conclusion is that such a prohibition may not be optimal
in certain cases because of other distortions that would be created. For example, I do not think it is
feasible for the government to intervene in the textbook market and require firms to introduce new
products less frequently. There are a number of factors that come into play in terms of the decision to
introduce a new version of a textbook, and government intervention concerning this decision is likely to
cause more problems than it would solve. Another example concerns the lease-only policy. Although I
believe that intervening in the United Shoe, IBM, and Xerox cases was the correct decision in each case,
there was a potential downside with those interventions. That is, to the extent that a firm unable to use
lease-only responds by building less durability into its new units (this is a potential response since in this
argument lease-only and reduced durability are substitute ways to reduce the availability of used units), it

is possible that a prohibition on lease-only could result in decreased rather than increased social welfare.

VI. TYING GIVEN DURABILITY, SWITCHING COSTS, AND UPGRADES

Because of the recent attention paid to Microsoft’s behavior and, in particular, its tying of various
products including Internet Explorer with Windows, there has been significant theoretical attention paid
to the tying of complementary goods by firms with significant market power. Most of these analyses do
not focus on the durable nature of Microsoft’s products and the fact that Microsoft introduces upgraded
products over time. In this section I describe recent research I have been conducting with Dennis Carlton
that focuses on the tying of complementary goods in durable-goods markets given switching costs and
product upgrades, where our analysis of upgrades builds on analyses of new-product introductions such
as the analysis of Fudenberg and Tirole (1998) discussed in Section III. As I will describe, the basic
conclusion of our analysis is that, in the presence of product durability, switching costs, and product
upgrades, tying in order to foreclose competition in the tied market is profitable in a broader set of
circumstances than the previous literature suggests.

The classic analysis of tying used to foreclose competition in the tied market is Whinston (1990).
Whinston shows that in contrast to what had been argued previously by a number of authors connected to
the “Chicago School,” there are situations in which a monopolist of a primary product will tie a second
product to the primary product in order to foreclose competition in the tied market market and in this way

increase the firm’s profitability in that market.!4 Focusing on his analysis of complementary goods,

In 1975 Xerox and the Federal Trade Commission entered into a consent decree that stated that Xerox was violating
the antitrust laws though its used of a lease-only policy.

14 In particular, Director and Levi (1956), Bowman (1957), Posner (1976), and Bork (1978) all argued that a
monopolist of a primary product never has an incentive to tie a complementary product in order to monopolize the
complementary market. Their argument was that the primary-good monopolist could capture all the potential
monopoly profits in the complementary market through its sales of the primary good. Whinston’s paper formalizes
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however, Whinston shows that this result never holds when the monopolist’s primary good is “essential,”
i.e., when the monopolist’s primary product is required for all uses of the complementary good. This is
problematic from the standpoint of understanding Microsoft’s behavior because, to the extent Microsoft
has or had a monopoly in the operating systems market, then Whinston’s analysis indicates little or no
return to Microsoft from a foreclosure standpoint for bundling applications programs with Windows.

One approach to resolving this puzzle is to move attention away from the primary-good
monopolist capturing profits in the complementary market to the primary-good monopolist preserving its
primary-market monopoly and extending this monopoly to newly-emerging markets.!> This possibility
was analyzed in Carlton and Waldman (2002) (see also Choi and Stefanidis (2001)). That paper
considered a series of models that show how a primary-good monopolist can use tying to both preserve
and extend its primary-good monopoly. For example, we considered a two-period model in which an
alternative producer has a superior complementary product, can enter the complementary market in either
period, but can only enter the primary market in the second period. We showed that, if the alternative
producer has costs of entering both primary and complementary markets, then there are parameterizations
in which the monopolist ties in order to preserve its primary-good monopoly in the second period. The
logic is that tying reduces the incentive for the alternative producer to enter the complementary market by
eliminating any first-period sales, and this reduced incentive for the alternative producer to enter the
complementary market results in the alternative producer not entering either market in the second period.

We believe that our previous analysis provides a plausible explanation for why Microsoft
integrated Explorer into Windows, i.e., many experts thought that a successful browser had the potential
to evolve into a substitute for Windows and thus it is plausible that tying was used by Microsoft to
preserve its Windows monopoly. But we also feel that this explanation is not plausible for some of
Microsoft’s other tying decisions. For example, Microsoft recently chose to bundle digital media
technology with Windows, but digital media technology does not seem to pose the same threat to
Windows as Netscape Navigator did. With this in mind, we have decided to reconsider the question
originally asked by Whinston which is, under what circumstances will a monopolist of a primary good tie
its complementary good in order to foreclose competition in the tied market and earn monopoly profits in
that market? The difference, however, is that in contrast to Whinston we consider a durable-goods setting
in which product upgrades are possible and we also consider the possibility of consumer switching costs,

i.e., in upgrading a consumer derives a higher gross benefit by not switching brands.

this argument but also shows that it is not valid in all cases, i.e., it is not correct when the tied good is not
characterized by constant returns to scale and competition and when the primary or tying good is not essential (see
also the earlier work of Ordover, Sykes, and Willig (1985)).

I3 Another possibility is that Microsoft ties for efficiency reasons. See, for example, Carlton and Perfloff (1999) for
efficiency rationales for tying.
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Before proceeding to the results of our analysis, it is useful to consider the logic behind
Whinston’s finding that tying is never used to extract rents from the complementary market when the
monopolist’s primary good is essential. Consider a one-period model in which the monopolist’s primary
good is essential and in which the alternative producer has a superior complementary product. Let P*
denote the monopolist’s optimal bundle price and n* monopoly profitability if the monopolist bundles.
Now suppose the monopolist does not bundle and sets the price of the primary good at P*-c. and the price
of the complementary good at c., where c. is the marginal cost of the complementary good. Doing this
must result in monopoly profitability equal to =*. Hence, since optimal pricing when the monopolist does
not tie must result in profits at least equal to this level, we have that selling individual products yields
profits greater than or equal to that with tying so the monopolist has no incentive to tie.

I now discuss what happens in my analysis with Carlton which considers a two-period setting
characterized by product upgrades for the complementary good in the second period and potentially
consumer switching costs. Also, consistent with the above discussion, we assume the alternative
producer has a superior complementary good. We show that in this setting Whinston’s result that tying is
never optimal when the monopolist’s primary good is essential breaks down. We first consider the case
in which there are no switching costs and firms sell as opposed to lease or rent their products. In this case
the argument breaks down because the monopolist does not sell the primary good in the second period,
and thus the monopolist cannot capture the second-period profits associated with the complementary-
good upgrade through the pricing of the primary good. The result is that, if the increased product quality
associated with the upgrade is sufficiently high, then the monopolist ties because this allows the firm to
capture the second-period profits associated with upgrading.

Our second analysis considers what happens when firms can lease as well as sell their products.
We begin this analysis by showing that the option to lease eliminates the result just described. That is, if
the monopolist can lease, then in the absence of consumer switching costs there is no return to the
monopolist to tying. The reason is that leasing allows the monopolist to capture second-period-upgrade
profits through the second-period lease price for the primary product. We then introduce switching costs
and show that, even with leasing, the monopolist may tie its products. The logic here is that the second-
period lease price allows the monopolist to capture second-period profits due to the upgrade but does not
necessarily allow the monopolist to capture second-period profits associated with the switching costs.
The result is that, if switching costs are sufficiently large, then the monopolist ties in order to capture the
profits due to the switching costs.

Both of the analyses described above depend on ties being irreversible, i.e., a consumer cannot
use the alternative producer’s complementary product if the monopolist sells or leases a tied product

consisting of primary and complementary goods. Since in the Microsoft situation ties are at least partly if
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not fully reversible, an interesting extension is to consider what happens with reversible ties. Although
we have not completed this part of the analysis, our preliminary investigation of this issue suggests that
even with reversible ties the monopolist sometimes ties its products. The reason is that tying is a way for
the monopolist to commit to a zero price for the complementary good in the second period, and in some
cases this is a valuable commitment for the monopolist to make.

Let me end the section with a discussion of antitrust implications. The analysis suggests that the
antitrust authorities should be more concerned about the tying of complementary goods than the previous
literature suggests. In particular, Whinston’s classic paper finds that, if the primary good is essential, then
a primary-good monopolist would not have an incentive to tie a complementary good in order to capture
profits associated with the complementary market. To the extent Windows is an essential product, this
result suggests that many of Microsoft’s tying decisions are not driven by a foreclosure motivation so
these actions are likely benign from a social-welfare standpoint and should thus be allowed. But Carlton
and I show that Whinston’s finding is not robust to the introduction of durability, product upgrades, and
consumer switching costs — all features of the Microsoft situation. In particular, in such a situation, even
if the monopolist’s primary good is essential, a monopolist may tie and foreclose a superior
complementary product in order to capture profits associated with the complementary-good market.
Hence, if these features are present, then tying even when the primary good is essential may be used to
foreclose competition in the tied market and thus merits close scrutiny by the antitrust authorities.

VII. AFTERMARKET MONOPOLIZATION IN COMPETITIVE INDUSTRIES

A series of court cases in the US concerning firms such as Kodak, Data General, Unisys, and
Xerox concern the issue of aftermarket monopolization. Aftermarket here refers to the market for a
product that is complementary to a durable-goods producer’s primary product such as the market for
maintaining a particular brand of automobile. The basic issue is whether a durable-goods producer
should be allowed to behave in a manner that monopolizes aftermarkets for its own durable products. For
example, in Eastman Kodak Co. v. Image Technical Services, Inc., et al. (1992), Kodak was alleged to
have monopolized the maintenance markets for its own copiers and micrographic equipment by refusing
to sell spare parts to alternative maintenance suppliers. In-depth discussions of aftermarket
monopolization appear in Shapiro (1995), Chen, Ross, and Stanbury (1998), and Carlton (2001). Here I
discuss recent research I have conducted on this topic.

The issue of aftermarket monopolization has recently received significant theoretical attention
because of interest in the Kodak case. In that case the US Supreme Court ruled that, even if Kodak had
no market power in the market for new copiers and micrographic equipment, Kodak could still be guilty
of having illegally monopolized the maintenance markets for these products. This was a surprising

decision standard thinking would have suggested that the efficiency properties associated with
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competition would have resulted in Kodak’s behavior in the maintenance markets being ruled legal rather
than illegal. The case and the decision prompted a number of industrial organization economists to
consider why a competitive durable-goods seller might monopolize an aftermarket for its own product,
and the related question of whether the antitrust authorities should or should not allow the behavior.

The previous literature on the subject has focused mostly on a set of related arguments that regard
the behavior as some variant of the hold-up problem (see, e.g., Borenstein, Mackie-Mason, and Netz
(1995)).16 In these arguments consumers are locked into purchasing maintenance once they purchase a
new durable unit, and aftermarket monopolization is a way the durable-goods producer exploits these
locked-in positions to extract ex post rents. In these analyses there is a social-welfare loss due to the
monopoly pricing of maintenance, so these analyses justify the Supreme Court’s decision.

The problem with this argument is that it requires either that consumers do not consider the
maintenance price in their original decisions to purchase new units, that consumers are surprised, or that
contracting to avoid the hold-up problem is not feasible. The reason this is problematic is that none of
these possibilities seem likely. On the one hand, the first two possibilities are not likely because in a
number of the cases consumers were sophisticated businesses and the cost of maintenance was a
significant proportion of the total cost of using the product. On the other hand, the last possibility is not
likely because long-term maintenance contracts are quite common in many of the industries in which the
monopolization of maintenance markets has been observed.

In Carlton and Waldman (2003) and Morita and Waldman (2003), I put forth along with
coauthors a new explanation for the behavior based on an important aspect of the Kodak case (and which
has been mentioned as a possible feature in a number of other cases). That is, a feature of a number of
cases, including the Kodak case, is that the market is characterized by consumer switching costs. Similar
to the usage in the previous section, consumer switching costs here means that when a consumer replaces
an old durable unit with a new unit there are costs to the consumer of switching from one firm’s product
to another’s. These costs could arise for a number of reasons such as learning-by-doing and investments

in durable complementary goods that become worthless when a consumer changes brands.!”

16 An alternative argument that has been put forth is that the behavior is used to price discriminate (see Chen and
Ross (1993) and Klein (1993)). In this argument, consumers with higher valuations for the durable-goods-
producer’s product are heavy users of maintenance, with the result that the seller more effectively price
discriminates by monopolizing the maintenance market and increasing the maintenance price. Although Klein
argues otherwise, the natural interpretation of this argument is that it provides a clear rationale for aftermarket
monopolization by firms with significant market power but has trouble explaining why firms with little or no market
power would adopt the practice.

17 The allegations against Kodak in the 1992 case contained a number of detailed accounts of switching costs faced
by consumers of Kodak’s products. For example,

“The system at CSC includes a combination of micrographics machines, and of computer
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The first step of the argument builds on a result found in earlier papers such as Schmalensee
(1974), Su (1975) and Rust (1986). Those papers consider durable-goods-monopoly models in which the
maintenance market is competititve. Their main finding is that, because the monopolist charges a price
for its output that is above its marginal cost of production while maintenance is priced competitively,
consumers do not behave in an efficient fashion. Rather, consumers sometimes maintain used units when
it would be efficient to replace them. The result is typically a reduction in monopoly profitability because
the inefficiency reduces consumer willingness to pay.

The first step of our argument is to show that this basic finding for durable-goods monopoly
models also holds when the new-unit market is competitive but there are consumer switching costs. The
logic is that, due to the switching costs, a firm selling new replacement durable units has market power
when selling to individuals who consumed a unit of the firm’s product in the previous period. Hence, if
the maintenance market is competitive, the presence of this market power at the date of the replacement
decision causes consumers to maintain rather than replace their used units more often than is efficient.
Note that one difference between this result and the monopoly result concerns who is hurt by this social-
welfare distortion. As indicated, in the monopoly case typically much of the reduction in social surplus
takes the form of decreased monopoly profits. In contrast, because competitive firms earn zero profits in
equilibrium, here all of the decreased social surplus takes the form of decreased consumer welfare.

The second step of our argument is to show that the social-welfare distortion concerning the
maintenance versus replacement decision is avoided if the seller monopolizes the maintenance market for
its own product. If the firm monopolizes the maintenance market, then it will charge an above marginal
cost price for both replacement units and maintenance and, more importantly, it maximizes profits at the
replacement versus maintenance decision date by pricing in such a way that this decision is made
efficiently. Note, however, even though the firm can be thought of as monopolizing the maintenance
market in order to maximize profits at the maintenance versus replacement decision date, it is in fact
consumers who are made better off when firms are allowed to monopolize the maintenance markets for

their own products. That is, since competition means that over the whole course of the game the firms

hardware and software tailored specifically to CSC’s needs. Trading its entire equipment for an
“interbrand” competitor of Kodak, due to supra-competitive prices, it would be financially
unfeasible for CSC. The special software would have to be retailored at a cost of several hundred
thousand dollars. Data would have to be reformatted and operators would have to be retrained,
again, at a cost of hundreds of thousands of dollars...”
(Plaintiff’s Memorandum in Eastman Kodak Co. v. Image
Technical Services, Inc. ,et al. (1992), pp. 19-20)

The allegations also state that similar systems to the one described above were found in a variety of places such as
“Blue Cross/Blue Shield, insurance companies, banks, and other large financial institutions in many states.”
(Plaintiff’s Memorandum in Eastman Kodak Co. v. Image Technical Services, Inc., et al. (1992), pp. 19-20)
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must earn zero expected profits, when firms monopolize the maintenance markets for their own products
and eliminate the maintenance/replacement distortion it is the consumers who are made better off.

From a social-welfare perspective, our analysis yields exactly the opposite conclusion of the
hold-up analyses described above.!® As discussed, in the hold-up explanation the monopoly pricing of
maintenance creates a standard monopoly deadweight loss so monopolization of maintenance markets
serves to decrease social wefare. In contrast, in the explanation just described monopolizing the
maintenance market increases both consumer welfare and social welfare. Clearly, our analysis suggests
that whether or not the courts should allow the behavior depends on which explanation is correct.

As discussed briefly above, there are various reasons why I find the hold-up arguments not
plausible in many of the cases in which the behavior has been observed. To be more specific, my feeling
is that there is a strong argument that in cases like the Kodak case in which there is clear evidence of
consumer switching costs the behavior should be allowed. In such cases theory indicates that competitive
maintenance markets do not yield efficient outcomes, so a prohibition that keeps maintenance markets
competitive does not seem justified. I would further argue more generally that the antitrust authorities
should be hesitant to intervene whenever the market for new durable units is competitive. Theory
indicates that competitive-durable-goods producers have a strong incentive to market their products in the
fashion that maximizes both consumer welfare and social welfare. So intervention in such markets should

only occur when the authorities have a strong and clear case that behavior is not serving societal interests.

VIII. CONCLUSION
Markets for durable goods raise a number of issues that do not arise or arise less frequently in
nondurable-goods markets. In turn, these differences between durable- and nondurable-goods markets
lead to antitrust issues that are specific to durable-goods markets. For example, a feature specific to

durable-goods markets is that of secondhand markets for used units, which leads to the antitrust issue, to

18 Schwartz and Werden (1996), Chen and Ross (1999), and Elzinga and Mills (2001) are previous papers that
provide efficiency explanations for the behavior. First, Schwartz and Werden develop a signalling explanation for
aftermarket monopolization in which high-quality durable units require more of the aftermarket product. Second,
Chen and Ross develop an explanation in which free maintenance is bundled with the sale of new durable units,
where this stops subsidization of light users of the product by heavy users and thus improves efficiency by moving
maintenance towards efficient levels. Third, Elzinga and Mills provide an efficiency role for aftermarket monopoly
in an industry in which there are increasing returns to scale in the production of new durable units so that
competition is not feasible. I believe that, at least in terms of the Kodak case, the explanation put forth above better
matches the evidence, and, in particular, the first and third of these alternatives seem to be a weak fit. In terms of
the Schwartz and Werden argument this is because high-quality durable units typically require less not more
maintenance, while the Elzinga and Mills argument is inconsistent with the court’s focus on Kodak being a
competitive producer. More generally, the above argument is the only one that relies on consumer switching costs
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what extent should antitrust authorities allow new-unit producers to behave in ways that eliminate
secondhand markets by making used units unavailable for consumption? Another example concerns the
issue of aftermarket monopolization. Aftermarkets such as markets for maintenance are much more
common and important for durable goods than for nondurables. The important antitrust issue here is to
what extent should durable-goods sellers be allowed to behave in ways that monopolize the aftermarkets
for their own products.

In this paper [ briefly reviewed the theoretical literature on durable-goods markets, and then
described a number of my own recent analyses concerning optimal antitrust policy for durable-goods
markets that mostly build on ideas that appear in the last few years of the larger literature. For example,
the classic Swan approach to durable-goods modeling has the unrealistic feature that consumers can
combine a number of used units to make a perfect substitute for a new unit. Waldman (1996a) and
Hendel and Lizzeri (1999a) have recently explored an alternative approach to modeling durable-goods
markets that is not characterized by this feature. In their approach each individual consumes zero or one
physical unit per period and durable-good quality decays as a unit ages. In Section IV I discussed the
recent paper of Gerstle and Waldman (2004) which shows that optimal antitrust merger policy for
durable-goods markets is significantly different in an analysis that employs this new approach.

Another analysis concerns the issue of tying in complementary markets. In a classic paper,
Whinston (1990) considers a monopolist of a primary product and shows that, if the primary product is
essential, i.e., needed for all uses of a complementary product, then the monopolist would have no
incentive to tie its primary and complementary products in order to extend its monopoly to the
complementary market. But Whinston considers a one-period setting. In Section VI I describe research
in progress with Dennis Carlton that considers this issue in a durable-goods setting. In particular, we
consider a two-period setting in which the monopolist’s primary good is essential, but in the second
period both the monopolist and the alternative producer have the ability to sell a complementary-good
upgrade. We show that in this model Whinston’s result concerning essential primary goods breaks down,
i.e., tying may be used to foreclose competition in the tied market even when the monopolist’s primary
good is essential. The conclusion I draw from this finding is that antitrust intervention to stop the tying of
complementary goods may be justified in more cases than the previous literature suggests.

In summary, there have been significant advances in the theoretical literature on durable goods in
recent years, where these advances have significantly moved the literature towards greater realism. The
main focus of this paper has been on discussing a number of my own recent analyses that show how one

can employ these advances to further our understanding of optimal antitrust policy. But I feel that the

which was clearly an important aspect of the Kodak case and which has also been mentioned as an important aspect
of a number of other cases.
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analyses described do not come close to exhausting the implications of these advances for antitrust policy.
My hope, therefore, is that in addition to communicating some recent ideas concerning antitrust policy for
durable-goods markets, the paper convinces other researchers to focus more on what the recent durable-

goods theory literature tells us about optimal antitrust policy.
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