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Summary

The United Statesismuch lessanation of entrepreneurs
than it was a generation ago. Small, independent
businesses have declined sharply in both numbers
and market share across many sectors of the economy.
Starting a new business appears to have become
harder than ever. The number of startups launched
annually has fallen by nearly half since the 1970s.

This paper argues that the decline of small business and entrepreneurship
is owed, in significant part, to anticompetitive behavior by dominant
corporations, which routinely use their size and market power to undermine
and exclude their smaller rivals. These abuses have gone unchecked in
recent decades because of a radical change in the ideological framework
that guides antitrust enforcement. About thirty-five years ago, policy makers
came to view maximizing efficiency, rather than maintaining fair and open
markets for all competitors, as the goal of antitrust. This ideological shift
impacted more than antitrust enforcement. It infused much of economic
policy with a bias in favor of big business, creating an environment less
hospitable to entrepreneurs.

There are at least three compelling reasons to bring a commitment to fair
and open markets for small businesses back into antitrust policy:

e  Small businesses deliver distinct consumer and market benefits, and in
some sectors provide more value and better outcomes than their
bigger competitors. And they often achieve these superior results
because of their small scale, not in spite of it.

* An economy populated by many small, independent businesses
produces a more equitable distribution of income and opportunity,
creates more jobs, and supports an expansive middle class.

* Small-scale enterprise is compatible with democracy, while con-
centrated economic power threatens our liberty and our ability to
be a self-governing people.

To restore competition and America’s entrepreneurial tradition, we can
draw on our own rich antimonopoly history. In the late 19th and early 20th
centuries, reformers enacted policies to break up concentrated power and
ensure a level playing field for small businesses. These laws are still on the
books, and the principles they embody are still relevant. With a fresh look
at how we enforce them, these policies can go a long way toward reviving
competition and small business. This paper concludes by outlining several
specific steps for doing so.
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A Tale of Pharmacy Competition:
How One State is Not Like the Others

Nathan Schlecht knows almost everyone who comes
through the doors of his pharmacy in Forman, North
Dakota. He's been the pharmacist serving this remote
community since 1998, when he and his wife bought
Forman Drug from the town’s retiring pharmacist.

Forman is a tiny settlement, with just 509 residents, situated in North
Dakota’s sparsely populated southeast corner. Aside from the rural
health clinic that operates half-days, the itinerant optometrist, and the
dentist who rents space at the back of Forman Drug one day a week,
Schlecht is the town’s only health care provider. He's the person on call
when the local nursing home has questions about medications. He gives
presentations on health issues at the local school and city hall. He does
in-depth consultations with patients to talk through treatment approaches
for chronic diseases like diabetes. A few years after taking over Forman
Drug, he opened a telepharmacy ten miles up the road in Gwinner, and
makes the drive once or twice a day to deliver prescriptions.”A lot of my
decisions are based on what is needed in my community,” says Schlecht.’

Today, North Dakota has more pharmacies per capita
than any other state, and there is not a single Walgreens
or Walmart pharmacy among them. Aside from a handful
of grandfathered chain outlets, all of the state’s 177
pharmacies are independent businesses.

Independent, locally owned pharmacies like Forman Drug have become
rare in much of the country, as drugstore chains, big-box retailers, and
mail-order providers increasingly dominate the sector.? But North Dakota
is a remarkable exception to this trend. In 1963, the state adopted
a law that says that a drugstore may operate in the state only if it is
owned by a pharmacist.® This is unique in the United States, but many
European countries have similar laws. The goal of the law is to ensure
that pharmacies are run by people whose first priority is providing health
care in their communities, not expanding the bottom line of a distant
corporation. Today, North Dakota has more pharmacies per capita
than any other state, and there is not a single Walgreens or Walmart
pharmacy among them. Aside from a handful of grandfathered chain
outlets, all of the state’s 177 pharmacies are independent businesses.*
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Given the conventional wisdom about the relative inefficiency of small
business, one might assume that North Dakota’s law has led to higher
prescription prices. But the state has among the lowest drug prices in the
country. Over the last five years, it has ranked thirteenth on average for
lowest prescription prices among the fifty states® Compared to neighboring
South Dakota, where both drugstore chains and big-box stores with
pharmacies are common, North Dakota boasts lower prescription prices,
and prices there have also been growing much more slowly than in South
Dakota.®

Residents of North Dakota are getting more value for their dollar, too.
In national surveys of customer satisfaction, independent pharmacies
consistently outperform chains and mail-order providers. “Independents...
earned readers’ top marks for speed
and accuracy, courtesy and helpfulness,
and pharmacists’ knowledge,” noted
Consumer Reports in a January 2014 story.’
Independent pharmacies have shorter wait
times and fewer out-of-stock drugs, the
magazine found, and their patients receive
more one-on-one time with the pharmacist.
“Customers at independents were much
more likely to have discussed prescriptions
with their pharmacist,” the analysisnoted.®
J.D. Power's 2013 Pharmacy Study reached
similar conclusions.’

North Dakota residents also benefit from an
unparalleled level of access and competition.
The state has more pharmacies per capita
than any other state—thirty percent more
than the national average—and they are
remarkably prevalent even in the most
remote regions.”” North Dakota’s rural
census tracts are fifty-one percent more
likely to have a pharmacy than those in
South Dakota, which has a similar population
distribution.” North Dakota’s urban residents, meanwhile, enjoy more
competition. In North Dakota’s two biggest cities, Fargo and Bismarck,
there are 1.8 competing pharmacy firms per 10,000 people, compared to
just 1.3 in Sioux Falls and Rapid City, the largest cities in South Dakota.'

How is it that independent pharmacies are so competitive in North Dakota
and yet have been rapidly losing ground everywhere else? If independents
can beat the chains on price, service, and access in North Dakota, then
they should be able to do that in Nebraska and New York, too. The likely
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answer to this puzzle has to do with pharmacy benefit management
companies, or PBMs, and the ways they use their market power to exclude
local pharmacies from competing. Although largely invisible to consumers,
PBMs play a pivotal role in the healthcare system by managing prescription
benefits for insurers. Just two PBMs—Express Scripts and CVS Health—
control seventy-five percent of the market, handling prescription benefits
for more than 180 million Americans.®

Both of these companies have a stake in retail pharmacy. They each own mail-
order pharmacy services, and CVS Health owns the nation’s second largest
drugstore chain. Not surprisingly, PBMs commonly provide incentives such
as lower copays to steer patients to their own pharmacies, while offering
independent drugstores take-it-or-leave-it contracts that force them to
choose between losing money on many of the prescriptions they fill or
being left out of an insurer’s network altogether.’ As Brian Caswell, owner
of Wolkar Drug in Baxter Springs, Kansas, told CNN Money: “The contracts
have become egregious, with 15 to 20 pages of legal documents and red
tape that we can't understand. As the PBM industry has shrunk to a handful
of companies, they take more and more and give us less and less.”™

North Dakota’s pharmacists have to deal with PBMs too, but because they
are the only pharmacies in the state, they have the leverage to negotiate
fairer terms. The state’s pharmacy ownership law has, in effect, filled the
vacuum left by the failure of antitrust policy to promote and maintain an
open and competitive market.

Although independent pharmacies are healthy and stable in North Dakota,
across the rest of the United States their numbers have been falling, and
their market share has dropped to twenty-eight percent.’ That is bad news
for health care and for our communities. Independent pharmacies provide

How is it that independent pharmacies are so competitive
in North Dakota and yet have been rapidly losing ground
everywhere else? The likely answer to this puzzle has to do
with pharmacy benefit management companies, or PBMs,
and the ways they use their market power to exclude local
pharmacies from competing.

a variety of health screenings and counseling services that mail-order
providers and many chain drugstores do not, and often at prices much
lower than those charged by doctors’ offices and hospitals."’

Although there have been repeated calls for federal legislation to level
the playing field for community drugstores—by compelling PBMs to deal
fairly or forcing them to divest their retail pharmacies—so far these efforts
have gone nowhere. Attempts to convince the Federal Trade Commission
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(FTC) to take a tougher stance on PBMs have likewise fallen on deaf ears.
“The FTC has brought no enforcement actions against PBMs in spite of
numerous complaints. None. In fact when a Federal Judge asked the FTC
to investigate egregious conduct by CVS Caremark [now CVS Health] in
excluding a community pharmacy...from continued participation in [its]
network, the FTC declined to do so,” reports David Balto, an antitrust
attorney and previous enforcement officer at both the U.S. Department
of Justice (DOJ) and the FTC.'" Indeed, the agency has gone further:
In several states, the FTC has actively opposed legislation designed to
make PBMs more transparent and prevent conflicts of interest in how they
manage benefits.”

The FTC contends such legislation “likely will raise the cost of prescription
drug coverage” by limiting the leverage PBMs have to negotiate lower
prices from both drug makers and pharmacies.?® But the evidence, in
North Dakota and nationally, is to the contrary. PBMs are using their market
power to steer more business to their own retail pharmacies and to secure
kickbacks from drug manufacturers by favoring certain drugs over others.?'
The result is a less diverse, competitive, and responsive pharmacy market,
and a more expensive one.” PBM profits are increasing at the same time
drug costs increase,” notes Balto.?

The FTC's insistence that there is nothing amiss in this sector is emblematic
of the wide gulf that has opened up between the assumptions that guide
antitrust enforcement today—including the notion that gains in efficiency
justify high levels of concentration—and the actual consequences of allowing
markets to become increasingly devoid of small-scale entrepreneurs.
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The Decline of Small Business

The United Statesismuchlessanationofentrepreneurs
than it was a generation ago. Independent businesses
have been disappearing across many sectors of the
economy.

This paper argues that this decline is, to a significant extent, the result of
a pervasive bias in favor of large corporations that crept into government
policy beginning about thirty-five years ago. In particular, it contends
that changes in how we enforce antitrust laws have left small businesses
vulnerable to being excluded by dominant firms and that the decline
of entrepreneurship has far-reaching implications for the economy and
democracy. It presents a case for bringing a commitment to small business
back into competition policy and outlines steps for doing so.

Before delving into this argument, let's take a look at the recent trends.
Between 1997 and 2012, the number of small construction firms declined
by about 15,000, while the number of small
manufacturers fell by more 70,000.2 Local
retailers also saw their ranks diminish by
about 108,000—a drop of forty percent when
measured relative to population.?* As recently
as the 1980s, independent retailers supplied
about half of the goods Americans bought in
stores; today their share is down to about one-
quarter.?® The number of community banks
and credit unions has likewise fallen, dropping
from 26,000 to 13,000 since 1995.% These local
financial institutions held nearly half of bank
assets twenty years ago, but today they control
just twenty-three percent.?” All told, between
1997 and 2012, the share of total business
revenue going to firms with fewer than 100
employees fell by nearly one-fifth, from twenty-
nine to twenty-four percent.?®

Meanwhile, unprecedented levels of market concentration have spread
to every corner of the economy. One company makes nearly every brand
of sunglasses in the world, while another produces virtually every plastic
clothes hanger.?? Supermarket aisles might appear to offer a wide range
of brands, but most are owned by a handful of firms. Just two companies
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make seventy percent of our beer; one company processes more than
one-third of U.S. milk; and four companies slaughter and process over
eighty percent of U.S. beef.* In finance, the share of banking assets held
by megabanks rose from seventeen percent in 1995 to fifty-nine percent

Independent businesses have been disappearing across
many sectors of the economy. Between 1997 and 2012,
the number of small construction firms declined by about
15,000, while the number of small manufacturers fell by
more 70,000. Local retailers also saw their ranks diminish
by about 108,000.

today.?" In retail, Walmart now captures one of every four dollars Americans
spend on groceries, including more than half of grocery sales in forty
metropolitan areas.* Online retail is even more consolidated. Amazon
accounts for more than thirty-five percent of online sales in the United
States and is rapidly expanding its share.*®* In 2015, Amazon captured fifty-
one percent of the growth in online spending.

In 2010, the DOJ tacitly accepted this massing of market power by
officially raising the threshold at which it considers an industry to be highly
concentrated for the purpose of evaluating mergers. (In doing so, the
Department noted that it was simply aligning its formal guidelines with
what had already been happening in practice for some time.) Even under
the new threshold, one-third of industries are
still “highly concentrated,” according to an
analysis by the Wall Street Journal.*® A new
wave of proposed mergers—between beer
giants, hotel chains, pharmacy chains, and

. A\<F others—threatens to make many industries
53345'{523302 even more consolidated.3¢

In this environment, starting a new
entrepreneurial venture appears to have
become harder than ever. Although startups
are central to Americans’ self-image as
a nation, especially in this high-tech age,
new business creation has in fact declined
sharply. The number of startups launched
each year fell by nearly half between
1978 and 2011, according to a Brookings
Institution study. And the decline has been picking up speed. “The
precipitous drop since 2006 is both noteworthy and disturbing,” the
study’s authors, lan Hathaway and Robert E. Litan, report, adding that
“the number of business deaths now exceed business births for the first
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time in the 30-plus year history of our data.”*” Their research also shows
that the trend is not confined to any region; business dynamism has
declined in all fifty states and in all but a handful of more than 360 U.S.
metropolitan areas.

As stunning as these figures are, there has been remarkably little public
debate about this profound structural shift taking place in the U.S. economy.
We tend to accept the decline of small business as the inevitable result
of market forces. Big companies are thought to be more efficient and
productive; therefore, although we may miss the corner drugstore or
the family-owned auto repair shop, their demise is unavoidable, and it's
economically beneficial.

But North Dakota’s experience with its thriving and highly effective
independent pharmacies raises a different, and very troubling, explanation
for the dwindling ranks of small businesses. It suggests that their decline
is owed, at least in part, to the anticompetitive exercise of market power
by dominant corporations. And it offers evidence that the most significant
threat to America’s entrepreneurs is not technological change or global
trade, but rather the rise ofan economic and political ideology that has
discounted the harmful effects of monopoly power and infused public
policy with a bias in favor of big business.

How Public Policy Came to Favor
Big Business

It all started more than thirty-five years ago, when
policy makers, influenced by the theories of economists
and legal scholars associated with the University of
Chicago, began systematically refashioning antitrust
policy and enforcement. The election of Ronald
Reagan was pivotal.

“I have no hostility against large mergers,” declared William Baxter,
Reagan’s choice to run the DOJ’s Antitrust Division. He characterized
the new approach to antitrust as” an exclusive concern with economic
efficiency” and said that regulators would no longer be”concerned
with fairness to smaller competitors,” as had been the case during prior
administrations of both political parties.*® Under Baxter, enforcement was
sharply curtailed and new merger guidelines, adopted in 1982, stressed the
potential efficiencies that might be gained from corporate consolidation,
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The most significant threat to America’s entrepreneurs is
not technological change or global trade, but rather the rise
of an economic and political ideology that has discounted
the harmful effects of monopoly power and infused public
policy with a bias in favor of big business.

while dismissing other considerations, such as the economic and civic costs
communities incur when they lose a locally owned and headquartered
company to a merger.

The DOJ and the FTC also largely abandoned enforcement of the
Robinson-Patman Act. Adopted in 1936 in response to the emergence
and growth of national retail chains like A&P?? the law embodies an
explicit goal of protecting a level playing field for small competitors,
particularly with regard to powerful buyers that could use their sway over
suppliers to game markets. This clearly articulated intent made it hard to
reinterpret Robinson-Patman to fit the new era in antitrust enforcement, in
which efficiency supplanted fair markets as the primary goal. Few changes
in competition policy have had as much impact on the landscape and
daily life of America’s communities: Robinson-Patman was shelved just as
Walmart was marching out of Arkansas on its way to overtaking the national
economy, in no small part by using its vast leverage over suppliers to shift
production and distribution in ways that enlarged its market position and
undermined smaller businesses.*

Although the conservative movement played a central role in this sea
change, many liberals, notably the influential economist John Kenneth
Galbraith, also supportedit, arguing thatantitrust was outdated.* Amodern
economy ought to be composed of large, technocratic corporations, the

The larger dominant companies become, the more political
muscle they have to defend these policy advantages and
push for new ones.

thinking went, and the role of government is to maximize economic growth
and ensure lower prices for consumers, which large companies are better
able to deliver. And so, with support from a key block of liberals, policy
makers stripped antitrust of its longstanding commitment to maintaining
open, diverse markets and protecting the liberty of citizens as producers,
not merely as consumers. As an out growth of its increasingly narrow focus
on prices, antitrust enforcement also became heavily reliant on math-
ematical modeling, which has led enforcers to further marginalize other
values that cannot easily be quantified.

This preference for big business eventually spread beyond antitrust to
influence virtually all policy governing the economy. Major changes to
federal banking policies in the 1990s ushered in a tsunami of mergers
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and put small banks on increasingly precarious footing.*? Changes to
telecommunications policy in the 1990s opened the way for big media
firms to take over local markets.** Agricultural policy has likewise heavily
subsidized large commodity growers, while shortchanging small farms.*
Each year local governments give out billions of dollars in tax incentives to
support economic development, with upwards of ninety percent of these
subsidies going to big companies.®

Federal and state tax laws further distort the market. A neighborhood
bicycle shop cannot stash profits in a Delaware shell company or
undertake a foreign “inversion,” but large corporations routinely devise
and exploit such loopholes. As a result, small businesses appear to
pay higher effective tax rates, on average, than big companies do.*
And, of course, the larger dominant companies become, the more
political muscle they have to defend these policy advantages and push
for new ones.

The Case for Committing to Fair and
Open Markets for Small Business

All of this adds up to a political economy that has
become inhospitable to independent business.
Because their disappearance fits our assumptions
about smaller businesses being less competitive and
efficient than big firms, we have tended to overlook
the significant role of government policy in driving
this trend. It is time to take a fresh look at these
assumptions. There are at least three compelling
reasons why we should bring a commitment to
protecting fair and open markets for small businesses
back into antitrust specifically and into policymaking
more broadly.

1. SMALL BUSINESSES DELIVER MORE VALUE IN MANY SECTORS

Just as independent pharmacies like Forman Drug are more responsive
to the needs and interests of their patients, so too do small businesses
in many sectors deliver more overall value and better outcomes. And,
importantly, they often achieve these superior results because of
their small scale, not in spite of it. Three examples help illustrate this
important point.
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Community banking

The first example is the banking sector. A wealth of evidence indicates
that community banks* outperform megabanks across several critical
measures. These small, local institutions are less expensive, for example.
On checking accounts and other services, community banks charge fees
that are roughly twenty-five percent lower on average than those charged
. by big banks.®® How do small banks win on price? Not by
providing less sophisticated services; most community banks
offer mobile banking and other leading-edge features. The
main reason for their lower costs is that small banks are
not saddled with the top-heavy bureaucracy of large banks.
Indeed, the most efficient size for a bank is under $10 billion in
assets, according to the International Monetary Fund's former
chief economist, Simon Johnson, citing a raft of scholarship
on the subject.*” More than three-quarters of U.S. bank assets
are now held by banks bigger than this, often much bigger:
JP Morgan Chase, for example, is 240 times larger than this
optimal size.

Community banks also do a better job of judging and
managing risk than megabanks do. In the aftermath of the
financial crisis, researchers found that local banks were far less
likely to have issued mortgages that borrowers had trouble paying back,
and that foreclosure rates were lower in counties with greater community
bank presence.*® Indeed, local banks consistently post lower default rates
across their loan portfolios, despite funding more borrowers that fall
outside of big banks'standardized lending formulas.®

Another critical advantage of local banks is that they devote a larger share
of their resources to productive lending. Megabanks, on the other hand,
are more engaged in speculative trading that is of little value to the real
economy. This difference is particularly striking in the context of small-
business lending. Although community banks and credit unions control
only twenty-three percent of industry assets, they supply sixty percent of

Despite the many ways that community banks better fulfill
our banking needs, these institutions have nevertheless seen
their ranks shrink dramatically, a trend that is largely the result
of the dismantling of our once robust antimonopoly policies.

all bank lending to new and growing businesses, a major source of net
job growth.>? In contrast, the top four banks—Bank of America, Citigroup,
JP Morgan Chase, and Wells Fargo—have nearly forty percent of assets
but provide just thirteen percent of small business lending.*®* As a result,
places with a greater prevalence of local banks have more startups and
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stronger economic growth. “Lower banking concentration is associated
with greater [rates of business] entry” and “more firms in operation,”the
economists Nicola Cetorelli and Philip E. Strahan found in a 2006 study.>*

Despite the many ways that community banks better fulfill our banking
needs, these institutions have nevertheless seen their ranks shrink
dramatically, a trend that is largely the result of the dismantling of our
once robust antimonopoly policies. During the 1990s, Congress threw
out Depression-era banking laws that kept banks focused on meeting the
needs of their regions.>® At the same time, federal regulators systematically
preempted state laws that had ensured fair dealing and protected small
banks from exclusion, opening the way for big banks to use their control
of electronic funds transfer networks and other essential infrastructure to
impose excessive fees and other barriers on local financial institutions.*
An unprecedented period of mergers and consolidation followed these
policy changes. As big banks grew larger, they gained another policy-
driven competitive advantage. The fact that government cannot let these
sprawling institutions fail provides a kind of taxpayer-funded insurance
policy for their investors, which allows big banks to raise capital at costs
lower than those available to community banks.>” All of this has worked to
create a market in which local banks are losing ground, not because they
can’t compete and offer as much or more value, but because policy has
created a rigged game that favors big financial institutions.

Internet access

Another example of a sector in which small companies deliver more value
is Internet access. Here again we find a highly concentrated market in
which small firms appear to offer superior service and yet struggle to
gain a toehold against powerful incumbents. Consider the example
of LightTUBe, a fiber-to-the-home broadband network in Tullahoma,
Tennessee. It is one of dozens of small citywide networks that provide
higher data speeds at lower prices than are charged by Time Warner
Cable, Comcast, and AT&T, which together control nearly sixty percent
of the national market.®® Launched in 2008 by Tullahoma’s municipal
utility, LightTUBe has repeatedly increased speeds without raising

Here again we find a highly concentrated market in which
small firms appear to offer superior service and yet struggle
to gain a toehold against powerful incumbents.

rates.” Today, it offers 30-megabit-per-second (Mbps) service for about
$40 a month, and one-gigabit service for less than $90 a month.®® To get
gigabit speeds in Fayetteville, about thirty miles up the road, business
customers are paying Time Warner Cable upwards of $500 per month.®'
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LightTUBe would like to expand its services beyond the city limits,
perhaps eventually to Fayetteville. And, given Tullahoma’s much faster job
growth, which appears to be linked to its superior broadband, Fayetteville
residents and businesses are eager for the option.®? But, in order for
LightTUBe to do so, the state would need to remove limits on the ability of
publicly owned networks to offer services beyond their electrical footprint.
(Companies like AT&T and Time Warner Cable are already free to operate
across the entire state.) Tullahoma’s state senator,
Janice Bowling, has introduced several bills that
would do just that, but each time, attorneys from
AT&T have lobbied aggressively and succeeded
in blocking the proposed legislation.®* Elsewhere,
big cable and phone companies have gone even
further. In twenty states, they have pushed through
promonopoly laws that bar or severely restrict local
governments and public utilities from launching
broadband networks to serve their communities.**

Innovation in multiple sectors

The third example of how small firms deliver more
value is the crucial role they play in innovation
across many sectors of the economy. When markets
become so concentrated that small businesses are
marginalized and the entry of startups is impeded,
the pace of innovation slows. These losses are often invisible: We
cannot know what inventive new products and services are missing as a
consequence.

Small firms play a crucial role in innovation in two ways. The first is
direct. Research has shown that industries populated by small businesses
generate new products and processes at a faster clip than those consisting
of a few large companies.®> When small firms become few and far between,
as has happened in many sectors, the conditions are no longer optimal
for innovation. In today’s highly concentrated markets, even when small
businesses do succeed in developing a breakthrough product, dominant
corporations can block their path to market. One particularly egregious
example involved the small startup Retractable Technologies, which
invented a revolutionary syringe that eliminates accidental needle sticks,
and then spent eighteen years trying to overcome a monopoly incumbent
that offered an inferior product.®

The second way that small businesses drive innovation is by creating
diverse pathways to market that enable new products to find an audience.
Independent retailers, in particular, have long played an outsized role in
identifying and introducing new products to consumers. This has been well
documented in the book industry, where many beloved books and authors
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Research has shown that industries populated by small
businesses generate new products and processes at a faster
clip than those consisting of a few large companies.

owe their initial success to recommendations by a few local bookstores.
More recently, market surveys have found that readers browsing in an
independent bookstore “discover” new books at about three times the
rate they do while shopping on Amazon.®” This same phenomenon is
evident in many retail categories. Inventive, award-winning new toys, for
example, originate mostly from small toy manufacturers, which in turn
depend heavily on independent toy stores to carry these toys and put
them in shoppers’hands.®®

Yet, despite the ways that industries consisting of a wide range of
businesses better support innovation, current antitrust doctrine has shown
little concern for this type of marketplace diversity. Industries with only a
few firms are often deemed to be sufficiently competitive and open to
new entrants, even though the experiences of innovators like Retractable
Technologies suggest otherwise. Regulators have also discounted the
value of diversity in distribution and retailing, opting not to interfere when
big retailers extort special treatment from suppliers or engage in predatory
loss-leader strategies to the detriment of their small competitors.

The impact of this is particularly striking in the food sector. Even as
consumer demand for local and artisanal food soars, high levels of
concentration in both production and retailing are stunting small-scale
producers.®’ Craft brewers, for example, may be popular with beer
drinkers, but in many states they struggle to secure sufficient shelf space
because distribution is tightly controlled by their giant competitors. The
world’s largest beer producer, Anheuser-Busch InBev, provides lucrative
incentives to distributors whose sales volume is made up of at least ninety-
five percent of the beer giant’s brands and who limit their offerings from
small breweries.”®

2. ENTREPRENEURSHIP IS ESSENTIAL TO BROAD PROSPERITY AND
AN EXPANSIVE MIDDLE CLASS

A second reason to restore our robust antimonopoly tradition, with its
commitment to diverse markets and small-scale enterprise, is that an
economy in which power and ownership are broadly distributed also
tends to more broadly distribute income. Indeed, after more than thirty
years of consolidation premised on the idea that bigger companies would
generate more prosperity, most Americans are not in fact better off.
Incomes have stagnated for all but the wealthiest, and economic inequality
has reached levels not seen since the Gilded Age.”" Job creation rates
have plummeted, while growing numbers of Americans rely on precarious
“on-demand” freelance work rather than full-time, permanent jobs.”?
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All of these trends can be traced, in part, to concentration. Yet current
competition policy does not recognize this. It is hamstrung by its narrow
focus on efficiency and its inclination to see people merely as consumers—
that is, the economic welfare of individuals measured solely as a function
of the prices we pay. But we are also producers of value. How well we are
doing as producers—what we are earning as workers and entrepreneurs—
has at least as much or more impact on our well-being as how we are
faring as consumers.

During the middle decades of the 20th century, when prosperity was
relatively broadly distributed across the income spectrum (though still
not equitably shared by women and people of color),”® starting a small
business or getting a union-wage production job were two of the most
effective pathways for moving into the middle class, particularly for
immigrants, those unable to afford college, and others on the economic
margins. But as regulators have come to favor consolidation, allowing a
handful of giant companies to gain control of large swaths of the economy,
these avenues have been increasingly cut off.”*

Consolidation has not only left more people stuck at the bottom; it
has also funneled more of the nation’s income to those at the very top.
Although small businesses tend to support a relatively large number of
middle-income positions,” big publicly traded firms distribute much
of their revenue to a small class of top executives and shareholders.
They are under constant pressure to deliver even more by cutting labor
costs in the middle and lower ends of the job hierarchy. In a 2015 study,

Current competition policy is hamstrung by its narrow focus
on efficiency and its inclination to see people merely as
consumers. But how well we are doing as producers—what
we are earning as workers and entrepreneurs—has at least as
much or more impact on our well-being as how we are faring
as consumers.

three economists looked at thirty years of data across fifteen countries
and found that, as small and medium-size businesses give way to large
companies, the gap between rich and poor expands.” The economists—
Holger M. Mueller, Paige P. Ouimet, and Elena Simintzi—explained
that, while large companies pay more, on average, than smaller firms,
this disparity is entirely driven by salaries at the top. At big companies,
people in low- and medium-skilled positions earn the same or less than
their counterparts at smaller firms, while those at the top earn much more.
In highly concentrated economies, like the United States, inequality has
expanded dramatically, the study found, whereas,in countries where
the market share of small and medium-size businesses has held steady,
inequality has not grown much.”’
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A decentralized economy populated by many small, locally owned
businesses also ensures that economic opportunities extend to every
region. As Phillip Longman and Brian S.Feldman have both observed,
many American cities, such as St. Louis, were once flourishing economic
centers, home to thousands of locally owned companies, including
distinct, homegrown industry clusters that could compete nationally.”®
This local control of business nurtured local talent and fostered thriving
regional networks of trade and commerce, as locally owned firms sourced
goods and services from one another. But, as government embraced
consolidation, economic opportunity and market clout shifted to a small
number of dominant cities, leaving much of the rest of the country behind.
Over time, Longman and Feldman both note, a yawning gap in household
income and wealth has opened up between cities like New York and San
Francisco, on the one hand, and places like St. Louis and Cleveland,on
the other.

Indeed, places that have managed to skirt the consolidation trend,
keeping a large share of their economy in the hands of small, locally owned
businesses, are more prosperous, with faster income growth and lower

It's clear that antitrust policy governs more than markets.
It also shapes the character of society and the operation of
democracy.

poverty rates, according to research by Anil Rupasingha, an economist at
the Federal Reserve Bank of Atlanta.”” Local ownership also appears to
influence business decisions in ways that enhance community resiliency.
In the aftermath of Hurricane Katrina, for instance, New Orleans’locally
owned businesses reopened much sooner than national chains, some of
which opted not to return for years, if at all.® Other research has found
that, during recessions, small firms lay off fewer employees than large
companies do.?

Consolidation is also impairing the U.S. economy’s ability to create jobs.
During the expansion of 2000 to 2007, the United States created one-
third as many jobs as during the previous expansion, in the 1990s.82 One
likely culprit is the sharp drop-off in the number of startups. “New and
young companies are the primary source of job creation in the American
economy,” observe Jason Wiens and Chris Jackson of the Ewing Marion
Kauffman Foundation, citing data showing that recent startups account
for nearly all net job growth.®® Today’s economy is marked by worrisome
structural problems, they write, including “high rates of unemployment
and underemployment, and a ‘missing generation’of firms”—businesses
that would have been created had startup rates kept pace. They add,
“These factors are a drag on the economy, sapping dynamism."#
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3. DISPERSING ECONOMIC POWER SAFEGUARDS DEMOCRACY

The third, and arguably most important, reason to reorient competition
policy is that small-scale enterprise is compatible with democracy, while
concentrated economic power threatens our liberty and our ability to be
a self-governing people. This was well understood by the early Americans.
The Boston Tea Party, after all, was as much about the power of the East
India Co., and the favorable treatment this large multinational received
from the British government, as it was about the authority of Parliament.®
The conviction that political freedom and democracy can exist only when
economic power is decentralized was a guiding principle of U.S. policy
for many decades after the Revolution. As Franklin Roosevelt declared
in 1938, “The liberty of a democracy is not safe if the people tolerate the
growth of private power to a point where it becomes stronger than their
democratic state itself.”®

Today, we see widespread evidence of market power translating into
political power, enabling dominant companies to subvert democracy. After
sifting through more than 1,800 policies enacted since 1981, scholars at
Princeton and Northwestern universities concluded that wealthy people
and powerful corporate lobbies have far more influence on government
than the majority of citizens.®” As a result, much of public policy no longer
aligns with the views and preferences of most Americans. “The central
point that emerges from our research is that economic elites and organized
groups representing business interests have substantial independent
impacts on U.S. government policy, while mass-based interest groups and
average citizens have little or no independent influence,” they report.

Although centralizing economic power has a corrosive effect on democracy,
diffusing it has the opposite impact. The more broadly economic decision-
making is distributed, the more say people have over their livelihoods, and
the more liberty they have to ply a trade independently, the more effective
and engaged they are as citizens. Sociologists report that, all else being
equal, communities with more locally owned businesses exhibit a greater
ability to solve problems, and have higher levels of civic participation,
including voting.?? This may arise from any number of factors—the sense
of belonging and connection that healthy Main Streets foster, or the
leadership of local business owners themselves—but whatever the specific
mechanisms, it's clear that antitrust policy governs more than markets. It
also shapes the character of society and the operation of democracy.

20 | Monopoly Power and the Decline of Small Business WWW.ilSI’.OI’g I:!;'SR



21 |

Amazon, Antitrust, and the
Future of Entrepreneurship

If the three reasons outlined here—better economic
outcomes, a more equitable distribution of income, and
a healthier democracy—build a case for restoring a
commitment to small independent business in antitrust
policy, perhaps no other company better illustrates the
risks of not doing so than Amazon.

Measured by market capitalization, Amazon is now the
largest retailer in the country.” It already controls over
thirty-five percent of e-commerce in the United States, and
its share is projected to grow rapidly in the coming years.”’
Amazon got its start as a book retailer and then moved
into other categories, becoming
one of the largest sellers of
toys, electronics, clothing, and
more.?? But Amazon is more than
a big retailer. Increasingly it is
also a manufacturer, competing
directly with its suppliers, and it
has emerged as the dominant
platform in online commerce,
which means that other sellers
now depend on Amazon to
reach their customers.

Both Amazon’s history in the
book industry and its more
recentevolution as a platform are
instructive for what they reveal
about the shortcomings of current antitrust enforcement
and the consequences for entrepreneurs, competition, and
the public interest.

Today Amazon captures almost half of all new book sales.”
It gained this position in part by using its size and clout to
weaken competitors and wring concessions from publishers.
It routinely sells books at a loss, for example, which has
injured competing booksellers that lack other product
lines or deep pockets to fall back on, including chains like
Borders, which folded in 2011, and independent stores.?
Amazon finances below-cost selling in part by extracting
special fees from publishers. Those who decline to pay up
face crippling retaliation, including the removal of the “buy”
button from their titles, a tactic that can cause a publisher’s
revenue toplummet by forty percent or more.” Amazon
also harms competition by publishing its own books and
promoting these titles over those from other publishers.?

By laying waste to a once diverse marketplace, Amazon
has reduced opportunities for new ideas to enter the
public sphere. Publishers have responded to Amazon’s
financial squeeze by cutting their investment in new books

Monopoly Power and the Decline of Small Business

and authors and focusing more on books by established
authors.”” Those debut authors who do make it into print
have a more difficult time finding readers. Even though
customers can buy virtually any title from Amazon, the
more important question is how they learn about a book
in the first place. Even with its large market share, Amazon
accounts for only seven percent of new book discovery,
while physical bookstores account for twenty percent.?

Despite its effect on competition, Amazon has drawn little
scrutiny from antitrust enforcers, because it offers low
prices. In fact, when the DOJ did opt to intervene in the
book industry, in 2012, it acted to
strengthen Amazon’s position. Two
years before, in 2010, Apple had
entered the market for e-books with
the release of the iPad. At the time,
Amazon had about ninety percent
of the market for e-books.”” With
Apple now entering the market,
several publishers switched to
a commission pricing model for
e-books, under which they set
the retail prices of their books
and offered Amazon, Apple, and
other sellers a fixed commission.
A similar approach has long been
used for books in Germany, with
procompetitive results, including more publishers and
titles published per capita than in the United States, as well
as lower prices.'® After publishers adopted commission
pricing in the United States, Amazon’s share of e-book
sales fell to about sixty-five percent.'’

In 2012, the DOJ filed suit, accusing the publishers and
Apple of colluding—over an expensive dinner, no less—to
put the new pricing model in place.'® Perhaps they did.
But what does collusion mean, one wonders, when an
internal meeting at Amazon entails as much market power
assembled in one room as the heads of five publishing
houses gathered for dinner? As part of the settlements
it reached with the publishers, the DOJ suspended their
use of the commission pricing model, allowing Amazon
to once again sell e-books at a loss and thereby protect
its market position from new competitors. Many industry
observers were stunned by the DOJ’s actions. “Imagine
the shock when the bullet aimed at threats to competition
went whizzing by Amazon—uwhich not long ago had a 90
percent stranglehold on e-books—and instead, struck five
of the six biggest publishers and Apple, a minor player in
the realm of books,” quipped New York Times media critic
David Carr.'%
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Unchecked by regulators, Amazon has used many of these same
tactics to expand into other products and, over the last few years,
has emerged as a powerful gatekeeper to the online market.
Consider these remarkable figures: In 2009, eighteen percent of
people looking to buy something online went directly to Amazon
to search for the product. Most of the rest relied on search
engines, which display results from an array of companies.'®
Today, just one-third of shoppers begin at a search engine. Almost
half start at Amazon.'® And that number will almost certainly soar
as Amazon expands its Prime membership.'®

The practical effect of this is that many competing sellers—
including other Internet retailers, brick-and-mortar stores that sell
online, and manufacturers—are facing a Faustian bargain. Either
they continue to hang their shingles out on a road less and less
traveled, or they give in and become, as tens of thousands already
have, third-party sellers on Amazon's website.”

Relying on your biggest competitor for access to the market is
precarious, to say the least. Amazon controls a large component
of its sellers’costs through the fees it charges them to use its
site. It also effectively sets a ceiling on the price at which they
can sell their wares, because it can bring the same items into its
own inventory and thereby set the going price. If it lowers the
price ofan item below cost, Amazon forces a seller to either lose
money or forgo sales. Even the savviest entrepreneurs cannot
defend against such tactics.’® Indeed, the more astute the
seller—the more expertise she has about her industry, products,
and customers—the more value she delivers to Amazon, which
not only acquires her knowledge by monitoring her inventory and
sales, but owns all of her customer data.

For businesses that manage to bypass this juggernaut and find
their own way to market, Amazon has a track record of using its
size to crush them and take their business. When the upstart firm
behind Diapers.com emerged as a vigorous competitor in diaper
sales, Amazon offered to the buy the company and then, when
the founders declined to sell, slashed its diaper prices, offering
Pampers and Huggies at prices below cost. According to reporting
by Brad Stone, Amazon was prepared to lose $100 million
over three months in its bid to compel the company to sell.’
It succeeded. Although Diapers.com and its sister sites, like Soap.
com, remain standalone online stores with their own branding,
they are now owned by Amazon.

Amazon thus embodies a new kind of economic power, made
possible by its ability to leverage its vast digital network and the
data that network generates. In other words, Amazon has gone
from being one of the market's leading retailers to having outsized
influence over the terms that govern the market itself. Nor is
Amazon’s ambition limited to goods. It extends to such essential
infrastructure as cloud computing, media streaming, payments
processing, and, most recently, freight shipping and logjistics.""°

Unless antitrust policy begins to consider more than efficiency
and short-term prices, the great technological leap offered by the
advent of Internet retailing will not produce a flourishing market
open to all entrepreneurs. Instead this new world of commerce
will largely be under the domain of a single company that has the
power to dictate terms to everyone else.

Conclusion: Restoring Competition
and Entrepreneurship

As dismal as the current trends may seem, it's worth
remembering that we have been here before. In the
late 19th and early 20th centuries, the U.S. economy
was highly concentrated, with monopolies in oil,
railroads, and other sectors impeding competition.

Reformers rose to the occasion, enacting policies to break up
concentrated power, ensure a level playing field for small businesses,
and protect the public interest. What followed was a period of vigorous
competition, business dynamism, and broad prosperity. These laws are
still on the books, and the principles they embody are still relevant.
In fact, with a fresh look at how we enforce them, these existing policies
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can go a long way toward addressing today’s concentrated power and
restoring competition and entrepreneurship. In particular, we should:

¢ Reinstate the broader set of aims that once guided antitrust, balancing
efficiency goals with other objectives, including a commitment to open
markets in which small businesses have a fair opportunity to compete.

* Update the merger guidelines to give greater weight to market
structure and the impact of consolidation on new entrants and small-
scale entrepreneurs.

e Do more to address market power outside of merger reviews by
taking more enforcement actions against companies that unilaterally
harm competition.

e Take a harder line against vertical integration, which can enable a
dominant company to use its control of another part of the supply
chain to exclude competitors, as the examples above in pharmacy,
beer, and online retailing illustrate.

e Dust off the Robinson-Patman Act and once again put it to use to
address the harmful effects of price discrimination on entrepreneurs
that lack market power.

* Undertake a deep investigation of digital platforms like Amazon, with
an eye toward extending common carriage rules to their operations,
as policy makers did with utilities and railroads a century ago.

We should also remember that the tools for promoting competition are
not limited to antitrust policy, but extend to other areas, such as banking
regulation. Moreover, there are many relatively easy and immediate steps
Congress could take to better protect entrepreneurs from monopoly
power. Visa and MasterCard, for example, impose exorbitant fees on small
businesses in the United States, but in much of Europe regulations cap
what they can charge

Today our modern Gilded Age offers fewer opportunities for people to
start a business and succeed than at any time in the nation’s recent memory.
That fact has broad consequences for the character of our society and the
well-being of our economy and democracy. Fortunately, we can remedy
this by drawing on our own rich history of antimonopoly policy, which once
had fairness and open markets for entrepreneurs as a central aim.
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