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COULD THE
MICROSOFT
BREAKUP RAISE
SOFTWARE PRICES?

Jazon Zenmeiman
% TS Assistant Professor
ﬁ Economics Department

in his final asling in Unitedf States v Microsoft,
Judge Thomas Feolield Jackson ordersd Microsoft
divided inlo two independent companies, one produning
e popular Microsoft Windows operating system, the
ather producing software applications, The impetus
beshind this decision was to prevent ap infegrated
Wicrosolt frony using s market power o alimingte
sompedtons thmugh predatory behavdor, The court
determingd that, amuong other "antics,” Microsoft bad
iflegally bundiad its internet browser program, intemet
Expiorer with Windows in an effort 1o provent Netscape
from threatening #s dominant market position
Furtharmore, Microsof deliberntely inteprated Explorer
with Windows in such g way as 1D make it difficult for
consumers o use Netscape's rival browssr, Navigator”
By separating is operating systems and appiications
businesses, the govemnment hopes that Judge Jacksosy's
culing will prevest sirollar abuses in the Jiture, thus
FOCOMIBGIDG Mmore competilion in the operating sysiems
ard apphcahons markels

1 is not clear how this breakup wil affect
software prices. Un one hand, if the ruling stops
Microsoft from smpeding its nvals, intreased competition
should apparardly lower prices in both markets it the
sphit nocurresd tnday. however, Microsoff would face
nagligible competiion in sither markel. inslead of being
an integrated mononddist producing hoth an operating
system and applications, it woult be brokern up into two
smslier monopolies. | lronicaily, econtnic theory predicts
that these “mind-Microsofis” may charge higher mrices
after the broakup than before:

{Qontinued na page 2)

Y Lhntad Stres of America v, Microsall, Findings of Fact,

GRAIN QUTLOOK
- SUMMER 2000

Slan May
Extansion Soonoimics/
Grain Marketing

The MNationgl Agncultural Statistics Serving
{NASS) refeased its Acreage Report ondune 30" This
seport, which is iseued orce 3 year, containg LSDAs
estimates of gores planted (o Crops grown i the Linited
States. The grain trade watches this report closely 1o
gauge production estimates for the current vear. Inthe
wiEKs prior o its refease, most rade analysis expectad
e UBDA 1o report o siohlly higher number of acres
planted o corn and stwbeans and fewer acres planted o
whagt - However some of the nurmbers released in the
report had 0 be abeled as “unexpected”

Lorm

Perhaps the biggest surmeiss in the report was
the nuraber of acres pianted o com. Tabde 1 shows the
aores planted to com in the Lintted States and Bouth
Dakota as réportad i NASS

Tavle 1. Acres Planted fo Com [million acras)

United Slates Sowth Dakols
2006 a8 4§30
1955 774 384
1958 832 340
Trade Est - Rangs: 784 -77.94 Y
Trade Est. - Average: rez KA

While most trade analysts expecied the corm
acreage o incrense over 1984, the actual reporied
acreage was over 1.5 million atres higher than the
averages trade eslimate. More impurtantly, the planted
acreage for 3000 is over 2 million acras higher than what
was planted fo com in 1898 The 200 panted acreage
19 shightly lower than iwasin 1998 in South Dakata,
4.3 mullion gores.of com were anted this yvest, up 19%
Qantioued on page 23




(MroSoft breakup . Cont'd fmmp. 1
Systams Goods

The Windows operating system and applications
such a8 Microsolt Word and Micrasolf Excel are what
econormists call “systems goods.” These are goods hat
are useful only when they are used togethes © Other
Comimon examples of systems goods inchide cameras
and film, ATM machines and ATM cards, and digito
video disc (DVD) players and DvDs. When sach of
fese pairs of products are used together, they provide
value for the consumer, in isclation. sach prociict is
useless,

Systerns goods are prone o “network affects.” in
which mmmmmmmmwm@m
depends nn the number of other consumers wha use the
system as well. For example, consider the market for
DVD players. if few consumers own DV players. e
will be refatively low demand for DVD oS, arkd snce
the production costs.of DVDs are maniy fixed, few
VD will be produced.  The lack of avaliiable DVD
movies will then keep the demand for VD plavers low
i mare consumers purchased DVD players, the demand
for DVDs would rise, and the production of DVD Oves
wouki be more profitat's. Mare DVD movies would
become gvailable, m _ung DVD players more attractive
o consumers and keeping demand highy.

Microsolt Windows is worthiess without
applications, and applications soh as the Microsoft
Office suite are worthless without an Sperating sysfem
on which to run. Thus, as Judge Jackson noted in his
Findings of Fact, Windows and Windows-compatible
applications packages form a system.  Because
Windows is popular with consumers, it is profitable for
software makers to develop applications for Windows,
anad the widespread avaiability of software written for it
makes Windows even more affractive to consumerns. in
ather words. \Windows users are made better off when
other consumers purchase Windows,

integration May Keep Prices Low

- As an integraled fiom that produces both
Windows aod Windows applications, Microsoft has an
incentive 1o maintain fairly fow pices in both markets.

i Microsol raises the price of the Windows operating
System, fewer consumers will purchase Windows, so
there wall be fewer customers for Windows appiications.
¥ it raises the price of application software, the value of
using Windows fails, 5o Microsoft will see its operating
systerns sajes decline.

itis rue that Microsoft wields substantial market
power, and that market power, in generat LOCRUBges
firms to chamge higber prices than they would if they

* Katz, Michuel L. and Carl Shapiro, 1994, “Systerns
Competition and Network Fflects.” The Journal o Evonomic
Peorspectives: V83, No. 2, 93-115,

faged mire compettion. As an witegrated firm. though,
Microsoft faces the strategic incentve koo softwars
pces lower than & would if it wers broken un,
Microsoft's dorminart position in hoth markets, the
Operating systems market and the applications market,
atiows it 1o Denetit from network effects By sedlirg
Windows for less than its shoroun profif-maximizing
price, Microsolt expards the demand for ity appitcations.
aliowing it to recoup any forgone revenue in the
operating systerms market. Likewise, Microsoft can
ancourage the use of its systerm by keeping applications
software prices relatively low, Sraching more consumerns
and increasing demand for its products. In fact,
Microsoft currently appears to foliow ths strategy. MIT
Professor Richard Schimalensee, who testified as an
expert withess on behalf of Microsolt. notes that
Microsoft currently charges onfy *a smail fraction of any
Hausible estimate of the short-run grofit-mairmizing
price’ for its operating systern:

Consequences ofé 3mku¢

¥ Microsoft is broken up into wo firms, neither
S world benefit from increasing the demand for the
other firm's product. The "Windows™ Microsoft would no
hwhwamyrmtomnmmdﬁ&
operating system, since it would no longer berefit from
the higher applications sales sparked by low operating
System prices. Likewise, the “applications” Microsoft
woukd gain nothing by antificially lowering its prices
because it cannot recover this forgone revenus through
additional saleg of opergting system licenses. A breakup
should therefore cause software prices o riss *

Of course, the Microsolt breakup would prewert
# from abusing 13 market power 1o destroy its rivals.
this reymedy sufficiently increases competition in soffware
markets, then the price-iowering effects of increased
compeiitive intensity cowld more than offsed any strategic
pice increases caused by the breakup. f the only effect
of Judge Jackson's ruling is fo create two monopoties
out of one, though, the result will ety be higher prices
for consumers.

{Gralp Outlook ... Contmuwﬁmg 1
msaﬁmmmelargwmmsxm 1854
when 4.42 million acres of com were planted in the
shate

beczootc M

* Schmalensee, Richard. 2000, “Antitrust Issues in
Schupeterian Industries.” The American Ecomomic Review-
Papers and Proveedings. V(903 No, 2, 192-5.

* Davis, Steven 1. and Kevin M. Murphy. 2000. “A
Competitive Perspective on Internet Exphwer.” The American
Econamic Review: Papers amd Proceegdings. {90}, No, 2.
184-7, The suthors are professors at the Un tvorsity of
Chivago and consultants 1o Microsolt,




What does this mean for the com market for the
rest of the year? There are two primary factors that will
continue to impact the com market for the rest of the
summer. One is the larger than expected increase in
com acres and the other is weather. Additional acres
should transiate into additional bushels of com produced
this year compared to a year ago, barring any
unforeseen weather event(s) that could significantly
reduce yields nationwide. The dry conditions that
existed in many areas of the com beit early in the
growing season have diminished. At this stage of the
growing season, drought poses little threat of significant
yield loss to the national com crop. The World Ag
Outlook Board (WAOB) estimates that U.S. com
production this year could exceed 10 biflion bushels and
the corresponding ending stocks from the 2000 crop
could exceed 2.1 billion busheis. Although there is
always risk of drier conditions or an early frost that could
decrease yields, the greater likelihood at this point in the
growing season is that the U.S. wili harvest a iarge crop
somewhere in the 9.7 to 10.0 billion bushel range. This
will, in tum, continue to pressure the com market. Cash
prices in South Dakota will likely continue to stay below
the market loan rate through the rest of this summer and
past harvest. Pricing strategies involving the govemn-
ment loan program and loan deficiency payments
(LDP's) will be the most probable for most com
producers. Evaluating costs of storage, the carty in the
market and historical basis will be very important in any
pricing strategy.

Soybeans

USDA's estimate of 74.5 million acres planted to
soybeans was slightly lower than most trade estimates.
On the surface, one might treat this as a bullish piece of
news but this year's estimate may likely become the
largest planted and harvested acreage of soybeans in
U.S. history. The number of acres planted to soybeans
in the U.S. has grown steadily since 1990 when 57.8
million acres were planted. The growth of soybean
acres in South Dakota has been remarkable. In 1990,
soybean growers in South Dakota planted 1.85 million
acres comgpared to 4.3 miilion pianted acres reported for
the 2000 season. This will be the first time that soybean
acres have equaled the acres planted to comn in South
Dakota.

Table 2. Acres Planted to Soybeans (million acres)

United States ~ South Dakota
2000: 745 4.30
1999: 73.8 4.10
1998: 72.0 3.45
Trade Est. -Range 74.8 - 76.6 N/A
Trade Est - Average: 75.0 N/A

The World Ag Outlook Board estimated in July
that the U.S. soybean crop could reach 2.94 billion
bushels, which would be the iargest soybean crop in
history. Carryout stocks may reach as high as 480
million bushels, depending upon continued strength in
the export market and the volume of domestic crush
Weather can still play a role in the size of the 2000
soybean crop in the U.S. Extreme heat dunng cntical
blooming and pod set stages of the crop could impact
the bushels produced. However, at this stage of the
growing season, the national soybean crop is likely to
continue its development toward another very large crop,
as has been the nomm for the Iast three years. Price
pressure will continue, making the government loan
program a primary feature in the marketing plans of
producers. In mid-July, cash prices for old crop
soybeans in South Dakota were in the range of $4.06 to
$4.39. New crop bids were quoted as $3.75 to $4.02,
80 cents to a dollar less than the soybean loan rate in
most South Dakota counties.

Producers will need to evaluate cost of storage
in combination with the use of LDP's, market loans, and
other pricing strategies to enhance profit. Long term
pressure on price after harvest may be likely should
South America have prospects for another large crop in
the spring of 2001. Long-term storage of soybeans at
low prices may be more costly than any potential gains
in price during the same time period. It is critical to
understand carry in the market, historical basis levels,
and production costs to evaluate the decision to store, or
to sell and try to capture price rallies through other
pricing strategies.

Wheat

Spring wheat acreage for 2000 is 15.55 million
acres, slightly higher than 1999 and much higher than
trade estimates (Table 3). Winter wheat acres declined
from a year ago (see Table 4). When of all classes of
wheat are combined, wheat acreage increased slightly
from a year ago and harvested acres are expected to be
1% higher than a year ago. World wheat stocks are
much lower than just a year ago, a fact than can
certainly be considered positive. However, the U.S. is
burdened with large domestic stocks (approximately 940
million bushels ending stocks for the 2000-01 crop year)
and fierce competition in the export market. This wall
continue to put pressure on wheat prices throughout the
rest of the year.

Table 3. Acres Planted to Spring Wheat (million acres)

United States  South Dakota

2000: 15.55 1.75
1999: 1.35 1.75
1998: 16.57 1.95

Trade Est. - Range: 14.7 - 14.9 NA
Trade Est. - Average: 14.8 N/A




Table 4: Acres mw 10 Wirdex Wh%t {miflion acres}

Untted States  South Dakoly

2000 43.35 1385
1998 4343 1.3
1.50

1968 46 45

Fundamental signals af the curmesd fime pond 1o
3 sontinued beansh market for the three commodities
discussed in this arlicke. Regavdiess of price direction. it
wili be impodtant for producers to develop a market plan
that wall help them take advantage of any patentiad price
railies that may occur a3 well 38 to prepare for the
greater Hkeithood of confinued fow of lower prices.
Evaluating production costs. costs of storing grain
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{physical storage and interest), calty in the market. and
historicsd basis wil De cntical in evaluating any pncing
shrategy. Managing a strategy that involves these
factors atong with the choice 1o use the government
market foan program of the LCP component will be
criticad in any markeling plan
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