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Observations on the
Multiple Dimensions 
of Market Power
B Y  A L A N  J .  D A S K I N  A N D  L A W R E N C E  W U  

MA R K E T  P OW E R  I S  P RO B A B LY
the most often-used term and concept in
antitrust and competition policy, yet its
meaning is open to much debate and inter-
pretation. Courts, agencies, practitioners,

and economists routinely wrestle with issues surrounding
market power—whether a merger will enhance market
power, whether particular conduct or pricing policies reflect
the exercise of market power, and whether market power is
synonymous with harm to competition. Although the basic
concept stems from textbook economic models of perfect
competition and monopoly, the practical implications of the
analysis of market power are complex enough to have
inspired an entire handbook on the subject.1

Indeed, even the definition of the term “market power” is
unsettled. Consider, for instance, the following definitions of
market power, each of which has very different implications
for an antitrust analysis of market power:

Definition 1: the power to control prices or exclude com-
petition.2

Definition 2: the ability of a single seller to raise price and
restrict output.3

Definition 3: the ability to raise prices above the levels that
would be charged in a competitive market.4

Definition 4: the ability of a firm or group of firms with-
in a market to profitably charge prices above the competitive
level for a sustained period of time.5

The first definition is the broadest of the four. If all that
is required is the power to control prices, then all firms have
some market power. After all, firms can set their prices as high
or low as they like. Likewise, the ability to exclude competi-
tion is overly broad. Many firms can literally exclude “com-
petition.” Manufacturers can limit the number of dealers

that distribute their products, franchisors do not have to
contract with all comers, and retailers can selectively choose
which products they want to place on the retail floor and
shelves. Yet none of those actions would imply the possession
of market power in a meaningful antitrust sense. The “power
to exclude,” however, is important because without the abil-
ity to exclude competition, a firm may not have much mar-
ket power, if any, in the long term. Nonetheless, the broad
wording in the first definition potentially indicts all firms,
raising the possibility that there are forms of market power
that are not necessarily synonymous with anticompetitive
effects or harm to competition.

The second definition (the ability of a single seller to raise
price and restrict output) is a refinement: It focuses on price
increases and reductions in output, which reduce consumer
welfare. All else equal, consumers are worse off if they pay
higher prices. However, without a reference point, the defi-
nition could encompass a broad range of market events and
strategies that do not reflect harm to competition. Without
reference to changes in costs or features of the underlying
product, for example, a price increase—even if it is entirely
justified—might be called an exercise of market power under
the second definition.

The third definition (the ability to raise prices above the
levels that would be charged in a competitive market) is a fur-
ther refinement, because it adds the concept of a competitive
benchmark. However, the definition does not actually spec-
ify what might constitute a competitive benchmark.

The fourth definition adds two other conditions: profit-
ability (i.e., the price increase must be consistent with prof-
it-maximizing behavior) and the requirement that a supra-
competitive price be sustained for a long period of time. The
profitability condition is particularly important because it
refers not only to the ability to raise prices but also to the
incentive to do so. The ability to sustain a supracompetitive
price increase over time is also useful in focusing our atten-
tion on markets where new entry and expansion by existing
rivals are not likely to be effective or timely sources of com-
petitive discipline.

The concept of a competitive benchmark, the profitabil-
ity of pricing above competitive levels, and the ability to set
prices above competitive levels over a long period of time are
important considerations when evaluating whether market
power raises antitrust concerns. We address each of these
issues, starting with a discussion of the economic foundations
for definitions of market power. While most definitions of
market power refer to control that a firm either has or does
not have over prices and competitors’ entry, analyses of mar-
ket power should be more nuanced. The focus should be on
the degree to which prices or profits exceed competitive lev-
els and how long they can be sustained. Such analysis requires
a clear specification of the competitive benchmark as well as
other relevant evidence that can help fact-finders distinguish
“market power” that nearly all firms have from the market
power that raises antitrust concerns.
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The Economic Foundations for Definitions 
of Market Power
The concept of market power stems originally from a com-
parison of the assumptions and implications of the textbook
models of perfect competition and monopoly.

Perfect Competition. In a market characterized by perfect
competition, all firms produce identical products, and each
individual firm is so small relative to the market as a whole
that the firm’s output decisions have a negligible effect on
total output or market price. Moreover, there are no imped-
iments to entry by firms that are not currently in the market. 

In the textbook model of perfect competition, the pre-
vailing price equals the marginal cost of production.6 An
attempt by the firm to raise price would be futile: Because
competitors produce the same product, existing customers of
any firm that raises price would defect en masse to compet-
ing firms. By the same token, an individual firm selling under
such market conditions would have no incentive to reduce its
price below prevailing levels: Because its output is small rel-
ative to total market output, the firm can effectively sell as
much as it wants at the prevailing market price.

Although no real-world market is ever perfectly compet-
itive, the concepts that are implicit in such a definition have
made their way into the antitrust vernacular. In a perfectly
competitive market, firms do not have “power over price.”
A firm in a competitive market would not find it profitable
to raise its price above the prevailing price because con-
sumers would switch to other firms producing the same
product, and the quantity demanded from the firm that
raised its price would drop to zero. Firms in a competitive
market are instead “price-takers,” taking the price dictated
by the interplay of market demand and supply. They choose
their profit-maximizing output by finding the quantity at
which their marginal cost just equals the market price.

Moreover, in the perfectly competitive model, there are no
barriers to entry, a feature that is consistent with the first def-
inition above and with most real-world assessments of mar-
ket power: In a market without barriers to entry, no firm has
the power to exclude competition.7

The model of perfect competition provides one definition
of the competitive pricing benchmark that is referred to in
definitions 3 and 4 above: In a perfectly competitive market,
the prevailing price would be the competitive price, and that
price equals the marginal cost.

The Ultimate Monopoly. Firms with market power also
strive to maximize profits. The difference is that the monop-
olist has an advantage that the competitive firm does not
have: barriers to entry and no other rivals in the marketplace;
i.e., a monopolist has the power to exclude entry by new
rivals. 

The monopoly model also helps us understand what we
mean by “power over price.” Unlike a competitive firm, a
monopolist does have a choice regarding the price that it can
charge; it is not a price taker. As a result, a monopolist can set
its price at the level that maximizes profits. In contrast, a

competitive firm does not set the price; it takes the market
price as given, choosing its output so as to maximize its prof-
its at that price.

A monopolist’s decision to restrict its output will raise
price, while a decision to increase or decrease output by a per-
fectively competitive firm would have essentially no effect on
price.8 The general rule for profit maximization is the same
for a monopoly and a firm in a competitive industry: Choose
the quantity at which marginal revenue equals marginal cost
(MR = MC).9 For the monopoly, however, the MR = MC
condition, combined with the fact that the firm faces a down-
ward-sloping demand curve, implies that the monopoly’s
profit-maximizing price exceeds its marginal cost at the firm’s
profit-maximizing quantity.10 In other words, a monopolist
has the ability profitably to set price above marginal cost.

Supracompetitive Pricing: A Closer Look at 
the Competitive Benchmark
As already noted, definitions of market power often refer to
pricing above competitive levels (e.g., definitions 3 and 4
above). Based largely on the standard model of perfect com-
petition, some definitions of market power refer to a firm’s
ability to set price above marginal cost.11 Many practitioners
also assess market power using the Lerner Index, which is
defined as the percentage markup of price over marginal
cost.12 In many cases, however, firms may charge a price that
exceeds their marginal cost without having “power” in a sense
that does—or should—offend the antitrust laws, in which
case the marginal cost would not be an appropriate proxy for
the competitive price.

Three Examples of Pricing Above Marginal Cost: Is
Marginal Cost the Right Benchmark? In many markets, 
for example, prices are determined by the cost of the “mar-
ginal seller.” For instance, consider the markets for many
natural resources. There are many competing suppliers with
different levels of efficiency. Because firms face capacity con-
straints, however, price will exceed marginal cost for all but
the least efficient firm in the market. In fact, prices are deter-
mined by that “marginal seller,” whose marginal cost, while
higher than other firms’ costs, is just equal to price. In these
markets, the efficient but capacity-constrained sellers are able
to price above their marginal cost, yet the prevailing market
price and the process by which prices are determined are
generally considered competitive.

For another example, consider a so-called “monopolisti-
cally competitive” market. Such a market differs from a per-
fectly competitive market in one important respect: Because
firms’ products are slightly differentiated from each other—
as is true in virtually all actual markets—individual firms face
demand curves that slope downward. Unlike firms in a per-
fectly competitive market, sellers in a monopolistically com-
petitive market can raise price without losing all of their cus-
tomers to other firms. Because of free entry, however, firms
in a monopolistically competitive industry lack the ability to
exclude competition. Consequently, they cannot earn supra-
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competitive profits in the long run. From an antitrust per-
spective, therefore, it makes little sense to say that they have
meaningful “power” over price. Free entry in this type of
market guarantees that prices will fall to the point at which
firms no longer earn abnormal profits.

Inferring the anticompetitive exercise of market power
from prices above marginal cost may also be inappropriate
because of the cost structure of the industry. In some cases,
the technology of production or the nature of costs precludes
sustainable pricing at marginal cost. That is, although the
firm could set the price equal to marginal cost, it would lose
money by doing so. To understand why, suppose, for exam-
ple, that the firm incurs fixed costs each period that are inde-
pendent of the level of output as well as marginal costs that
are constant—i.e., the marginal cost per unit neither increas-
es nor decreases as output increases. In that case, if the firm
sets price equal to marginal cost, it will cover only its marginal
costs each period; its need to incur each period’s fixed costs
guarantees that the firm will operate at a loss.

More generally, it is likely that such analysis applies to
many firms that have low or negligible marginal costs but
substantial and recurring fixed or sunk costs. Pharmaceutical
manufacturers, for example, expend substantial sums on
research and development for new products, but the marginal
cost of actually producing each pill or unit of the product is
typically small. Similarly, software firms spend considerable
time and money on development of new or updated software,
but the marginal cost of producing a diskette or compact disc
with the new code is trivial. In fact, some commentators
claim that such cost structures are quite typical:

The industries that are the hallmark of the “new economy”
are characterized by a special cost structure. From software to
semiconductors, digital entertainment to biotechnology, and
in innovative fields more generally, the standard cost pattern
entails sunk outlays that are large and must be incurred over
and over again, but the marginal cost—the cost of serving an
additional customer—is virtually negligible.13

Under such cost conditions, a firm may set its price above
marginal cost to recover its fixed or sunk costs. Such cost
structures also may force firms to adopt discriminatory 
pricing to remain viable. If a firm charges different prices to
different customers, then it must be setting at least some of
its prices above marginal cost. But it is hard to argue, in gen-
eral, that antitrust should condemn such firms for exercis-
ing “market power” simply because they must set prices
above marginal cost to avoid sustaining continuing losses. 

All of these examples suggest the need to revisit some of
antitrust’s conventional thinking about market power, par-
ticularly inferences of market power simply from the obser-
vation that price exceeds marginal cost or, equivalently, that
the firm faces a downward-sloping demand curve.

Rethinking the Competitive Benchmark. One possible
approach is to continue to use marginal cost as the compet-
itive benchmark when defining and assessing market power,
but to recognize that possession of market power does not

necessarily imply any anticompetitive effects. The fact-find-
er could then consider other relevant evidence (e.g., rivalry
among competitors and entry conditions) to judge whether
the possession of, exercise of, or increase in market power
warrants an inference of anticompetitive effects or consumer
harm.14

An alternative approach would be to develop other mea-
sures or definitions of market power instead of, or in addition
to, those that focus on the relationship between price and
marginal cost. Consider, for instance, the approach suggest-
ed by William Baumol and Daniel Swanson, who question
the inference of market power from the observation that
price exceeds marginal cost:

[B]ecause discriminatory pricing is common in markets that
are subject to intense competitive pressures, neither the pres-
ence of discriminatory pricing, nor the negative slope of a
demand curve, nor the existence of prices that exceed mar-
ginal costs, can be deemed by itself to establish a presump-
tion of market power.
. . . .
We believe that a firm’s profit record can be very helpful as
one defensible indicator of market power, although it is hard-
ly the one most commonly used.
. . . .
The logic of our approach suggests that monopoly power can
appropriately be defined as the ability to obtain monopoly
earnings, rather than as the power to charge monopoly prices
(or as the power to exclude competition).15

Whether we choose to focus on prices or profits, neither
economic theory nor the law provides guidance on how high
they must be before they constitute antitrust market power or
imply anticompetitive effects. Analyses that focus on these
measures, therefore, should be complemented by other rele-
vant evidence that helps determine whether prices that exceed
marginal cost reflect viable competitive pricing or the exercise
of market power in the antitrust sense. Such evidence might
include the degree of product differentiation in the market-
place, the structure of costs, and the firm’s efficiency relative
to its rivals. Consideration of all relevant evidence will lead to
more meaningful conclusions than definitions that lack suf-
ficient specificity for many practical applications (e.g., “the
power to force a purchaser to do something that he would not
do in a competitive market”16) or definitions that are very spe-
cific but often wrong (e.g., definitions that equate anticom-
petitive market power with prices that exceed marginal cost).17

Sustaining Price Increases Over Time
In the textbook model of competition, firms price at marginal
cost at every point in time. In contrast, aided by the ability
to exclude entry, the monopolist charges the monopoly price
in each period. Again, the textbook models suggest two
extremes: everlasting competition or market power that is
never eroded.

Most markets fall between those extremes, where neither
economic theory nor the law defines how durable market
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power must be before it gives rise to antitrust concerns. The
federal Horizontal Merger Guidelines are an important
exception because they explicitly recognize the relevance 
and importance of considering the time dimension when
assessing market definition, competitive effects, and entry.
Specifically, the Guidelines consider entry timely if it can
occur within a two-year period.18 The Guidelines also con-
sider the ability of rival firms to defeat a unilateral price
increase by expanding their capacity, as long as they can do
so within two years.19

Analyses of the timing and speed of competitive respon-
ses, therefore, tend to focus on an examination of barriers to
entry and expansion. Such analyses might include an inquiry
into the costs of expansion, the technical means by which
entry might occur, and the profitability of the investment
required. Such an inquiry, however, may not fully address the
question raised in the Guidelines, i.e., whether “timely and
likely entry would be sufficient to return market prices to
their premerger levels.” 20 Moreover, the two-year time hori-
zon is largely arbitrary and not likely to fit all markets.
Depending on the market at issue, the appropriate time hori-
zon might be longer or shorter. Furthermore, the bright line
distinction may invite largely meaningless distinctions
between entry that would occur in 25 months and entry
that would occur in 23 months.

An analysis of market power based on the Guidelines def-
inition21 (the ability to charge supracompetitive prices for a
sustained period) ought to rely on empirical measures of
how long a firm or group of firms can charge prices above
competitive levels. Such measures would also provide an
indirect assessment of the degree to which an incumbent
firm or group of firms have the power to “exclude competi-
tion.” A number of measures could be applied, many of
which are related to the competitive benchmark discussed
earlier and the appropriate measure of market power in the
short run.

For instance, it may be possible to estimate the own-price
elasticity of demand for an alleged monopolist over different
time horizons, which would combine the concept of supra-
competitive pricing with the timeliness of entry and expan-
sion. Over time, as new alternatives are introduced into the
marketplace, the own-price elasticity of demand facing a
firm will increase. An increase in this elasticity would corre-
spond to a lower percentage markup over the marginal cost.
Thus, the monopolist’s market power may be short-lived for
at least three reasons: over time, consumers have more time
to adjust their purchases and switch to alternatives, new sup-
pliers have time to enter, and existing suppliers have time to
expand their capacity. Alternatively, if a monopolist has the
power to exclude entry, it would have the power to restrict the
availability of alternatives to consumers, which would slow
the increase in the elasticity of demand over time. Thus, a
dynamic analysis that captures the change in the relevant
own-price elasticity of demand over time would capture the
durability of an alleged monopolist’s market power.

An alternative approach would focus on directly quanti-
fying the persistence of supracompetitive pricing or profits.
This approach, which comes closest to the inquiry suggest-
ed by the Guidelines definition, has the benefit of being con-
sistent with economic theory and the “law of one price”
(which suggests that in a perfectly competitive market com-
prised of homogeneous products, prices will tend towards
uniformity).22 Not only should (quality-adjusted) price lev-
els within a market be the same, but these prices should
adjust to their equilibrium levels easily and rapidly. The speed
of arbitrage, which has been the basis for numerous empiri-
cal analyses of market definition, is meaningful because it
captures the willingness and ability of consumers to switch
from one product or seller to another, as well as the ability of
rival sellers and new entrants to increase or gain entry into a
market.23

Yet another approach would be to assess evidence on shifts
in market shares over time. Depending on the market at
issue, it may be possible to assess market power by measur-
ing the persistence of the market share(s) of a firm or group
of firms. Such evidence would help to demonstrate that new
entry or expansion can be sources of effective competition,
that customers are not locked-in to their current suppliers, or
that the cost of switching from an existing product or brand
to a new one is low or insignificant.

These analyses move the inquiry away from structural
characteristics of the marketplace (e.g., static market shares
and structural barriers to entry) towards evidence that may
help fact-finders assess the degree of market power held by a
firm or group of firms. Of course, a fact-finder must still
wrestle with the issue that the relevant time horizon for an
assessment of market power will vary from market to market.
Moreover, the analyses described above are only “one-way”
tests in that they can help identify circumstances where firms
are not likely to have much, if any, market power. For exam-
ple, the observation of persistently high profits and/or mar-
ket shares may not imply the presence of market power or the
ability to sustain a price increase. Both measures are also
characteristic of producers who are efficient and firms that
make and sell superior products in the marketplace at a com-
petitive price. Moreover, firms’ market shares may change lit-
tle over time even if customers do switch frequently among
existing firms. In addition, even if entry could otherwise
occur immediately, there might be short-term contractual
obligations, information lags, or search costs that prevent
consumers from making immediate readjustments in
response to a change in relative prices. 

Similarly, in the case of intermediate goods, downstream
producers may not be able to switch instantaneously from
one input supplier to another. Depending on the product
and technology at issue, some producers may be able to
switch from a branded input to an unbranded input imme-
diately. Other producers may need more time if the switch
requires a reconfiguration in production lines or additional
equipment.24
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Conclusion
Some market power definitions emphasize power over price,
while others emphasize the ability to exclude competition.
Without some further specificity, such definitions are not
very useful for identifying the kind or form of market power
that is likely to raise antitrust concerns. Antitrust market
power must be more narrowly and carefully defined. First, the
competitive benchmark must be specified clearly, particular-
ly for the purpose of deriving estimates of competitive prices.
Although economic theory suggests the use of marginal cost
as a proxy for the competitive price, that benchmark may be
inappropriate, particularly if a firm suffers continuing losses
when it prices at marginal cost. Second, antitrust market
power would not be of consequence if it were not for some
ability to exclude or delay entry or expansion by rival firms.
To identify such ability, it is sometimes useful to focus on
identifying barriers to entry, but it may also be helpful to
focus on measures that capture directly the durability of
supracompetitive pricing. The need to consider both an
appropriate benchmark and the time dimension help to
sharpen a market power inquiry into one that focuses on the
degree of market power in the short and long term, rather
than the absolute presence or absence of market power.

With an appropriate competitive benchmark, which is
likely to vary from market to market, evidence on supra-
competitive prices or profits and how long they persist will
provide a more realistic picture of the “market power” of a
firm or group of firms. Economic theory alone, however,
does not provide a bright line that indicates when such power
raises concerns that violate the antitrust laws. �

1 ABA SECTION OF ANTITRUST LAW, MARKET POWER HANDBOOK (2005).
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monopolist’s gains. Thus, no deadweight loss is created by the perfectly dis-
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impact on price in the relevant market. The Agency generally will consider
timely only those committed entry alternatives that can be achieved within
two years from initial planning to significant market impact. Where the rel-
evant product is a durable good, consumers, in response to a significant com-
mitment to entry, may defer purchases by making additional investments to
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20 Id. § 3.0.
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PRINCIPLES OF THE THEORY OF WEALTH 51–52 (1838) (N.T. Bacon trans.,
Macmillan 1927).
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24 In recent years, several airlines have switched from buying branded replace-
ment and maintenance parts to producing their own less expensive parts.
See Melanie Trottman, Nuts-and-Bolts Savings—To Cut Costs, Airlines Make
More of Their Own Parts; Jettisoning a $719 Toilet Seat, WALL ST. J., May 3,
2005, at B1. 


