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With its provocative claim that America now has less economic competition than the EU, Thomas
Philippon’s book 7he Great Reversal has become a bible for neo-Brandeisians. But reports of the
death of competition in America are highly exaggerated: While U.S. antitrust remains effective,
EU competition policy has failed to stimulate innovation, productivity, or growth.

KEY TAKEAWAYS

* |n advancing his widely touted claim that concentration and profitability are reaching
extreme levels in the United States, Thomas Philippon’s book 7he Great Reversal: How
America Gave Up on Free Markets paints a decidedly biased picture.

= The reality is U.S. concentration levels were largely flat from 2002 to 2017, and the
share of U.S. industries with low concentration grew by approximately 25 percent in the
same period.

= Domestic profits as a share of GDP are now lower than they were in the 1950s and
1960s, a period of very aggressive antitrust enforcement.

= |n 2022, net profit margins in the United States and Western Europe were within 1
percentage point of each other.

= |n part because the EU suffers from such a large share of small firms, the United States
leads Europe in terms of both productivity growth and the rate of innovation.

= Because productivity and innovation partly depend on scale, aggressive European-style
antitrust enforcement threatens economic growth.
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INTRODUCTION

The argument that formerly intense competition in the United States has decreased while
competition in the European Union has risen is the primary thesis that underpins Thomas
Philippon’s 2017 book, 7he Great Reversal: How America Gave Up on Free Markets. Philippon
painted a grim picture of the U.S. economy, stating that “concentration is high in many
industries, leaders are entrenched, and their profit rates are excessive.”!

His book has received significant attention in U.S. policy circles, largely because it reinforced a
political narrative for neo-Brandeisians: |f America were now the economy with too much
concentration, not Europe, the way would be open for dramatic changes in law and enforcement.
Elite universities such as Berkeley and the University College of London invited Philippon to
speak about the death of American competition.? 7he Great Reversal has generated hundreds of
academic citations and countless reviews in major newspapers such as the Wal/l Street Journal
and the New York Times.® Antitrust scholar Jan Eeckhout called the book “a remarkable piece
of research that draws our attention to a timely and relevant issue: the rise of market power.”
Even the Biden administration cited the book in its 2021 Executive Order on Promoting
Competition in the American Economy with a bold, and wrong, claim: “Higher prices and lower
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wages caused by lack of competition are now estimated to cost the median American
household $5,000 per year.”*

Philippon’s research is fraught with flaws, such as wrongly defined markets, poor assessments of
profits, and cherry-picked examples. After making the necessary adjustments to his analysis, we
find no evidence of increased profitability or concentration.

In place of an unsubstantiated “Great Reversal,” this report suggests that the U.S. economy
remains competitive. And while there is limited data on EU concentration ratios, at least one
study finds that manufacturing concentration ratios in the major EU economies have increased—
not decreased, as Philippon would have the reader believe.® Labor productivity is growing faster
in the United States than in Europe, and there is no significant difference in markups between
the two regions.

Rather, overly aggressive antitrust enforcement, as seen in the EU (and promoted by neo-
Brandeisians in the United States such as Federal Trade Commission (FTC) Chair Lina Khan),
fragments markets at the expense of needed scale. Because firm size is positively associated
with investment and productivity, “big-is-bad” antitrust harms EU workers and makes European
industries less globally competitive. Instead of adopting the failed European approach to
antitrust, American policymakers should study the economics of each antitrust issue according to
the total welfare standard (e.g., does it boost overall economic growth?). If enforcers properly
weigh the costs and benefits of enforcement actions, they can protect consumers and help grow
the economy.

MARKET CONCENTRATION AND PROFIT MYTHS

Philippon made two core claims: Concentration has increased more in the United States than in
Europe and concentration has resulted in higher U.S. business profits. Neither is supported by
the data.

Concentration Is Not Up

In The Great Reversal, Philippon assessed changes in the market share of the top eight firms in
an industry (CR8). He found that “the increase [in CR8] is large, from 15 percent to 25
percent.”® He added that the “rise in concentration is well documented,” blaming “economic
rents and barriers to competition.”’ In other words, he says the rise in concentration harms
consumers.

FTC leadership and White House officials echoed his claims. President Biden’s 2021 executive
order assumes that “corporate consolidation has been accelerating” and that in over “75 percent
of U.S. industries, a smaller number of large companies now control more of the business than
they did twenty years ago.”® FTC chair Lina Khan alleged that the United States faces a
“sweeping market power problem” because of lax antitrust enforcement.®

The key problem in this analysis is it relies on misleading market concentration measurements.
Philippon used 3-digit North American Industry Classification System (NAICS) codes to assess
concentration. These NAICS codes break down the economy into just over 70 industries.!® They
combine unrelated companies under a single umbrella and consider them competitors.
“Agricultural products” (NAICS code 111), for instance, is a single industry in 3-digit NAICS
even though it combines unrelated industries such as apples (NAICS code 111331), tobacco
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(NAICS code 111910), and cotton (NAICS code 111910).!* But firms only gain market power
when there are few substitutes for their products, so measuring market power requires well-
defined industries. The 3-digit NAICS codes are not that.

NAICS’s 6-digit codes are the most finely grained U.S. government industry classifications. The
Census Bureau divides the economy into 1,057 industries in this classification. Using 6-digit
NAICS codes and Census data, the Information Technology and Innovation Foundation (ITIF)
found that the average C4 ratio (the share of sales captured by the top four firms in an industry)
increased by just 1 percentage point from 2002 to 2017, from 34.3 percent to 35.3 percent.!?
Only 4 percent of U.S. industries were highly concentrated in 2017, with the share of industries
with low concentration growing by around 25 percent from 2002 to 2017. In addition, as shown
in figure 1, the more concentrated an industry was in 2002, the higher the likelihood it became
less concentrated by 2017. The fact that the concentration has not been growing overall is a
major blow to the foundational tenet of Philippon’s theory.

Only 4 percent of U.S. industries were highly concentrated in 2017, with the share of industries with
low concentration growing by around 25 percent from 2002 to 2017.

Figure 1: Relationship between C4 ratio in 2002 and percentage-point change hy 20173
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Recent studies also confirm that concentration is not rising at the local level, which is the most
relevant for many industries, including restaurants and retail shopping. Kevin Rinz of the U.S.
Census Bureau used the federal government’s Longitudinal Business Database and W-2 Forms to
measure labor market concentration within 4-digit NAICS industries in separate commuting
zones. From 1976 to 2005, local industrial concentration steadily declined by approximately 25
percent. '* These lower concentration levels were tied to higher incomes and decreased
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inequality. After 2005, the local concentration, as assessed by the Herfindahl-Hirschman Index,
grew marginally but remained far lower than its 1976 level.

In sum, the most recent statistics indicate that concentration has not increased nationally or
locally. Although Philippon attributed numerous problems in the U.S. economy to a general
increase in market power, these explanations are invalid if market concentration hasn’t actually
risen.!®

Regarding the EU, granular concentration data is not accessible. With what evidence we do have,
it seems that concentration has been slightly increasing in narrowly defined product markets.
Researchers from the Center for Economic and Policy Research conducted a comprehensive
study of concentration levels in 20,000 EU markets. They found that “concentration has
increased over time on average [in the EUL.” !¢ The report finds that “average concentration is
particularly high in narrowly-defined national markets” and that concentration has more steeply
increased in EU-wide markets.!” In other words, when researchers use proper market definitions,
they show that Europe is not seeing a significant decline in market concentration over time, as
Philippon claims. While European antitrust deters many efficient combinations, it is not actually
driving down average market concentration, as Philippon claimed.

Profits Are Not Up
Philippon then argued that profits are increasing due to the supposed rise in concentration,
which he initially misidentified. He looked at broad national data and found, “Over the past two

decades ... profits have outpaced economic growth, and the after-tax profit share has increased
to around 10 percent [of GDP].”!8

Using data from the National Income and Product Accounts, he presented statistics showing that
between 1997 and 1999 and 2013-2015, the operating profit rate (income minus depreciation
as a percentage of the amount of capital at the beginning of the year) in the United States
increased by 3 percentage points to 16 percent.®

However, this method has room for improvement. For example, after-tax profits do not control for
changes in tax policy, such as the recent reduction in U.S. corporate tax rates in response to
foreign government tax cuts. Philippon also included both foreign and domestic profits in his
calculation, even though an increase in the foreign profits of U.S. firms is irrelevant to the state
of domestic competition. Rather, foreign profits indicate that U.S. firms are globally competitive
and should be welcomed and not scorned.

Conducting an analysis based on Bureau of Economic Analysis (BEA) data, ITIF found that
domestic profits are now significantly lower as a share of GDP than in the 1950s and the 1960s,
a period of very aggressive antitrust enforcement.?® Although total profits appear to be trending
slightly higher since the 1980s, domestic profits have increased less than total profits.

Excluding the financial sector also significantly mitigated this increase. The financial sector’s
profit growth resulted mainly from increased value-added and new practices (interest differentials
and noninterest income).?! Since this rise in profits is mostly unrelated to concentration and
much more related to the over-financialization of the U.S. economy, we exclude this sector.
Figure 2 shows that from 1990 to 2019, domestic nonfinancial profits increased by only 0.8
percentage points, from 4.5 percent of GDP to 5.3 percent, which was hardly a national crisis.
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Figure 2: Corporate profits as a percentage of GDP hefore tax and after inventory and capital consumption
adjustments??
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There are also reasons to believe we overestimated even this profit increase. Specifically, if a
greater proportion of business capital takes the form of intangible assets, such as software,
brands, intellectual property, and research, and if this capital is undervalued because of its
intangible nature, then measured profits should be rising because costs including depreciation
are underestimated, not because companies are abusing market power.

We also found no evidence that profits are significantly higher in the United States than in the
EU. Figure 3 compares the U.S. and EU net profit margins using publicly available datasets from
NYU professor Aswath Damodaran.?® Profit margins followed similar trajectories in both regions.
The profitability of EU firms has also slowly converged with that of U.S. firms over time. While
U.S. net profit margins are slightly higher, the margins of both regions hover within 1 and 4
percentage points of each other. As of 2022, the overall net profit margin in the U.S. was 8.89
percent, whereas it was 8.41 percent in Western Europe. Such a small difference of less than 1
percentage point could result from various factors other than market power, including the share
of high-value-added, innovative industries. If the United States truly had a significant monopoly
problem, as Philippon alerted, we would expect significantly higher profit rates in the United
States than in Western Europe.
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Figure 3: Total net profits as a percentage of total revenues?*
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As of 2022, the overall net profit margin in the U.S. was 8.89 percent, whereas it was 8.41 percent in
Western Europe.

There is further evidence that the profitability of European and American companies is similar.
The Organization for Economic Cooperation and Development (OECD) publishes data on profits
and gross output.?® Using this data, we calculated net operating surplus and mixed income

as a share of gross output for a sample of the largest Western European economies and the
United States.

According to figure 4, values for all countries in the sample have fluctuated over time between
about 9 and 19 percent. In 2018, the last year for which we have data on all countries, the
United States had a value of 13.68 percent, placing it below the United Kingdom, ltaly, and
Spain and above the Netherlands, Belgium, Germany, and France. Once again, if the United
States had a significant market power crisis compared with Europe, no European country should
have higher profits as a share of output than the United States.
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Figure 4: Net operating surplus and mixed income as a share of gross output, 2000-20182
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Firms in Concentrated Industries Don’t Underinvest

Philippon found that firms in more-concentrated industries invest less than they should based on
Tobin’s Q, the ratio of a firm’s market value to the replacement cost of its physical assets.?” In
addition to once again using imprecise 3-digit NAICS codes as a concentration measure,
Philippon looked exclusively at physical capital and largely dismissed investment in intangibles.

This approach is inconsistent with today’s economy. Many industries rely, sometimes almost
exclusively, on intangible assets (patents, designs, software, and trade secrets) to generate
revenue. Consequently, Philippon’s failure to account for these assets makes his measurements
of firm investment meaningless.

In fact, evidence suggests that larger firms, including those with more market power, tend to
invest more than their smaller competitors. A recent study concludes that the intensity of
intangible investment is highest for the largest and fastest-growing firms in an industry,
presumably because this investment is tied to firms’ productivity and competitiveness.?® The
study’s authors concluded that accounting for intangibles fills at least a part of the investment
gap Philippon observed.

Case studies of the hospital industry prove that investment and market concentration are in
fact positively related. Hospitals in concentrated markets increased investment by 6.4 percent
($2.7 million) more in response to tax incentives than those in less concentrated markets.?®

We show the relationship between business revenue and research and development (R&D)
expenditure in figure 5. The correlation between firm revenue and R&D intensity of 318
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American companies among the top 1,000 global R&D spenders in 2018 was -0.059. This
means large businesses invested as much as smaller ones, relative to their size. Data on a
sample of Internet companies (routinely condemned as monopolies) shows that firms invested
more as their revenue grew.3° For this sample, the correlation between firm revenue and R&D
intensity was 0.31.

Figure 5: Relationship between Internet firm revenue and R&D intensity, 2015-20213'
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More-Concentrated Industries Are More Productive

Philippon found a negative relationship between concentration and changes in productivity,
noting that “between 2000 and 2015, we find a negative (but somewhat noisy) relationship
between changes in concentration and changes in productivity.”3? Thus, he can rebut any
argument that concentration is needed because it boosts productivity through factors such as
economies of scale.

The key problem is he used the essentially meaningless market categories from the EU KLEMS
(K-capital, L-labor, E-energy, M-materials, and S-purchased services) database. This database
divides an economy into just 34 categories, making it even less specific than 3-digit NAICS
codes. If concentration rises in one of these too-general industries, it might just mean one sub-
industry is becoming more important. In other words, these classifications produce meaningless
changes in concentration and unreliable conclusions regarding the broader economy.

ITIF used Census data at the 6-digit NAICS code level to study the true relationship between
concentration and productivity.®® These 6-digit NAICS codes divide the economy into 1,012
categories, 29 times as many as the EU KLEMS.3* We obtained the C4 market shares by industry
from the 2002 and 2017 economic censuses. Among these 1,012 industries, 59 have labor
productivity data available through the St. Louis Fed.*
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Figure 6 plots concentration and labor productivity in these industries. The changes from 2002—
2017 in CR4 concentration and labor productivity had a correlation of 0.28. In other words,
sectors that grew more concentrated also became more productive. This is consistent with the
concept of economies of scale; as firms scale up, they become more productive.

Figure 6: Percentage point change in CR4 concentration (horizontal) and change in labor productivity (dollars
per hour worked, vertical) 2002-20173¢
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Other researchers have found similar trends. A recent study on publicly traded firms finds that
Total Factor Productivity (how much output can be produced from a certain number of inputs)
has been positively linked to market concentration since the 2000s.3?” Researchers have also
found that market leaders grow their patent stocks significantly more than their competitors,
leading to higher productivity gains.

From 2002 to 2017, sectors that grew more concentrated also hecame more productive.

Examples show that business size and productivity go hand in hand. Firms such as Nvidia,
Orchard, and Walmart all gained market share throughout the 2000s because they provided new
products and efficient supply chains. Punishing these companies with breakups would deprive
consumers of their products, depress productivity growth, and send the wrong signal to future
innovators.

Concentration Is Not Eroding Labor’s Share of Income

As we have shown, Philippon blamed nearly every problem facing the U.S. economy on market
concentration. One particularly dubious claim is that concentration has led to a decrease in
workers’ share of income. Philippon remarked, “Over the past fifteen years, labor has lost 5
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percentage points in its share of value added in the US.”3® Blaming this decline broadly on
“market power in the market for goods and services (monopoly) or in the market for labor
(monopsony),” he estimated that “the lack of competition has deprived American workers of
$1.5 trillion of income.”3?

Philippon is hardly alone in contending that inadequate antitrust enforcement has reduced
worker pay. Many leading economists and policymakers share Philippon’s viewpoint; even the
Biden administration has blamed stagnant wage growth on lax antitrust.*® This is a powerful
argument because it proposes a simple solution (antitrust) to the complex and crucial issue of
slow wage growth.

In The Great Reversal, Philippon pointed out that labor’s share within the U.S. nonfarm business
sector fell by more than 8 percentage points, from just over 66 percent in 2001 to under 58
percent by 2012—although it has remained steady since 2010, rising back to almost 60 percent
by 2020 (see figure 7).*! He attributed this decline to monopolization, but we found that market
power has had only a small impact on the fall of labor’s income share.

Figure 7: Wage share of output in the non-farm business sector (1947-2020)*?
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The first problem with this diagnosis is, as ITIF has shown, concentration has remained stable
nationally. Recent studies also find that local labor market concentration dropped sharply
between 1976 and 2014, raising the wages of many American workers.** Although some markets
are concentrated, the problem has generally been improving. And not all increases in labor
market concentration depress wages; if concentration increases in an unconcentrated market,
wages often remain stable.**
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There are also reasons to believe that the decline in labor’s share of income might not be as
pronounced as it seems. Specifically, BEA divides national income into several categories,
including employee compensation, proprietors’ income, rental income, and corporate profit.
Rental income includes homeowners’ imputed values from living in their homes. Proprietorship
consists of the wages of small business owners. Neither of these represents corporate profits.
When we include rental income and proprietorship in our calculation of labor’s share of income,
the decline is significantly offset. As figure 8 shows, we found that labor’s share of income fell
by just 1.5 percentage points from 1998 (when labor share began its steep fall in the Bureau of
Labor Statistics calculations) to 2019.

Figure 8: Total employee compensation, rental income, and proprietors’ income as a share of net domestic
income (1947-2019)%
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Despite the claims made by Philippon about the negative impact of lax antitrust on wage growth
in the United States, figure 9 reveals that Europe’s performance in terms of labor’'s share of GDP
has not been all that different from that of the United States. The values for all countries in the
sample have fluctuated over time, but the United States has not experienced a significant
decline compared with the four largest EU countries. In fact, the values for all countries in the
sample remained between 10 percentage points of each other for the entire sample period. If lax
antitrust harmed U.S. wage growth, as Philippon said it does, we would expect to see a large and
growing gap between the United States and the EU. Instead, we found a similar labor share of
GDP in both regions. This further proves that lax antitrust is not eroding wages in the United
States relative to Europe.

INFORMATION TECHNOLOGY & INNOVATION FOUNDATION | MAY 2023 PAGE 12



Figure 9: Labor’s share of GDP 200420194
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FAULTY ANALYSIS OF AIRLINES AND BROADBAND

Philippon used the airline and broadband industries as examples of lower competition in the
United States leading to higher prices than in Europe. By comparing prices in the United States
and Europe apples to apples, he dismissed the differences in costs, products, and subsidies.

Airlines

Philippon’s portrayal of the American airline industry as a monopolized sector is misleading,
stating that “the case of US airlines is a rather straightforward example of weak antitrust with
negative consequences for consumers.”*” He framed the European airline industry as a
competitive alternative: “[lIn Europe, where safety regulations are just as tight ... we do not see
higher concentration or higher prices.”“®

But competition has not truly declined in the U.S. airline industry. While concentration increased
at the national level following the mergers of Delta-Northwest (2008), United-Continental
(2010), Southwest-AirTran (2011), and American-US Airways (2014), the average number of
airlines operating each route remained stable. A Government Accountability Office (GAO) report
finds that, from 2007 through 2012, the average number of effective competitors (defined as
airlines with more than a 5 percent market share) ranged from 4.3 to 4.5 in the markets with the
most passengers. *° In other words, competition at the route level did not decline after the
merger wave. Instead, mergers created larger networks and new connections in certain markets,
benefiting consumers. In fact, data on the American-U.S. Airways merger shows that the
combination led to lower prices (due to economies of scale) and fewer cancellations.®°
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U.S. and European airlines have also been earning similar profit rates, despite what 7he Great
Reversal says. Philippon looked at profit rates between 1995 and 2015 and noted that American
carriers were earning a higher net profit rate than European ones since 2008, the start of the
American merger wave.®! ITIF extended his analysis to more recent years using publicly available
datasets by NYU professor Aswath Damodaran.®? While Philippon’s pre-2015 findings hold,
figures 10 and 11 show that profit rates have since converged. This holds true for net profits and
pretax profits (to control for corporate profit taxation). In 2022, European carriers had an even
higher net margin (1.98 percent) than did American carriers (-1.71 percent). It appears that the
pre-2015 divergence in profitability was transitory.
Figure 10: Air transportation industry: net margins United States vs. Western Europe, 2013-202253
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Figure 11: Air transportation industry: pretax operating margins United States vs. Western Europe, 2013-20225¢4
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All other metrics suggest that the U.S. airline industry remains competitive. In 2019, the year
before the COVID-19 pandemic, airline profits amounted to 7.5 percent compared with about 11
percent for the S&P 500.% Figure 12 shows that inflation-adjusted airfares also trended
downward even before pandemic disruptions.®® By 2021, the inflation-adjusted average airfare
was half its 1995 price. Below-average profits and falling prices are the opposite of what we
expect from monopolized industries.

Figure 12: Average inflation-adjusted U.S. airfare 1995-2022 (in 2022 dollars)®’
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Airlines have also spent massively on capital expenditures to modernize their operations.®®

Consequently, productivity growth in the airline industry significantly outpaced the rest of the
economy from 1990 to 2014. Figure 13 shows the increase in airlines’ productivity.

Figure 13: Airline productivity vs. business productivity 1990-2014 (indexed; 1990 = 100 percent)>®
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In contrast, European airlines have had lower capital expenditures than have their North
American counterparts. In Q4 2020, they invested only 4 percent of their revenue compared with
16.1 percent for North American airlines.®® The European airline industry has also seen recent
failures (e.g., Air Berlin, FlyBMI, Primera Air, Wow Air, and Thomas Cook) as smaller carriers fail
to compete with larger ones.®! Airline industry experts Bjoern Maul and Bruce Spear have
highlighted the importance of European airline consolidation.

More than anything, the necessity for European consolidation lies in the current
limited ability of even the biggest airlines to participate in the significant
opportunities artificial intelligence and predictive analytics afford to improve the
customer experience, reduce maintenance costs, and boost operational reliability
and safety. Adoption of these digital advances would allow airlines to offer the
kind of hyperpersonal, customized environments that consumers are experiencing
in retail, entertainment, and communications. But these solutions require
substantial investment—something that’s difficult for most European carriers,
given their current finances.®?

Philippon misrepresented the U.S. airline industry as monopolized and stagnant, when all signs
suggest otherwise. While the consolidation of air carriers has increased at the national level,
route concentration is stable, profits are below average, prices are falling, productivity greatly
outpaces the rest of the U.S. economy, and airlines are investing massively.

Broadband

Philippon’s exposé of the U.S. broadband industry is similarly reductive and deceptive. “In most
advanced economies,” Philippon stated, “consumers pay around $35 per month for broadband
internet connections. In the US, they pay almost double.”®® He noted that household broadband
adoption is lower in the United States than in most other OECD countries. He slammed the U.S.
broadband industry as “a laggard, overcharging households for a rather basic service.”%*

But comparing prices between countries without accounting for the cost of living does not reflect
affordability. When controlling for living costs, we found that the United States performs similarly
to other high-income countries. According to data from International Telecommunication Union
(ITU), U.S. fixed broadband prices constituted 1 percent of gross national income per capita in
2021. Figure 14 shows that they ranked 10th among high-income OECD countries in the most
recent iteration of ITU data as of 2021. This suggests that broadband is affordable in the United
States.
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Figure 14: G7 fixed broadband basket prices as a share of per capita income, ITU®®
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The other problem with international price comparisons is they overlook cost differences. And in
the case of broadband, costs are so entirely different between Europe and the United States that
price comparisons are meaningless. A recent ITIF report details broadband cost differences

between U.S. and EU firms.%® Table 1 summarizes the findings.

Table 1: U.S. versus EU broadband provider cost comparisons (billions)®’

Equivalent Costs

Under Europe’s

Nominal U.S. U.S. Differentials

Type of Cost U.S. Costs Structure Differentials Percentage
Labor $36.3 $31.5 $4.8 15%
Capex $80.0 $64.0 $16.0 25%
Spectrum $105.2 $54.5 $50.7 93%
Advertising $15.6 $7.6 $8.0 105%
Taxation $20.2 $11.9 $8.3 70%
(Subsidies) ($2.5) ($3.0) $0.5 (17%)
Total $254.8 $166.5 $88.3 53%
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U.S. broadband providers bear 53 percent higher costs than do Europeans for labor, capital
investments in network infrastructure, spectrum licenses, advertising, and taxes (minus
subsidies). Telecom worker wages are higher in the U.S. than in Europe, while U.S. capital
expenditures exceed EU investments per household. Moreover, the EU taxes telecom firms at a
lower rate and provides higher subsidies than does the United States. In every category, U.S.
providers face proportionately higher costs. Thus, it should be no surprise that U.S. prices are
higher than European ones.

If U.S. broadband providers charged excessive markups, their profit margins should be
significantly higher than the EU margins. Figure 15 shows that the net profit margins of
European and American wireless telecom have been similar since 2013. By 2022, the net
margin for European wireless providers (7.14 percent) was even higher than that of American
wireless providers (2.54 percent). As for fixed broadband services, figure 16 shows that the net
margins have fluctuated since 2012. In some years, European firms had a higher net margin; in
other years, American firms did. This suggests that American providers do not have more market
power than do their European equivalents.

Figure 15: Net margins of wireless telecom in the United States and Western Europe, 2015-2022°%8
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Figure 16: Net margins of telecom services in the United States and Western Europe, 2015-2022°%°
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Regarding broadband adoption, it’s true that Europe outperforms the United States in the share
of households with broadband connectivity.”® But the lack of broadband adoption does not result
from a lack of access. As of June 2019, U.S. fixed deployment, excluding satellite and
benchmarked at 30 Mbps download speeds or higher to match the EU’s definition of high-speed
broadband, reached 94 percent of households.”! For comparison, deployment statistics for the
26 EU countries examined in a 2019 Federal Communications Commission (FCC) report
averaged out to 84 percent of households.’?

The two regions’ broadband deployment differences result from differing capital expenditures. A
recently released study finds that U.S. providers lead the EU in infrastructure investments by
more than three times per household, which equates to about $700 per home every year.”® The
investment differential is likely largely due to less cherry-picking by U.S. providers, which have
tried to connect a larger share of more remote and, therefore, more expensive populations.’
Indeed, less-densely populated areas require more capital investment per subscriber than more
densely populated ones do because the same amount of infrastructure brings in fewer revenues
as the number of new customers within a location decreases.’® So, as we have shown, investment
and deployment are stronger in the United States than in Europe and cannot explain the lags in
American broadband adoption.

According to a National Telecommunications and Information Administration (NTIA) survey, slow
adoption in the United States mainly results from consumer preferences.’® Of non-Internet-using
households, a majority (57.5 percent) cited “no need/not interested” as the main reason they
were not online in 2021. The existence of other options for Internet access outside the home,
unavailable or too-slow service, and the cost of a computer are among the most common reasons
for the lack of a subscription.”’
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In general, Philippon's assertion that U.S. broadband providers are price-gouging monopolists is
not supported by the data. If policymakers want to increase broadband adoption, they can take
efforts to make it cheaper; however, as we have demonstrated, there is no reason to suppose that
profits are excessive or that deployment is bad in the United States in comparison with Europe.
Both of these assertions are unfounded. In fact, empirical data supports the notion that the
European market is already saturated. A surplus of small broadband providers may be hampering
efficiency and investment in the industry.”®

COMPETITION IN EUROPE AND THE UNITED STATES

In addition to his case studies of airlines and broadband, Philippon contended that the United
States has higher markups, identical productivity growth, and worse antitrust enforcement than
does Europe. No piece of evidence can support any of these statements.

Markups

Philippon erroneously found “direct evidence that prices have increased more in the US than in
the EU for the same goods and services.”’® He blamed this difference in markups on America’s
monopoly crisis.

The only problem is Philippon incorrectly defined “markup” as the price of a product minus its
labor costs.® By doing so, he ignored all the other inputs (e.g., capital) firms use to produce
goods and services. These nonlabor inputs must be included as costs. Since he excluded them,
his measurement of markups is meaningless, and his conclusion that markups are rising in the
United States relative to Europe is invalid.

A recent European Central Bank (ECB) study with proper cost metrics disproves that markups are
higher in the United States. Unlike Philippon’s analysis, the study includes capital costs in its
estimation of markups. ECB compared American and European markups in a sample of
industries and concluded that “markups are on average not that different in the Euro area than
in the US.”8!

Further evidence shows that concentration is not the culprit behind price inflation. Data on the
2021 inflation surge confirms that concentration does not cause inflation. Two studies
conducted by ITIF find no relationship between C4 concentration and price inflation in 2021
and 2022.%?

According to these findings, the likelihood of price increases in concentrated businesses is
equivalent to that of price increases in industries with less concentration. Taken together, our
findings suggest that Philippon has an incorrect understanding of market concentration’s effects
on prices in the United States.

Markups are, on average, not significantly different in the Euro area and in the U.S.

Productivity

Comparing GDP per capita statistics, Philippon stated that “the US and Europe are growing at
approximately the same rate.”® This is misleading because per capita growth does not accurately
measure innovation and productivity growth. Changes in the number of hours worked can quickly
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increase GDP per capita without changing productivity. Therefore, labor productivity is a better
measure of growth.

Another problem is Philippon compared U.S. productivity growth to the EU, even though several
EU countries are ex-Soviet bloc countries. Labor productivity has rapidly increased in these
countries because they implemented existing technologies and lifted regulatory barriers to
productivity. Therefore, we must compare the United States to Western European countries that
have had access to similar technologies and free market economies since World War 1.

Figure 17 shows that labor productivity growth has been significantly higher in the United States
than in Europe since 1995. Between 1995 and 2007, the founding nations of the European
Union, the EU-15, saw their productivity growth fall to just 1.4 percent while U.S. productivity
growth rose to 2.6 percent. Today, U.S. workers are 15 percent more productive than EU-15
workers. This amounts to over $11 more output per hour worked.

Figure 17: EU-15 and U.S. labor productivity trends, 1995-2022 (GDP per hour worked, purchasing power
parity)®
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This effect is mainly attributable to Europe’s failure to invest in information and communications
technologies (ICT), which drives labor productivity. 8 From 2013 to 2015, nearly 30 percent of
U.S. productivity growth came from ICT capital, a much greater share than in European nations,
which ranged from 7 to 23 percent. And the picture will likely worsen for Europe in the coming
years, as ICT investment in the EU-15 lagged behind the U.S. rate in 2016 by 35 percent.

Because productivity and innovation go hand in hand, differences in innovation can also explain
Europe’s lackluster productivity performance. Although it is challenging to quantify innovation,
the United States tends to outperform Europe on available metrics. The World Intellectual
Property’s 2022 Global Innovation Index evaluates innovation levels across 132 economies by
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focusing on human capital, institutions, technology, creative output, and business sophistication
criteria.®® Figure 18 shows that the United States came second globally and that no EU country
ranked higher than the United States.

Figure 18: The world’s most innovative countries (100=most innovative)®’
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Figure 19 shows that even though the EU had a significantly larger population in 2018, the
United States had a much higher share of the world’s top 100 innovative companies.® In other
words, the United States should not look to Europe as a model for innovation.

Figure 19: The world’s top 100 innovative companies by country in 2018%°
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Antitrust Policy

Europe can partly blame its poor productivity growth on its stringent big-is-bad antitrust
enforcement. Philippon stated that “weak antitrust” is to blame for poor economic performance
in the United States. Yet, as we have shown, the United States is growing faster than and
outperforming Europe in innovation.®® The opposite is therefore true: Europe’s big-is-bad
antitrust enforcement harms workers and industries.

Scale and Innovation

To innovate, firms incur high fixed costs through investments in new technologies and research.
Small firms with low profit margins cannot make such investments. Although larger firms have a
greater market share, the constant pressure to reinvest revenue and keep up with the pace of
innovation prevents them from earning high profits.%!

In highly innovative industries, greater firm size and concentration lower industry-wide costs.®? A
European study shows that larger high-tech firms could increase technological knowledge better
than smaller ones.?3 In these cases, size does not lead to excessive profit margins.

The economist William Baumol summarized the evidence on firm size and innovation:

Oligopolistic competition among large, high-tech, business firms, with innovation
as a prime competitive weapon, ensures continued innovative activities and, very
plausibly, their growth. In this market form, in which a few giant firms dominate a
particular market, innovation has replaced price as the name of the game in a
number of important industries.®*

When economies of scale or network effects are large, firms must be sufficiently large to be
efficient. If there were 50 car manufacturers in every country, the market would be considerably
less efficient than it is now. This is especially true with global competition because companies
lose out to more-efficient foreign rivals.®® Philippon failed to consider that, in innovative markets,
firms need market power to recoup their large R&D investments.

The Harms of Big-Is-Bad European Antitrust

The Great Reversal concludes, “EU competition policy has become stronger than US competition
policy, and EU citizens are better off for it.”°¢ In reality, the EU is anything but a model for
sound antitrust policy.

Margarethe Vestager, head of the EU’s competition agency, recently vetoed a merger of two
leading European firms: rail companies Alstom and Siemens. The two companies agreed to
merge their rail assets to create a combined firm that would have had a greater ability to
compete against the world-leading Chinese state-owned rail company, Chinese Railway
Construction Corporation (CRCC). But Vestager rejected the merger, declaring, “We can’t build
those champions by undermining competition.”®” In other words, Vestager says that the EU will
prevent any firm from merging if the combination has the slightest risk of harming EU
consumers, even if such a stance massively hurts EU workers in the long run. As local industries
fail to compete with low-cost foreign substitutes, political pressure will mount on EU
policymakers to turn to protectionism.

Because size is tied to higher productivity, rail is one of many European industries that need
consolidation. Researchers have highlighted other European industries, such as banking, airlines,
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and technology, that would benefit from consolidation.®® However, if European antitrust
authorities continue to work on the principle that big is bad, these industries will struggle to
compete with foreign rivals. The EU will continue to be less attractive to innovative companies,
which will result in a wider productivity gap with the United States.

The adoption of antitrust policies similar to those in Europe would have devastating effects on
the economy of the United States. According to U.S. firm data, the four largest firms in any
industry have an average of 37 percent higher productivity and 17 percent higher wages for
production workers.% If the United States had the same firm-size distribution as Europe (which
has more small firms), then the average annual household income in the United States would be
$5,200 lower. To summarize, adopting a firm-size structure in the United States that is
comparable to that of Europe would be detrimental to the economy rather than favorable.

CONCLUSION

Antitrust populists have long argued that the United States should aspire to Europe’s small
business structure. While advocates for a more European approach to antitrust assert that their
proposals would improve economic conditions in the United States, economic evidence suggests
otherwise.

American productivity has long been superior to that of Western European countries, and the gap
between the two is widening rather than narrowing. And that productivity gap may be due to
America’s tolerance for big corporations. As we have shown, increased market concentration is
associated with increased levels of productivity, investment, and innovation.

This report debunks the assumption that U.S. antitrust enforcement has been lax or that revising
antitrust legislation will in some way solve all the problems facing the U.S. economy. Markups
are comparable in Europe and the United States, disproving the idea that the United States is
experiencing a monopoly problem.

A strategy similar to that of the EU carries with it the possibility of stifling innovation and
reducing productivity. If efficient networks and superior goods are penalized rather than
rewarded, economic growth will slow. When enforcers politicize antitrust, as in the EU, it ceases
to be a useful instrument for addressing actual economic harms to consumers.

Conducting a thorough economic assessment of the market in question is the one and only way
to determine whether the degree of concentration in a market has reached a point where it is
potentially harmful. Therefore, antitrust enforcers need to carefully analyze the merits of each
case. A theory that arbitrarily discriminates against large enterprises, such as the one
championed by the European Commission, is detrimental to the interests of consumers and to
the advancement of innovation that drives economic development.
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