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UnBUNDLING IBM

Antitrust and the Incentives to Innovation

in American Computing

Steven W. Usselman

Few American corporations of the twentieth century achieved greater notoriety
than International Business Machines (IBM). Under the sustained leadership
of Thomas J. Watson and his son Tom, IBM rose from a modest-sized supplier
of punched-card accounting equipment in the 1910s to become the world’s dom-
inant supplier of electronic computers, the glamour product of the American
Century. When the younger Watson relinquished the helm in 1971, IBM had
the highest market capitalization of any American company.' Foreign govern-
ments strained to create their own champions capable of matching the Ameri-
can giant, while vanquished competitors such as General Electric and RCA left
the computer market to Big Blue.? As further advances in hardware and pro-
gramming drove computing down in price and size and brought it into a much
wider realm of applications, IBM retained a powerful presence in virtually every
segment of the broadening market. Its revenue and stock values soared ever
higher for another two decades, until the early 19gos, when competitors from
Asia and the West Coast seized the initiative and plunged IBM into the sort of
crisis that had periodically plagued companies such as Ford.’

As IBM navigated a course through the startling technological transforma-
tions that have characterized modern information technology, it persistently
faced a challenge that did not loom quite so large at Ford and some of the other
firms studied in this volume: the threat of antitrust prosecution. In 1936, just
months after IBM secured a major contract from the new Social Security
Administration that would help make its punched-card equipment a ubiquitous
feature of private and public bureaucracies, the Department of Justice won an
antitrust suit against the company. As IBM vaulted to leadership in electronic
computing during the early 1950s, Justice launched another investigation, which
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culminated in 1956 with a comprehensive consent decree.* A decade later, with
IBM still in the throes of executing the massive System/360 project that
replaced its entire product line with machines built from solid state compo-
nents manufactured in its own plants, Justice intervened once more. The result-
ant suit, one of the most significant in the annals of antitrust, lasted from early
1969 to 1982.” By the time a judge dismissed the suit as “without merit,” IBM
had successfully launched its widely heralded PC. Even when the firm’s for-
tunes later turned sharply downward, antitrust remained a significant element
in its strategic thinking. During the mid-1990s, IBM provided vital testimony
on behalf of the Justice Department in its case against Microsoft, the company
that had displaced Big Blue atop the industry. Meanwhile, IBM renegotiated
its own agreement with government, which agreed to remove key provisions
from the consent decree that had governed IBM’s behavior since 1956.

The ongoing engagement between IBM and the Department of Justice bore
many marks of an epic struggle between rival combatants. Antitrust is an inher-
ently adversarial process. The elder Watson had once gone to jail for antitrust
violations while employed at NCR. He brooked no compromise with the
Department of Justice and castigated his son for negotiating a consent decree.
The younger Watson implied in his memoirs that the stress of countering the
suit launched in 1969 and several accompanying private antitrust actions con-
tributed to the heart attack that forced his early retirement as CEO.® IBM spent
a small fortune defending itself against these claims, as legions of lawyers and
economists on both sides devoted years of their professional lives to the cases.

For all the persistent combativeness, however, relations between IBM and the
Department of Justice never devolved into a simple doctrinaire feud between
habitual adversaries. Government and corporation did not wage some sort of
grand battle over the virtues of laissez-faire. The disputes and their resolutions
turned upon more nuanced considerations. At root, they involved complex ques-
tions regarding the ways in which market structure and firm organization shaped
incentives and promoted or impeded technological change. The antitrust cases
involving IBM essentially provided a forum in which lawyers, economists, and
other experts actively worked through the issues that animate this book. The exer-
cise was, of course, far from academic. The immediate economic stakes were
large. Yet the cases also served as an extended learning experience —a sustained
laboratory experiment, in a sense —through which a large community of partic-
ipants and observers came better to understand the nature of innovation and the
role of the large firm in the innovative process.

At issue, from the first dispute of the 1930s through the Microsoft case, was
a fundamental set of business practices that the elder Watson had instilled
upon his arrival at IBM in 1914.” Those practices were aimed at providing com-
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prehensive services obtained from tightly integrated systems. At the heart of 251
these systems stood a proprietary technology, known as the accounting machine
in the electromechanical age and later as the central processing unit (or CPU)
during the computer era. Attached to it were an array of peripheral devices,
including readers to input stored data and printers to present results in various
forms. The separate components in an installation were linked through distinc-
tive means— by punched cards of unique format in the electromechanical era,
and later by exclusive inputoutput channels and software programs known as
operating systems—over which IBM also retained close proprietary control. The
precise mix of devices varied from customer to customer, as IBM representatives
in the field worked to tailor each system to the needs of the particular client. IBM
technicians visited these sites regularly, in some cases maintaining a virtually con-
stant presence, in order to keep the equipment running and to devise further uses
for it. This package of equipment and services came at a single comprehensive
price, unique to each installation. For many decades, such prices were expressed
strictly in terms of a monthly rental charge, as IBM in all cases retained owner-
ship of the equipment and leased it to customers. The practice remained com-
mon even after the 1956 consent decree required IBM to sell as well as lease its
products.

Antitrust proceedings against IBM aimed at breaking apart this integrated
approach to conducting its business. Both government and private litigators
sought to compel IBM to separate the various components of its bundled prod-
ucts and services, to make each available independently from the others, and
to set distinct prices for each of them. Though the specific remedies varied from
case to case, as technology changed and antitrust doctrine evolved, this was the
persistent objective. IBM’s adversaries in the antitrust arena looked to “unbun-
dle” the components and services that made up the integrated systems. They
sought to establish clearly defined targets of modest scope at which competitors
could take aim. Their objectives paralleled precisely those pursued more
recently by government prosecutors, and by IBM itself, when they attempted to
force software giant Microsoft to draw clear boundaries between its operating
systems and applications software.®

In pursuing this course, government grappled with problems that were quite
familiar to IBM itself. Managers such as the younger Watson worried incessantly
about how to establish accountability and to foster incentives to innovate within
sprawling yet highly integrated operations. To this end, they reorganized IBM
with astounding frequency, redrawing its internal boundaries in ways that
realigned incentives. The wisdom of bundling various products and services
recurrently came under close scrutiny. Managers, like government officials,
struggled continually to assess trade-offs between standardization and product

e



Usselman.gxd:Usselman.gxd 10/9/08 4:47 PM$aqe 252

STEVEN W. USSELMAN

252

differentiation. Both groups worried about whether research should be coupled
tightly to specific product development efforts or whether researchers should
be given broad leeway to pursue innovation and then license their results widely.

It would be a gross distortion, of course, to characterize IBM management
and antitrust officials as working in partnership. IBM certainly would have pre-
ferred to operate without such oversight, to be left free to redraw its boundaries
as it saw fit. The company fought hard to retain such autonomy. Yet at many
points in the process, government and the firm actually moved in symphony. At
times, government pushed IBM in directions its management hoped to go. The
company’s enduring record of success resulted in no small measure from its abil-
ity to recognize the commonalities and to engage the process constructively.

ANTITRUST DOCTRINE THROUGH MID-CENTURY

IBM began its long engagement with antitrust in the mid-1930s, at a time when
its fortunes otherwise ran high. Though rental income dipped slightly follow-
ing the Crash of 1929, business demand for punched-card equipment soon sta-
bilized, as firms secking paths to recovery frequently revamped their accounting
procedures. New government programs mandating standard reporting of data
further stimulated demand. A federal contract to manage information for the
new Social Security Administration, secured in 1935, soon accounted for a sig-
nificant portion of IBM’s rising revenues. Watson’s profit-sharing agreement
made him the nation’s highest paid business executive.” Such conspicuous-
ness attracted scrutiny. The Department of Justice took IBM to court in May
1936. Sixteen days later, a panel of justices returned a resounding verdict against
the company.'’

The central issue in this case involved IBM’s practice of requiring customers
who leased its machines to purchase punched cards from IBM. Government
prosecutors complained that the provision constituted an illegal “tie” that
enabled IBM to earn inordinately large returns from sales of cards to customers
who were effectively held captive by the lease agreements. To support their
claim, prosecutors noted that the federal government itself, when contracting
with IBM for services associated with Social Security and other programs, had
secured a special agreement under which it could manufacture its own cards
in the standard IBM format. Lawyers for IBM countered that the company
must maintain control over cards in order to ensure quality, thereby keeping
its leased machines in good working order and preserving its reputation for reli-
able performance. The government production facility, defense attorneys sug-
gested, would utilize manufacturing equipment supplied by IBM and operate
under the watchful eye of its technicians. Paper for the cards would come from
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suppliers approved by IBM. A skeptical court, noting that government had 253
agreed to pay substantially higher rental charges in order to gain the privilege

of producing its own cards, shrugged away the arguments about quality con-

trol. IBM could achieve the same end, judges asserted, by publishing techni-

cal standards for cards. The court ordered IBM to drop the card purchase
requirement and compelled the firm to assist alternative suppliers of cards in

starting production facilities that would compete with IBM’s."!

In taking these steps, the court drew upon economic reasoning that had long
informed antitrust law. Advocates of antitrust activity had persistently tried to
restrict firms from leveraging their monopoly control of patented technologies
by tying additional products and services to those patented techniques. Con-
cerns about such practices extended back to the very origins of the Sherman
Act in the late nineteenth century, when public resentment toward patent
monopolists such as the Bell telephone interests ran strong.'” When Congress
revised the antitrust statutes in 1914 with passage of the Clayton Act, Section 3
expressly condemned tying contracts requiring consumers to acquire one prod-
uct or service with the purchase or lease of another."> Conspicuous cases
involving the motion picture industry and the United Shoe Machinery Com-
pany gave the measure teeth.'* A supplier such as United Shoe might legally
assemble a portfolio of patented machines, the Supreme Court ruled, but it
could not prevent lessees of one machine from utilizing others supplied by
competitors. Each product must stand on its own merits. Judges cited the case
liberally in reaching their quick judgment against IBM. Beyond its immediate
potential effects on revenues, which in some recent lean years had come largely
from cards, the ruling thus put IBM on guard about its essential business strat-
egy of marketing integrated systems."’

Although the judgment against IBM drew upon established precedent, it came
at a time when questions about patent monopolies had acquired new prominence.
Corporate research facilities at firms such as Du Pont, General Electric, and
AT&T had assembled large patent portfolios during the 1920s and early 1930s.
In some instances, these firms had entered into controversial patent pooling
agreements, through which they shared rights to patents covering such con-
spicuous consumer technologies as paints, gasoline additives, electric light, and
radio. Always suspect, these pooling arrangements came under increasing scru-
tiny during the long Depression decade. Farly in the Depression, most discus-
sion of technology focused on the possibility that investment in industrial
technology had generated oversupply and unemployment. Such thinking ulti-
mately fed into Keynesian economics, with its emphasis on macroeconomics and
stimulation of demand through fiscal policies. By the mid-1930s, however, a sub-
stantial contingent of economic observers had come to consider the possibility
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that the real failure of capitalism lay with its inability to generate sufficient inno-
vation and foster new areas of enterprise. The corporate patent pools came
under attack for allegedly suppressing innovation by clogging the paths of inde-
pendent inventors who might pursue more radical change.

As the Depression persisted, this line of reasoning gained influential
footholds within Congress and the Roosevelt administration. Pressured by Con-
gress, the Federal Communications Commission (FCC) conducted a promi-
nent inquiry into the pooling of patents pertaining to radio. At the Department
of Justice, FDR appointee Thurman Arnold deployed the tools of antitrust
against the patent pools. Arnold lent his support to the radio investigations,
spurring an ultimately successful private antitrust action by upstart Zenith, and
pursued a highly visible case against petroleum and chemical interests who
had pooled patents to form the Ethyl Corporation.'® In December 1938, Arnold
secured another platform when he joined the Temporary National Fconomic
Committee (INEC). Convened jointly by the Roosevelt administration and
Congress and commonly referred to as the Monopoly Committee, this group
immediately cast its investigative eye on the patent pools, which FDR had
expressly identified as one of three principal areas of concern.!”

Patent pools drew such ire in part because they seemingly provided a ready
subterfuge for cartel behavior. By artificially adjusting prices for shared intel-
lectual property rights, skeptics argued, parties to these agreements effectively
fixed prices for final goods and services. Such suspicions enjoyed widespread
currency in the economics profession of the 1930s, much of which fully em-
braced antitrust as an appropriate remedy for horizontal alliances aimed at price-
fixing."® Those looking to limit such opportunities for subterfuge often pushed
for reforms that would curb the numbers of patents granted. Growing numbers
of observers also embraced the idea of requiring patent holders to license their
patents to anyone willing to pay a reasonable fee. Mandatory licensing, which
various parties had proposed since the late nineteenth century, became a cen-
tral objective of Armold and his reinvigorated antitrust initiative."”

Calls for patent reform and mandatory licensing met with intense resistance
from many quarters. Corporate research directors such as Frank Jewett of Bell
Labs fought mandatory licensing at every turn. Jewett and many others
defended strong patent rights as an essential component of the dynamic, inno-
vation-based competition that economists such as Joseph Schumpeter heralded
as the essence of modern economic life. In his Capitalism, Socialism and
Democracy, Schumpeter dismissed antitrust as irrelevant, because it focused
not on emergent new industries but on static competition in highly developed
markets for stable goods. In tempering the effects of price competition in estab-
lished markets, antitrust simply forestalled the day when firms faced the crises
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that might stimulate transformative innovative activity. Companies would take 255
such bold steps, moreover, only if assured the prospect of recouping monop-
oly profits for some time after expending their effort and investment on inno-
vation. Growth occurred through the ongoing struggle to derive monopoly
returns from the creation of distinctive assets providing at least temporary bar-
riers to entry. Patents offered an essential means of establishing such barriers.”’

Even many advocates of dynamic competition, however, harbored doubts
about whether the patent system functioned in quite such benign fashion in a
world increasingly populated by highly organized research institutions. The
brilliant young economist Alfred Kahn, who would later become a prominent
figure in the campaign for government deregulation, wrote an influential essay
in 1940 portraying the corporate patent pools as necessary evils forced upon
innovative corporations by an anachronistic patent system. In assigning rights
so indiscriminately to every little improvement, the patent system clogged the
modern mechanisms of technical advance, which relied upon a broad-based
cooperative effort conducted by organized research laboratories operated by
firms, universities, and government. Companies looking to commercialize par-
ticular improvements derived from the collective effort simply must pool their
patents, Kahn argued, or risk having their creations blocked by others claim-
ing patent infringement. Convinced that the barriers erected by the patent sys-
tem thus worked against innovation, Kahn called for sweeping reform of the
patent system. Failing that, he embraced antitrust as a means of ferreting out
those who abused patents and impeded technical change.”!

Similar strains of ambivalence came from no less a figure than Vannevar
Bush, the former dean of engineering at MI'T, who came to Washington in
1939 to head the Carnegie Institution and direct FDR’s wartime science pol-
icy.”? Like Kahn, Bush stressed that technological innovation had necessarily
taken on an increasingly collaborative character. Corporate laboratories had
emerged in response to the changing nature of the innovative process, and they
were now indispensable to it. But Bush, who had seen some of his own early
inventions absorbed into the corporate morass, also insisted that small firms
and entrepreneurs must always remain vital to the process as well. So too must
the large cohort of independent scientists and engineers working in American
universities.

As Bush orchestrated the federal government’s massive wartime investment
in research and development and contemplated the shape federal support for
science and technology should take after the war, the issue of who should take
ownership of the fruits of collaborative research grew ever more prominent. A
1945 report issued by Roosevelt’s National Patent Planning Commission, which
included famed research director Charles Kettering of General Motors and
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president Owen Young of General Electric, managed to squelch the TNEC
proposal for mandatory licensing but failed to suppress the idea entirely.?’
When Bush pressed Congress to create a permanent National Science Foun-
dation, skeptics wondered who would own rights to patents generated through
its activities. Firmly committed to private enterprise, whether large or small,
Bush successfully resisted proposals that government itself should retain rights
to such patents.”* In securing this triumph, however, he may well have lent fur-
ther momentum to the cause of compulsory licensing of corporate patents,
because the laboratories generating those patents might now be perceived as
having benefited substantially from public funds. Massive spending by Cold
War defense agencies, much of which also flowed to corporate research pro-
grams, only reinforced the perception.

A decade after the first antitrust ruling against IBM, the idea of using
antitrust law to curb patent rights thus steadily gained momentum. As efforts
to reform the patent system languished, a spate of developments in antitrust
law filled the void. In a major case launched during the war, the Supreme
Court in 1947 embraced DOJ reasoning that effectively established a clear per
se rule banning ties involving patented technologies.”” Other cases sought to
fix universal principles establishing that dominant firms necessarily abused
their market power when they deployed certain types of leveraging tactics.”® A
new suit against United Shoe, ultimately resolved in the DOJ’s favor in 1953,
banned the firm from bundling free service with leases for its patented equip-
ment.”” In 1950, Congress weighed in with the Celler-Kefauver Act, which
severely constrained the freedom of dominant firms to acquire others.

Bolstered by what observers came to refer to as the New Sherman Era,
Thurman Arnold and his allies at the Justice Department began to negotiate
consent decrees requiring some of the most prominent firms in the United
States to license their patents. One of the first and perhaps the most famous of
these actions involved AT&T and Bell Laboratories. Launched in January 1949
and culminating with a consent decree signed seven years later, this suit
marked a fateful turn in the ongoing controversies that had swirled around the
telephone monopolist since its founding three quarters of a century before. The
Labs would now function as something like a public resource, providing the
fruits of science and technology at minimal cost in exchange for AT&T' con-
tinuing to enjoy a virtual monopoly in telephone services.” Serendipitously,
the onset of the investigation coincided almost precisely with Bell Labs’s
announcement of its revolutionary new electronic component, the transistor.
As a good faith gesture, AT&T agreed to make the transistor and other solid
state technologies available to anyone willing to pay a $25,000 license fee, years
before the final consent decree imposed mandatory licensing of all patents
emerging from the Labs.”’
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THE TRANSITION TO ELECTRONIC COMPUTING 257
This stream of developments in antitrust law had a profound impact on IBM.
Like so many other institutions in the United States, IBM had been trans-
formed by World War II. Demand for its traditional products soared, as the mil-
itary draft, weapons procurement contracts, and a greatly expanded income tax
system all generated record-keeping requirements of staggering proportions.*
Annual net income grew nearly threefold over the course of the war, topping
$36 million in 1945, when the value of IBM’s installed base of rental equip-
ment reached more than $115 million.”" Confident that customers had grown
accustomed to IBM equipment and would soon find additional uses for these
systems, Watson authorized design of a new generation of accounting devices
utilizing a punched card of larger format.

The war and its aftermath left IBM in healthy financial condition, but they
also presented the firm with a new set of challenges. Wartime projects had rap-
idly pushed back the frontiers of advanced calculating among scientists and
engineers. Several projects utilized state-of-the-art electronic and magnetic
devices to store and manipulate arithmetical information in novel ways. Such
developments held obvious implications for IBM. Anyone doubting this
needed only to follow the well-publicized exploits of J. Prespert Eckert and
John Mauchly, the University of Pennsylvania professors who had headed the
effort to create the Electronic Numerical Integrator and Calculator (known as
ENIAC) used to calculate ordnance tables. Shortly after the war, the two
resigned their university posts and boldly announced that they would sell a
revised version of ENIAC for use in the business world. They targeted major
banks and insurance companies, long some of IBM’s most prestigious and
lucrative accounts.”

The handful of electronics engineers employed by IBM, most of whom had
temporarily left the firm for wartime defense assignments, operated in the shad-
ows of a research and manufacturing culture in which a mechanical engi-
neering ethos held sway. They returned to IBM humbled by their limited
understanding of electronics and daunted by its vast potential. Their wonder
and discomfort only grew when Bell Labs announced in 1947 its discovery of
the solid state transistor, a device which promised to substitute for the expen-
sive and troublesome vacuum tubes that constituted the backbone of most elec-
tronic circuits.”

Although electronics certainly posed a formidable challenge that IBM could
not long ignore, the rapidly emerging technology did not plunge the company
into immediate crisis. IBM was not facing the sort of emergency that con-
fronted the Ford Motor Company during its postwar reconversion to civilian
production or the oil shocks of the 1970s.** Advanced electronic calculating
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presented an opportunity for growth in an emergent market of scientists and
engineers.”” Outside this niche, in realms where performance was judged across
a broader range of criteria than mere calculating speed, electronics still had a
great deal to prove. Eckert and Mauchly would need to achieve considerable
economies in order to make a machine developed under the largesse of a mili-
tary contract pay dividends in the commercial marketplace. Neither Eckert and
Mauchly nor anyone else engaged in the field of advanced calculation, except
IBM, possessed the established capabilities in manufacturing and service nec-
essary to accomplish that sort of refinement. Those competitors, moreover, faced
just as daunting a challenge as IBM in trying to stay abreast of further develop-
ments in electronics.*®

As IBM plotted its course into the world of electronics, the firm thus found
itself in a curious position. Seizing the new opportunity within the scientific
and engineering market called for highly entrepreneurial activities of a sort often
associated with small startup organizations. Thomas Watson turned the task over
to his eldest son, an unseasoned executive who had just returned from military
service and was looking to gain additional managerial experience.’” Yet IBM
was not a small entrepreneurial firm. In its established realm of punched-card
data processing, IBM operated as a dominant firm whose presence had grown
ever more prominent, despite efforts to tame it through antitrust.

As much as the younger Watson might have wished to pursue electronics
and scientific calculation free of antitrust concerns, in open competition with
startup firms such as Eckert-Mauchly and Engineering Research Associates,
such a course was effectively foreclosed to him. IBM’s increasingly dominant
position in the commercial sector made it highly vulnerable to the new
antitrust regime. The company soon discovered, moreover, that it could not so
readily insulate its entrepreneurial activities from its established commercial
activities. Over the long run, both old and new equipment were destined to
share a common technical underpinning in electronics. Lessons learned on
the entreprenecurial side might well make their way into the established com-
mercial line. That certainly was young Tom Watson’s fervent hope. Along the
way, those entrepreneurial activities in turn drew considerable strength from
business practices developed on the commercial side. Developed routines in
areas such as manufacturing, customer service, and field engineering provided
vital assistance that often gave IBM a crucial advantage over its rivals in emer-
gent markets.”®

This convergence might have unfolded quite gradually, over the course of
a decade or longer, if not for the bold aggressiveness of Eckert and Mauchly.
In late 1947, the upstarts secured a design contract from Prudential Insurance,
one of IBM’s largest customers and also its sole lender. Two years later, Pru-
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dential contracted with Eckert-Mauchly for an electronic computer utilizing 259
data inputted from magnetic tape. Use of tape for data storage threatened to

displace the bays of punched cards that had long kept customers such as Pru-

dential so dependent upon IBM.*

As a galvanized IBM scrambled to plot a response, its management received
a sharp lesson about how antitrust would shape its freedom of action. Fckert-
Mauchly, despite securing support from Prudential, still found itself woefully
short of funds necessary to carry out its contracts. Its founders actively sought
a more experienced suitor with ready access to capital. Tom Watson met with
the inventors to discuss a buyout, but he soon abandoned the idea after con-
sulting with lawyers at IBM and the Justice Department.*’ At the time, Con-
gress was about to pass the Celler-Kefauver Antimerger Act, which severely
curbed acquisitions by firms with large market shares.*' Rebuffed by Watson,
Fckert-Mauchly turned instead to Remington Rand, IBM’s longtime chief
competitor in the commercial data processing sector. The Justice Department
gave its imprimatur to that merger and also permitted Remington Rand to
acquire Engineering Research Associates, a startup company that had provided
IBM with some of its stiffest competition in the market for scientific and engi-
neering computing.*

These steps by its major competitor and by the Department of Justice sent
clear notice to IBM that electronic calculating and computing fell within the
broader orbit of its established business activities. Yet in so doing, they ironi-
cally reinforced the very message Tom Watson himself was struggling to prom-
ulgate within IBM. Frustrated with slow progress in electronics, Watson in 1949
had pledged to the IBM salesforce that within a decade all IBM products
would be built exclusively from electronic components. In cutting IBM off
from the option of acquiring expertise in electronics in wholesale fashion
through merger, while allowing its principal competitor to exercise that option
at will, Justice also lent further urgency to the younger Watson’s insistence that
IBM must reorient its own internal research and development efforts around
the new technology of digital electronics. At the dawn of the electronics age,
government pushed IBM in directions in which it was itself straining to move.

As the younger Watson orchestrated IBM’s transition into the new era under
the ground rules established by Justice, he and his colleagues found they could
draw on a variety of outside sources of expertise through means other than out-
right merger. At the earliest opportunity, for instance, IBM sent personnel to sem-
inars in solid state electronics offered at minimal charge by AT&T under terms
of its consent decree.* It hired skilled personnel from RCA and other electron-
ics companies who also benefited from knowledge promulgated by Bell Labs.*
Later in the decade, as new startups gained the upper hand in semiconductor
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production, IBM entered a critically important joint agreement with Texas
Instruments. By guaranteeing 'T'1 large purchases of electronic components and
providing it with technical assistance in circuit assembly technology, IBM
obtained expertise in silicon devices that proved vital to the System/360 line
of computers introduced in the mid-1960s.*

Another avenue open to IBM was defense contracting. Watson turned
aggressively in that direction during the early 1950s, as defense spending surged
with the escalating arms race and the onset of conventional military action in
Korea. Spillovers from these projects occurred more slowly than Watson had
imagined, however, and in some cases left IBM embroiled in expensive patent
disputes with fellow contractors.” More modest development projects, funded
internally and aimed at established markets, often generated surprisingly robust
returns. These successes drew extensively upon skills and business practices
that antedated the rise of electronics. The ability to mobilize and coordinate a
broad range of ongoing activities, including systems assembly, maintenance,
and custom programming at the site of customers, loomed large. Such com-
petencies, perfectly suited to the vaunted salesforce the elder Watson had
always considered the heart of IBM, were useful even in the rarified realm of
military contracting. IBM secured such contracts in large measure because it
knew how to close a deal and keep a customer satisfied.*’

As with the Social Security contract in the 1930s, success in winning govern-
ment business apparently came at a price in the antitrust arena. The advantages
IBM derived from its established business practices generated complaints from
its competitors and scrutiny from the Department of Justice. In January 1952, the
guillotine fell. The Department of Justice filed suit. While publicly vowing to
fight the claim, the younger Watson negotiated with Justice, over the strenuous
objections of his father.* When the Supreme Court ruled against United Shoe
in 1953, in a case which again had close parallels to that against IBM, govern-
ment clearly held the upper hand. In 1956, the same year his father died, Tom
Watson entered into a formal consent decree with the Department of Justice.™

GOING IT ALONE: THE 1956 CONSENT DECREE
AND THE BIRTH OF SYSTEM/36O

The 1956 decree bore marks from virtually every arrow in the antitrust quiver.
Revisiting the principal matter from the 1936 case, it called for IBM to take
concrete steps to ensure that competitive card manufacturers entered the field,
so that IBM would have less than 5o percent of the market for cards. New
clauses took direct aim at IBM’s core business practices. IBM agreed to sell as
well as lease its products and to set distinct prices for the various devices and
routine services, such as regular maintenance, that constituted its integrated
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systems installations. All of this paralleled the latest ruling against United Shoe. 261
In an added wrinkle, IBM would be required to set up an independent service

bureau, not for the purpose of maintaining its machines but to develop and

market data processing applications using IBM equipment. The clause estab-

lishing the service bureau marked an early effort to separate hardware from
software, before the latter had come fully into the consciousness of either IBM

or its customers.”” Last but not least, IBM also agreed to license its proprietary
technologies for reasonable fees, while paying rival Remington Rand substan-

tial licensing fees for its patents.

Although many of its details were new, the 1956 consent decree reflected the
persistent concern that had informed discussions of antitrust, patents, and inno-
vation during the previous half century or more. Every element of the decree
sought to isolate the various technical components that made up an account-
ing or data processing system, to force IBM to make each stand on its own mer-
its and to give competitors clear targets at which to focus their own efforts. The
clause regarding licensing of technology pushed this vision further up the inno-
vative pathway. Competition would not occur merely at the machine level; it
would at least to some degree involve individual components and processes that
went into the machines themselves. Stipulations regarding maintenance charges
and the service bureau would impose the same philosophy but work in the
opposite direction, toward applications in the field at customer installations.
The unifying goal of government was to draw clear boundaries among the var-
ious machines and activities that together composed an integrated data pro-
cessing operation.

In placing such emphasis upon boundary-making, antitrust activity once
again mirrored to considerable degree concerns that already occupied Tom
Watson himself. At the time he consented to the decree, Watson was struggling
to reorganize IBM’s internal operations. In 1956, he broke the firm into divi-
sions responsible for various products. Three years later, he dramatically reshuf-
fled those divisions, added a new one responsible for developing advanced
systems applications, and created a new level of “group executive” responsible
for certain clusters of products.’ In the interim, IBM announced the creation
of its first central research facility.”? Early in 1961, the firm added a Compo-
nents Division. Distinct from Research, it would supply basic electronic cir-
cuits for all IBM machines produced by the various product divisions.” Those
product divisions, throughout all the reshuffling, shared a common sales organ-
ization that stretched across the entire firm.

This incessant organizational churning reflected IBM’s ongoing concern
about how best to stimulate technological learning and product innovation.
Watson and others within IBM worried that a project-based approach, in which
contractors essentially funded learning and innovation through purchase of
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state-of-the-art systems, had not yielded the widespread benefits they desired.
Three years into the initial reorganization, the division responsible for these
high-end projects had absorbed some 7o percent of IBM’s engineering
resources, while generating just 30 percent of its revenue.’* Those projects,
moreover, contributed little innovation of obvious utility to the divisions that
earned the lion’s share of revenue by providing serviceable computer systems
to the broad business and educational markets. Neither branch of IBM, more-
over, appeared willing to undertake dramatic forays into advanced solid state
technology that Watson and many other observers considered essential to sus-
taining leadership in computing.”

At root, these matters involved nagging questions about incentives and
accountability. Stand-alone product development projects, aimed at a partic-
ular segment of the commercial market, offered a high degree of accountabil-
ity. But by targeting limited markets, such projects generated little incentive
(or resources) to take bold steps at innovation. High-end projects focused on
enhanced technical performance, in contrast, tended to lack economic disci-
pline and ultimate accountability. Susceptible to large cost overruns, they rode
off of the faith that they would generate useful spinoffs.

One solution to this dilemma was to create a centralized research function,
independent of any particular product development effort, with a clear man-
date to generate bold but useful innovation that divisions could draw upon
when developing new products. But how, under such an arrangement, could
IBM maintain accountability within either the centralized research facility or
the product programs that drew upon it? What would keep some product pro-
grams from acting as free riders, collecting the fruits of the centralized effort
without shouldering their fair share of the cost? And what would keep central-
ized research from going off in directions that favored one division over
another, or even worse, none at all?

Such questions tormented Watson and IBM during the late 1950s and early
1960s. Announcing the 1959 reorganization, Watson described the prevailing
practice as “management according to who shouts the loudest.”*® He hoped
the new organizational arrangements would create a less capricious mecha-
nism. Within a year, however, such issues again reached a crescendo as IBM
contemplated creating its Components Division.”” Some managers complained
vigorously that requiring divisions to obtain essential electronic building blocks
from a common internal source would undermine their autonomy and with it
their accountability. For a time, top management seriously entertained the idea
of having the new components division sell its products in the open market.
Outside sales, in addition to building volumes and spreading capital costs,
would provide a check on the division’s performance and establish a value for
its offerings.
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At this point, antitrust considerations appear to have substantially influenced 263
Watson’s course of action. If IBM chose to sell components on the open mar-
ket, Watson and his management team realized, it must under terms of the
consent decree agree to license the techniques involved in component pro-
duction to outside parties. Components would, like peripheral devices, become
susceptible to direct competition from outside providers. Such licensing ran
directly against the purposes of IBM’s backward integration into components
production, through which IBM aimed to recapture the initiative from Texas
Instruments and other electronics firms as technological change forced a con-
vergence between components production and systems design. If IBM wished
to integrate backward, then, it must do so definitively and develop close ties
between its new capabilities in components and its production of “boxes” such
as central processors. It could not go halfway. In the end, Watson authorized
the Components Division without fully resolving the issues of accountability.”®

The tension over components was a particularly dramatic example of a
more general phenomenon. In creating divisions charged with producing sys-
tems for different segments of the market for computing, IBM ran consider-
able risk of duplicating its engineering efforts. This possibility existed not only
with regard to basic electronic components but also in other areas such as
inputoutput devices and applications programming. In these realms, too, IBM
felt mounting incentives to concentrate its resources upon common products
that might be used across a range of systems. In addition to reducing develop-
ment and manufacturing costs, standardization in these areas might generate
significant economies in sales and service.

The lure of standardization ultimately prompted IBM to embark on devel-
opment of a comprehensive new product line. Eventually known as Sys-
tem/300, it featured a series of central processing units built from common
components. These processors would possess “compatibility,” by which IBM
meant that they could run common applications programs, with higher-per-
formance machines executing the routines faster. To every extent possible,
these systems would utilize common input-output devices such as card read-
ers, disc and tape drives, terminals, and printers. Though they were initially
slated to appear over the course of some eighteen to twenty-four months, IBM
ultimately introduced most of the line at a single blockbuster announcement
in April 1964.”

THE COMPLEX LEGACY OF SYSTEM /360

System/360 has been widely heralded as one of the boldest and most successful
strategic initiatives in the annals of American business.”” Many observers have
echoed a famous contemporary article from Fortune magazine, which dubbed
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ita “$5 billion gamble” because IBM had “bet the company” on a single prod-
uct.®! With System/360 leading the way, IBM’s revenue and profits jumped to
new heights. In 1969, worldwide revenues topped $7 billion and generated net
income of nearly $2 billion, double the levels of 1965.” In its wake, foreign gov-
ernments in Europe and Asia scrambled to create firms that could imitate IBM’s
success.”

In the eyes of some influential observers within IBM itself, however, System/360
was hardly an unmitigated triumph. The announcement plunged the firm into a
state of crisis. Delays at facilities responsible for component production and cir-
cuit assembly created a massive scheduling problem with ramifications across the
entire line. Programmers missed deadlines and accumulated alarming cost over-
runs as they struggled to achieve the promised compatibility while also scrambling
to accommodate new applications such as time-sharing, which the salesforce had
promised to dissatisfied customers. By early 1966, Watson had placed the entire
program in the hands of an emergency management team. Headed by future
CEOs Frank Cary and John Opel, this small group of executives imposed order
over existing operations while also contemplating the lessons for the future. Its
basic recommendation was neatly captured in the mantra, “Never Again.”®*

Criticism of System/360 went beyond the immediate difficulties of deliver-
ing products to market. Skeptics such as Cary and Opel also questioned the
strategy System/360 embodied. Architects of that strategy had tried to address
multiple concerns in one fell swoop. By relentlessly pursuing modularity in
hardware and compatibility in software, they sought to gain the economies of
Fordist mass production, without turning the computer industry into strictly a
commodity business. IBM would continue to provide distinctive systems to
each customer, only now, those systems would be assembled from common
building blocks and would run common programs. By imposing this change
across the entire line and building large volumes, IBM would be able to con-
centrate its resources and take a leap forward technologically, while also estab-
lishing a new hegemonic design. Customers would make a wholesale transition
to the new system in order to gain the substantial advantages of the techno-
logical leap. Once having done so, customers would remain captive to Sys-
tem/360, as its modularity and compatibility enabled them to add computing
capability more readily and cheaply than through any other alternative.”

Holes in the strategy came to light almost as soon as IBM announced the
new line.® Customers at the lower end of the performance spectrum looked
for incremental improvement rather than the clean break IBM had desired.
They pressured IBM to offer an emulator program that would make System/360
compatible with previous generations of equipment, including machines
recently introduced by major competitors. Meanwhile, users at the higher end
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complained that System/360 failed to meet their needs. Rival Control Data 265
Corporation (CDC) won prestigious contracts for a new top-of-line computer

for use in advanced scientific applications.®” Another gap in the System/360

line opened when rivals began offering popular time-sharing systems, which

allowed several operators to utilize a single central processing unit at the same

time.®® Much to Watson’s chagrin, IBM could not meet either challenge with-

out substantially modifying System/360 hardware or software.

The sudden rise of time-sharing also exposed the risks inherent to modu-
larity. Time-sharing systems effectively shifted computing expenditures away
from central processors and toward peripheral devices such as terminals, stor-
age systems, and printers. Under terms of the 1956 consent decree, IBM had
to permit customers to obtain these stand-alone, “plug-compatible boxes” from
rival manufacturers. The modular design of System/360 had made it easier than
ever for potential rivals to exploit such opportunities and drive down the cost
of individual boxes. Any attempt to deviate from easy interconnectivity, say by
designing a time-sharing system that utilized distinctive programming chan-
nels housed in each of the attached boxes, would undoubtedly be seen as an
effort to retard the growth of plug-compatible manufacturers and would almost
certainly arouse further scrutiny under antitrust law.*”

And, sure enough, antitrust action soon followed. CDC sued, claiming IBM
had prematurely announced what amounted to a phantom machine intended
to stave off competition at the high end. Its lawyers quietly collected a book of
case histories documenting how the IBM salesforce had strained to retain val-
ued accounts through dubious practices, including exaggerated claims and pro-
vision of free services. Other firms launched private suits over time-sharing and
peripherals. Most important of all, the Department of Justice itself again began
investigating IBM. By late 1967, Watson once more found himself considering
how to avoid a major government antitrust suit. Only this time, to his shock
and disgust, Watson failed. In January 1969, on the last day of the Johnson
administration, government brought suit. Amazingly, the suit would stretch
across more than a dozen years. It ended about the same time John Opel suc-
ceeded Frank Cary as CEO. During his nearly decade-long tenure, Cary would
never know a day without the suit.”

The government antitrust action, though vigorously contested by Cary and
ultimately dismissed as without merit, must be counted as one more black mark
against System/360. The case gained strength from the successful action of Con-
trol Data, which quickly secured a highly favorable settlement from IBM. As
part of the agreement, IBM took possession of the case histories assembled by
CDC’s lawyers and immediately destroyed them. This act, which by Watson’s
own admission deprived government of evidence that would have significantly
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enhanced its case, further fueled the resolve of government and helps account
for the inordinate length and vituperation of the case.”

Even before government launched the suit, moreover, the Justice Depart-
ment extracted further concessions from IBM regarding its fundamental busi-
ness practices. As before, government directed much of its concern toward tying
or bundling. It objected in particular to IBM’s practice of offering many serv-
ices, including much of its programming and software, without explicit charge.
Government asserted that IBM won key accounts from its competitors by lav-
ishing customers with software and programming services for which it charged
no published price. Such bundling undercut the objective of establishing clear
price and performance targets for computer products. IBM counsel Burke Mar-
shall, who in his former capacity as assistant attorney general had overseen gov-
ernment antitrust litigation, characterized the practice to Watson as “a classic
tie” and advised him to adjust the policy if he wished to avoid a lawsuit.”* Fol-
lowing months of internal study embracing every branch of the corporation,
IBM announced on December 6, 1968, that it would begin charging set prices
for much of its programming at the start of the following July.”” The move
seemed so significant within IBM that managers preparing for the anticipated
competitive environment dubbed their work “New World.””*

WHAT WROUGHT ANTITRUST? COMPETITIVE FORCES
IN COMPUTING IN THE 19705 AND 1980S

Whether these steps and the pallor that shadowed IBM throughout the long
antitrust case really exerted such profound influence upon the course of events
in the computer industry remains a matter of conjecture. In the annals of the
software industry, the unbundling of software from hardware has often been
heralded as giving birth to the industry.”” Several pioneering software firms of
the day certainly considered it a watershed event at the time, and their founders
recall it as such.”® But the record is not quite so straightforward. In dropping
the bundled programs and software services, IBM dropped the price of associ-
ated hardware a mere 3 percent. Available statistics regarding the subsequent
development of the industry suggest that figure captures the immediate eco-
nomic impact fairly accurately.””

Perhaps the bigger problem in assessing the influence of antitrust involves
the counterfactual argument, advanced forcefully by IBM counsel during the
subsequent trial, which holds that IBM would have unbundled even in the
absence of action by government. Competition from firms such as CDC and
Digital Equipment Corporation, which offered little programming or services,
would have compelled IBM to charge for them. Similar logic suggested that
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IBM could not have long succeeded by tying what should be separate compo- 267
nents into larger integrated systems through proprietary operating systems or
channels.”

In light of this defense, which has acquired considerable credence among
economists and other students of antitrust, the question of whether antitrust
altered events largely comes down to one of pace rather than direction. Would
IBM have permitted the inevitable forces of change to work so freely in the
absence of pressure from government? And if not, could it have mounted an
effective resistance, one which at least would have bought it some time to
adjust its strategy and cover its mistakes? Or might IBM, fearing reprisals from
government, actually have moved more radically than economic forces them-
selves would have dictated? Might IBM have erred, for instance, by not tying
components of its systems as tightly as warranted by grounds of efficiency?

We will likely never arrive at definitive answers to these questions. Publicly,
Cary maintained that IBM would conduct its business without concern for
antitrust. Whether managers actually carried out that directive is less clear.
During the years of the suit, IBM abandoned plans for a comprehensive prod-
uct development effort comparable to System/360 and instead embraced a strat-
egy that called for targeted focus on various market segments.”” Computer
systems proliferated, as plants and divisions became known for particular prod-
ucts. Within each line, IBM pursued a vertically integrated approach, with
basic components and programming generated largely from internal sources. In
some cases integration brought a retreat from modularity, as elements such as
memory and control channels were incorporated into comprehensive propri-
etary designs. In others, such as disk storage units, printers, and terminals, [IBM
looked to utilize common sources across the firm.*

Virtually all IBM products—peripherals and systems—faced clearly identi-
fiable rivals in their markets. Only rarely, however, did IBM face the same com-
petitor in multiple market segments. The largest and most expensive computers,
aimed at major institutions with large routine data processing operations, were
targeted primarily by Japanese electronics manufacturers such as Hitachi and
Fujitsu.*! Mid-size computers came from Boston’s Route 128 and later from
Sun Microsystems, an archetypal firm of what was becoming known as Silicon
Valley.” Rivals in disk storage spun off from IBM’s own facility in San Jose, at
the heart of the Valley.*” IBM jockeyed with Xerox, its fellow East Coast giant,
for the printer and copier markets.** As IBM began to resemble a conglomer-
ate, it began to think less in terms of winning accounts from competitors and
more about producing machines that could match or surpass competitive offer-
ings. In a situation quite reminiscent of the late 1950s, tensions mounted
between the centralized salesforce and the product development groups, and
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top management grew frustrated attempting to forge compromises and over-
come bureaucratic resistance to change.gs

Out of this situation came two fateful decisions during the early 198os. The
first involved IBM’s move into the realm of personal computing, which startup
companies such as Apple had pioneered during the late 1970s. A frustrated
Cary, anxious to demonstrate that IBM could still react nimbly, placed respon-
sibility for IBM’s PC in an independent business unit (IBU).*® Freed from the
usual corporate constraints, this small group of liberated IBMers chose to
obtain both the central processing component and the basic operating system
for the PC from outside sources. The former came from Intel, the latter from
Microsoft. IBM had, in effect, handed the advantages provided by its brand
reputation and established market presence to the two upstart suppliers. To
make matters worse, engineers also inadvertently designed the PC as what
would later become known as an open system, with nonproprietary input-out-
put channels. Competitors could readily manufacture clones assembled from
alternative circuit boards, memories, disk drives, monitors, keyboards, and print-
ers. As each of these components rapidly became a target of feverish competi-
tion, prices and profit margins plummeted. What had taken years to occur in
mainframe computing had happened virtually overnight with the PC.>’

Though these developments initially reshaped computing in ways long
desired by antitrust prosecutors and other critics, concerns about antitrust do
not appear to have figured prominently in IBM’s strategic choices regarding
the PC. IBM had not hesitated to build proprietary input-output channels into
computer systems targeted at other market segments during the 1970s, and the
PC designers had not intended for the channels in their machine to be non-
proprietary. When their mistake came to light, they immediately scrambled
(unsuccesstully) to undo the gaffe with revised designs for subsequent mod-
els.” The choice to rely on outside suppliers, which in retrospect appears to
have been an even bigger mistake, seems to have been made with open eyes.
Participants recall that in final meetings of corporate staff and top management
prior to announcement of the PC, concerns were raised about excessive
dependence on outside suppliers. IBM stayed the course, not because it feared
antitrust action if it acted otherwise, but because management was anxious to
culminate the experimental venture and because a general feeling prevailed
that “you could not make big mistakes in small markets.”® This assessment,
however ironic it might come to appear in light of the subsequent evolution of
computing, was entirely consistent with the approach IBM had taken to the
computer market since System/360.

The second fateful decision of the early 198os occurred when IBM abandoned
leasing entirely and began offering all of its products on strictly a sales basis.”’ In
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a world dominated by rapid product turnover in virtually every market segment, 269
management presumed that IBM would be better off letting customers take own-

ership and assume the risk of possible obsolescence. The move culminated the

steady drift toward a business model based on commodity sales rather than ongo-

ing account management. As IBM soon discovered, however, leasing still pro-

vided a useful buffer against swings in demand. Coffers swelled for a time, as
customers paid up front for machines they previously had leased while estab-

lished leases continued to run their course. But when old leases expired and

demand for new machines fell below expectations, IBM lost billions.”!

In addition to bringing IBM to the brink of financial disaster, the two deci-
sions contributed to a further strategic blunder. In developing the PC group as
an independent business unit, IBM had not perceived that small computers
might effectively turn the computer industry upside down, or inside out. As the
transforming power of decentralized computing grew ever more apparent, IBM
then faced the difficult choice of whether to let the new IBU continue to take
the lead in executing IBM’s move into the new realm, or whether to absorb
the PC group within the larger structure of the parent company. Flushed with
confidence from the surge in revenue in mainframe computing, and reason-
ing that the vast resources available within IBM could better perform tasks such
as developing a new operating system, linking the PCs more effectively in a
network, and tying them to centralized databases, management chose the lat-
ter course. Unfortunately for IBM, the marriage proved awkward and ineffec-
tive. Its efforts consistently trailed those of Microsoft, Cisco, and Oracle, firms
that had sprung to life with the emergence of distributed computing and intu-
itively grasped its essential character.””

REORIENTING IBM: OPEN SYSTEMS AND THE GERSTNER ERA

As IBM at last confronted the sort of disruptive crisis that had periodically plagued
other large firms, it turned outside for new leadership, for the first time since the
elder Watson had arrived in 1914. The new CEO, Louis Gerstner, brought a dras-
tically different perspective to staid, bureaucratic Big Blue. Gerstner had cut his
teeth working for the management consulting company McKinsey before achiev-
ing prominence as head of RJR Nabisco, a firm forged through a highly chroni-
cled hostile takeover. Part of the new breed of flamboyant and highly
compensated chief executives, Gerstner had breathed new life into its brands
while drastically trimming costs.””

At IBM, Gerstner set off on much the same course. He slashed the total work-
force to just over half its peak of the mid-1980s.”* Product divisions and research
incurred especially deep cuts, while spending on corporate advertising actually
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increased, as Gerstner looked to shore up IBM’s image among the large busi-
ness consumers he believed constituted his firm’s core market sector. The cam-
paign’s slogan, “solutions for a small planet,” conveyed what Gerstner considered
IBM’s greatest asset: its reputation for providing comprehensive, reliable serv-
ices to business managers instituting change across large organizations. The new
emphasis restored sales and customer service to a preeminence they had not
enjoyed since the days of the elder Watson.

In one important respect, moreover, Gerstner actually outdid Watson: he
allowed IBM salespeople and business consultants to use non-IBM products
in assembling systems for specific customers. This move effectively mobilized
IBM’s salespeople and business consultants as key agents of innovative activ-
ity. Rather than trying to coordinate various product divisions in an effort to
arrive at a single comprehensive systems design, Gerstner looked for numer-
ous groups within the sales and consulting forces to experiment with their own
distinctive assemblies of products that might come from any number of sources.
If this meant lots of PCs and few large computers, or the reverse, so be it. Prod-
uct divisions must no longer engage in internecine struggles to gain a foothold
within comprehensive IBM programs and thus secure for themselves a large
guaranteed internal market. Rather, they must scramble to generate products
that the marketers and consultants, acting as free agents, deemed useful and
competitive. The move dramatically redrew the boundaries of the firm, both
internally and externally, and restructured the incentives to innovation.

While releasing the sales and consulting forces to contract freely with alter-
native suppliers, Gerstner also encouraged personnel involved in research and
development activities to seek markets and partners outside IBM. He created
special incentives for ambitious laboratory researchers and other technicians
to bypass the established product divisions and work directly with partners in
IBM marketing to commercialize their ideas. Gerstner also instructed IBM
researchers to license their patents and ideas to outside parties. Taking the step
Tom Watson had resisted in the early 1960s, Gerstner authorized the compo-
nents facilities to sell their products on the open market and to enter coopera-
tive agreements with outside companies, including former rivals such as Sun
Microsystems. Remarkably, IBM became one of the most vocal proponents of
so-called open systems, patched together from hardware and software supplied
by numerous sources. No single approach, argued Gerstner, should dominate
computing.

In adopting this stance, IBM was of course confronting Microsoft, whose
nearly ubiquitous Windows operating system had secured it a position in dis-
tributed computing much like that IBM had enjoyed in the mainframe era. In
a move rich with irony, IBM carried its battle with Microsoft into the antitrust
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arena.” When the Justice Department accused Microsoft of leveraging its oper- 271
ating system unfairly by forcing manufacturers of PCs to place its Web browser
and other applications programs in prominent spots on the opening monitor dis-
play, IBM provided essential testimony in support of the claim. The evidence
IBM marshaled helped Justice secure a resounding victory. An initial ruling by
Judge Thomas Benfield Jackson would have compelled Microsoft to split itself
in two, with one part responsible for operating systems and another for applica-
tions programs. The threat harkened back to the 1956 consent decree, which
called for IBM to spin off its service bureau as a distinct subsidiary. Though Judge
Jackson’s ruling was later severely modified upon appeal, keeping Microsoft
intact, the software giant did alter many of its more objectionable business prac-
tices. At century’s end, it remained in the crosshairs of antitrust surveillance.

While lending assistance to the crusade against Microsoft, Gerstner quietly
renegotiated IBM’s own agreements with the Justice Department. He secured
an important concession when government agreed to abandon the dictates of
the 1956 consent decree calling for IBM to establish separate pricing for vari-
ous products and services.” Henceforth, IBM salespeople and business con-
sultants would be free to assemble various mixes of hardware, software, and
services and offer them at a single, comprehensive price unique to each cus-
tomer. IBM had, in effect, come full circle. Account management, with fully
bundled packages and no clear targets at which competitors could take aim,
once again characterized its core business practices. Owing largely to a resur-
gence of activity in services, revenue and employment reached levels many
observers had presumed IBM could no longer attain, though its profit margins
lagged well behind those of its own heyday and those of Microsoft, the firm
that had assumed its place in the antitrust arena.

CONCLUSION

At the close of the twentieth century, antitrust activity was often portrayed by
its many critics as unwarranted and unwise meddling with beneficent market
mechanisms. Perhaps no single case did more to bolster that view than the long
suit begun against IBM in 1969. When at last dismissed as without merit, after
absorbing staggering amounts of legal resources, the case became a ready sym-
bol for those seeking to highlight the potential waste and futility that might
result from such wholesale intrusion into the operations of private enterprise.
The suit also generated a sophisticated body of economic analysis that has con-
tinued to influence antitrust policy and case law ever since.

Yet in tracing IBM’s long odyssey with American antitrust law, what seems
most striking is not the stark opposition between antitrust intervention and
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market mechanisms, but rather their frequent symbiosis. Government persist-
ently pushed in precisely the direction that IBM and its industry were being
drawn by the workings of the market and the ongoing process of technological
change those market processes stimulated. Antitrust policy toward the industry
exhibited a remarkable coherence across the twentieth century. In consistently
pressing to break apart linkages whose necessity seemed tenuous, government
looked to preserve or even stimulate market competition. Fearful that inherited
legacies or unwarranted bundling might interfere with the play of market forces
and slow their solvent effects, an impatient government intervened. In at least
some instances, these actions mirrored those of managers themselves, who also
worried about the possibility that bundles and legacies might insulate groups
within their enterprises from the inevitable forces of change.

Whether those actions by government significantly altered IBM or the com-
puter industry remains an open question. The issue comes down largely to a
matter of pace. Did antitrust remove impediments and accelerate the currents
of change? Or did it merely introduce disruptive eddies into the flow? Certainly
many participants in the story considered antitrust extraordinarily important at
the time. At several junctures, IBM clearly altered its strategic course, or at least
significantly speeded up the pace of its moves, in direct response to antitrust
intervention. Competitors often felt heartened by those interventions and
gained tangible benefits from them. The overall performance of the American
computer industry, which has outpaced the rest of the world as well as virtu-
ally every other domestic industry, hardly suggests that antitrust has inflicted
serious damage.

When viewed from a comparative international perspective, antitrust in fact
jumps out as perhaps the most distinctive feature of the American landscape.
Virtually all industrial nations of the postwar era identified computing as a field
of enormous national significance, both militarily and economically. Govern-
ments the world over poured resources into the industry and pursued policies
intended to foster healthy and vibrant domestic champions such as IBM. None
spent more lavishly than the United States itself, with its postwar affluence and
overriding concern with containing communism. Yet alone among nations,
the United States simultaneously took steps to curb the power of its leading
firm. From its granting of the Social Security contract onward, the American
government consistently challenged IBM under antitrust even as it turned to
the firm for critical technologies. The pattern held through the Depression,
the Cold War, and the economic challenges of mounting global competition.
While fighting national struggles, Americans consistently embraced an eco-
nomic policy intended to break apart concentrated power and preserve mar-
ket forces.
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