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uncertain of the relatively simple relationships between cor-
porate finance, GAAP, and management accounting prin-
ciples, and the economic principles at the heart of antitrust 
matters.

Background: Accounting versus Economic Profits 
Managers in a brick-and-mortar manufacturing com-
pany who are interested in evaluating the profitability of 
their firm’s output can simply compare the prices paid for 
their products to the cost of goods sold (COGS) for those 
goods.1 However, many modern firms, such as pharma-
ceutical companies or technology firms, often incur sig-
nificant fixed costs associated with long-term investments 
such as R&D. It is these overhead costs that must be taken 
into account when evaluating the companies’ seemingly 
high profit margins. 

High margins may beg the question of whether firm 
profits are “excessively” high. Economists address the 
question of whether large, sustained margins are excessive 
through a “rate of return” calculation. The rate of return on 
an investment is the discount rate that equalizes the present 
value of the stream of cash flows from an investment and the 
present value of the invested capital. In a competitive indus-
try, firms will invest up to the point at which the expected 
rate of return in a given investment is equal to the expected 
returns on a firm’s other investment opportunities, adjusting 
for differences in the risks across these opportunities. The 
“economic rate of return” is simply the difference between 
the rate of return of a given investment and that of other 
investments, or “the opportunity cost of capital.” 

As economic theory dictates, as long as a firm’s economic 
returns in Industry A are positive and larger than firms’ 
returns for Industry B, entrants are attracted to Industry 
A, rather than entering (or remaining) in Industry B. This 
competition exerts downward pressure on prices as sup-
ply expands, reducing profits for firms in Industry A. In a 
perfectly competitive industry, this entry (or the threat of 
entry) continues until firms, in equilibrium, earn zero eco-
nomic profits.2 

“Positive economic returns” or “excess economic prof-
its” occur when the rate of return in one investment sys-
tematically and persistently exceeds the rate of returns in 
other investments. When firms enjoy positive economic 
returns, the antitrust practitioner should inquire why other 
firms have not entered to compete away these profits; the 
practitioner may conclude that these returns are, in fact, 
due to market power. Furthermore, they may reflect anti-
competitive conduct that protects that market or monop-
oly power. For this reason, excessive economic profits have 
been interpreted by courts as evidence that the firm has 
market power or even monopoly power and that it has 
abused this power.3

With an understanding of why antitrust economists care 
whether (and the extent to which) economic profits exist, we 
now turn to the measurement of these profits. An analysis 
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cases—and one particularly accessible for 
juries—is the extent of profits that an alleged 
monopolist is receiving. Plaintiffs would like 
that number to be large and breathtaking, 

while defendants want it either to be relatively small or 
easily explained by other factors, for example, R&D costs, 
product differentiation and innovation, dynamic markets, 
or just good management. Whatever the outcome, an essen-
tial starting point for both sides is a common understanding 
of the types of the analysis used to evaluate firm profitability.

Our objectives in this article are straightforward. First, 
we describe how to calculate economic profit and the eco-
nomic rate of return using firm financial data. Second, we 
set forth some of the key economic issues when considering 
whether a given level of economic profit may be reflective of 
the presence and exercise of market power. We review recent 
economic analysis performed in academic, legal, and regu-
latory contexts that highlight some examples of how econ-
omists have recently leveraged accounting data in antitrust 
economics. To conclude, we make a number of recommen-
dations for how to properly use accounting data to assess a 
firm’s market power, in particular when the firm in question 
has significant intangible assets. 

We discuss the accounting standards used by manag-
ers and analysts for measuring financial performance. The 
confusion about the general term “economic profit” has led 
to sweeping debates about the relationship between firm 
accounting data and the analysis of profits relevant to indicia 
of market power. Antitrust economists and lawyers are often 
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of economic profits typically begins with firms’ accounting 
and financial records, so any economist wishing to study 
firms’ returns must have an understanding of how to extract 
the relevant information from financial records.

Measuring Economic Profits 
A natural starting place for measuring economic profits is 
examining the GAAP financials for a single product firm. 
Conceptually, this involves four steps: (1) identifying invest-
ments, (2) identifying returns on those investments, (3) cal-
culating the rate of return, and (4) measuring the “normal” 
(or competitive) rate of return. For a company manufac-
turing a tangible product, the first step is straightforward 
and involves searching for the initial entry for asset pur-
chases on the balance sheet.4 Alternatively, the initial out-
lay for a durable good can be identified in the statement 
of cash flows. Identifying the returns on an investment is 
done typically using the income statement component 
Earnings Before Interest, Taxes, Depreciation and Amorti-
zation (EBITDA).5 In the case of a single-product firm or 
a firm that maintains financials for discrete business units, 
the impact on EBITDA resulting from an investment may 
be readily apparent. However, in multiproduct firms or for 
those making frequent investments, a more sophisticated 
analysis may be appropriate for disentangling the impact of 
particular investment(s) on EBITDA.

Having measured a firm’s investments and the returns 
on those investments, the calculation of the economic rate 
of return for an investment takes into account the axiom 
that a dollar tomorrow is worth less than a dollar today. The 
“time value of money” is typically measured by the govern-
ment’s cost of borrowing capital, since investors assume that 
lending to the government is risk free. This “risk free” rate 
of return for an investment is then adjusted upwards based 
on the premium that other market participants receive for 
investments that are similarly risky. For example, if an invest-
ment has a 20 percent probability of becoming valueless in 
any given year, then the rate of return should be adjusted 
upwards by the premium on returns that other market par-
ticipants receive for investments with a similar probability 
of becoming valueless in a given year.6 

A common approach to analyzing the total riskiness of a 
firm is to study the firm’s opportunity cost of capital, that 
is, the return an investor would have earned on their next-
best opportunity to invest, which the investor foregoes by 
instead investing in the firm being studied. In practice, this 
is done using a firm’s weighted average cost of capital, or 
“WACC.” The WACC is a market-determined rate of return 
for investments that have the same risk as an investment in 
the firm. To estimate the capital cost of a firm, economists 
examine public firms with a similar risk profile to estimate 
a WACC, since companies facing comparable business risks 
also face similar costs of raising debt and equity. For publicly 
traded companies, the WACC can be obtained from stan-
dard financial data vendors, such as CapIQ or Bloomberg.

Potential Explanations for “High” Returns
Whether or not a firm has a positive economic rate of return 
is ultimately a question of the firm’s investment(s) providing 
a higher rate of return than the other investment opportu-
nities available to the firm and its investors. An analyst typi-
cally addresses this question by benchmarking a firm’s returns 
against firms or markets with similar risks but without the 
presence of market power. For example, a software company’s 
rate of return on software development R&D might be com-
pared to the returns of other software and technology firms 
that are in a competitive industry. Rates of return that are 
consistently higher than these benchmarks could indicate that 
a firm has positive economic profits. However, such an indi-
cator of market power is not sufficient to indicate that anti-
competitive conduct is the cause of positive economic profits. 

For example, the market in which a firm competes may 
have significant product differentiation. That is, the prod-
ucts produced by competing firms may be imperfect sub-
stitutes, and therefore not all economic rents are competed 
away. This might arise because of so-called “scarcity rents,” 
in which products are differentiated and unique because of 
valuable intangibles, such as trademarks or patents. This 
uniqueness creates economic value that other potential 
entrants are not able to replicate easily or quickly. Another 
environment in which positive economic profits arise is in 
dynamic markets. Markets that are particularly dynamic—
in the sense that there are frequent changes in products or 
market participants—may require short-term economic 
returns to induce innovation, since market volatility gener-
ates risk which requires higher expected returns.

In the same way high economic profits may be explained 
by factors other than the extent of competition, a lack of high 
economic profits does not imply there is no anticompetitive 
conduct. A lack of competition may lead to so-called “lazy 
monopolists” that do not aggressively pursue cost savings 
or process improvements and as a result earn lower profits 
than they could.7 Thus, the presence or absence of economic 
returns is informative as to the extent of competition but 
may not be dispositive. 

Challenges in Measuring Economic Returns
We now turn to the practical question of how to measure 
economic returns. First, we discuss general issues with 
accounting data that can affect the measurement of these 
returns. Second, we discuss some of the critiques of eco-
nomic profit calculations that have been raised in the aca-
demic literature.

One frequently cited issue with the economic analysis of 
accounting data is the difference between GAAP’s treatment 
of intangibles developed internally and intangibles obtained 
through one firm acquiring another. The balance sheet com-
ponents of “identifiable intangible assets” and “goodwill”8 
are used to record the difference between the price paid for 
acquiring a firm and the total “book value” of the intangible 
assets owned by the acquired firm. However, valuing acquired 
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intangible assets versus internally developed intangible assets 
is done differently under GAAP; expenditures on internally 
developed intangibles are expensed each year instead.9

To illustrate the intricacies of properly valuing intangibles, 
we consider the case of two technology firms. Each firm wishes 
to enter a new market, but it must first acquire the technology 
to do so. Firm 1 elects to develop the technology “in-house,” 
and its subsequent R&D expenditures are expensed. In con-
trast, firm 2 acquires a smaller company that has developed 
the technology that the firm desires.10 Each firm later brings 
a new successful product to market as a result of these invest-
ments. In the case of the firm 1, both the investment and 
subsequent return on that investment are readily observable 
in the income statement. As a result, if there is a lag between 
the R&D expenditures and bringing the new product to mar-
ket, firm 1 will see an increase in operating expenses (and a 
decrease in operating profit) due to the increase in R&D in 
the earlier years, before seeing a rebound in operating profits 
when the new product is launched.

However, firm 2’s income statement does not make this 
sequence of events clear since the acquisition affects the 
income statement as per GAAP accounting rules. To under-
stand the source of firm 2’s increase in accounting profits, an 
analyst must review the firm’s balance sheet, which shows the 
increase in intangible assets. Note that increases in intangibles 
corresponding with an increase in profitability may not be 
sufficient to demonstrate that the former was the cause of the 
latter. The analyst should understand the source of the intan-
gibles and determine whether it is plausible that the return on 
the investment was commensurate with the acquired assets.

Next, we turn to firms’ entry/exit decision and discuss 
how this decision factors into the calculation of economic 
returns. Under standard economic theory, the returns to a 
firm’s investments determine whether or not it should exit 
the market. In the long run, a firm with negative economic 
returns—those less than the returns of other potential invest-
ments—should exit the market. However, market exit may 
not be immediate. If this is the case, a firm may have a rate of 
return exceeding another similar firm not because the more 
profitable firm has positive economic returns but because the 
less profitable firm has negative economic returns.11 

In the 1980s, Fisher and McGowan published several 
influential papers on the topic of economic returns.12 On 
one hand, they declare that the economic rate of return is 
the only relevant indicator of market power and that other 
measures such as accounting rates of return and profit-sales 
ratios do not provide useful insight about monopoly pow-
er.13 On the other hand, they note that economic rates of 
return are often impractical, if not impossible, to measure. 
To address Fisher and McGowan’s assertion that GAAP 
accounting is not suited for antitrust analysis, it is useful to 
first reflect on the objectives of GAAP accounting data and 
how it is intended to be used by various professionals, be 
they stock analysts, credit analysts, management, investors, 
or policymakers.

The first objective of GAAP accounting data is that it 
should allow for comparability across time and across firms. 
Standard rules that are easy to apply across a variety of sce-
narios reflect this goal of comparability. GAAP’s treatment 
of goodwill on the balance sheet is one example of this prin-
ciple. One could imagine a number of reasonable ways to 
value the intangible assets of an acquired firm, but using the 
price paid for them in an acquisition is a rule of thumb that 
leaves little room for ambiguity or subjectivity on behalf of 
the accountant.

Another objective of GAAP accounting is that it promotes 
conservatism. For example, under normal circumstances, a 
depreciation schedule does not allow for the value of a tan-
gible asset to increase although this sometimes happens in 
the real world. Conservative rules that leave little room for 
ambiguity help ensure that a firm cannot misrepresent its 
finances to investors, regulators, or tax authorities.

The simplifying assumptions inherent in GAAP account-
ing standards do not make the accounting data unreliable or 
irrelevant for the calculation of economic profits. However, 
an economist must understand how GAAP accounting data 
are constructed in order to properly perform economic anal-
ysis of the data. As a simple example, R&D investments will 
not appear on a firm’s balance sheet, even if the activity pro-
duced durable intangible assets for the firm. However, the 
expenditures associated with R&D will appear on a firm’s 
income statement and statement of cash flows which an 
economist should rely on to analyze a firm’s research activity. 

It is standard for economists to start with GAAP-based 
financial data and adjust them to fit the purposes of their 
economic analysis. Some notable examples of economists 
using accounting data to measure economic profits in anti-
trust analyses include: 

	■ In the TFT-LCD antitrust litigation, Professor Carl-
ton “follow[ed] methodologies used in the literature to 
estimate economic profit margins ... In particular, [he 
used] a definition of economic profits that accounts 
for the cost of capital, as regularly used in the litera-
ture.”14 He further notes “[a]n estimate of economic 
profit can be obtained from accounting data as the 
net operating profit after taxes…, minus the costs of 
capital employed.”15 

	■ In a 2018 paper titled, “Antitrust in a Time of Popu-
lism,” Professor Carl Shapiro uses the evidence of high 
corporate accounting profits to make the case for “a 
rise in incumbency rents, i.e., excess profits earned by 
firms whose positions are protected by high barriers 
to entry.”16

	■ A 2003 white paper commissioned by UK’s Office of 
Fair Trading recommended that “while measurement 
and interpretation problems [from using accounting 
data] may arise in profitability assessments, this is no 
reason to reject the use of such assessments in compe-
tition policy. . . . The important point is to use prof-
itability assessment in conjunction with a number of 
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complementary economic indicators and techniques. 
In other words, profitability assessment simply forms 
part of the toolkit for competition policy analysis.”17

One of Fisher and McGowan’s main criticisms of using 
accounting data for economic analysis stems from the way 
in which tangible capital is depreciated on the balance sheet 
under GAAP.18 As intangible assets become more prevalent 
in both the broader economy and in antitrust analysis rela-
tive to tangible assets, this criticism holds less weight; con-
versely, the proper treatment of intangible assets has become 
a greater concern for antitrust practitioners. As discussed 
above, adjusting GAAP financial statements to properly 
account for intangible assets is a more pressing question for 
an analysis of economic profit, and this can be accomplished 
by capitalizing (rather than expensing) intangibles.19 We 
describe one such approach here.

The “capitalized R&D” or “capitalized investment” model 
is a variant of the cost approach to valuation that links the 
returns of R&D to its costs and allows economists to esti-
mate the economic rates of return for R&D assets. When 
capitalizing and amortizing R&D, “successful” R&D expen-
ditures—that is, those that create positive returns—should be 
capitalized based on the average historical rate of return for 
R&D from the economics and finance literature, combined 
with an assumed useful life for the R&D. R&D may be capi-
talized differently at each point in the R&D process, based on 
the rates of return investors would demand to commit cap-
ital to the project at each point. This multi-stage approach 
to valuing R&D as a series of real options is consistent with 
valuation theory.20 For example, Myers and Howe devel-
oped a drug life cycle model,21 showing how the value of the 
potential drug increases as the drug progresses from discovery, 
research, development, clinical trials, and to commercial sales. 
A 2014 survey article on R&D returns also discusses staged 
development of R&D projects,22 focusing in particular on 
the aerospace23 and life sciences24 sectors which are both char-
acterized by long development cycles for new products and 
large R&D spending. Other academic research in valuation 
theory has used a similar approach.25 

With the above principles in mind, we pose two sets of 
questions an economic rate of return analysis should address:

1.	 How should goodwill be used in economic profit 
analysis?

	■ Goodwill is an accounting device to recognize trans-
action value above the book value. It is the residual 
after all identifiable sources of value (those commer-
cially transferable on an individual basis) are sepa-
rately valued and reported.

	■ A firm’s economic profits (i.e., those above the stan-
dard rate of return) may be due to: R&D activities 
(expensed on the income statement), goodwill (on 
the balance sheet), or monopoly power.26 

	■ Whether goodwill should be capitalized and included 
in an economic returns analysis depends on the 
sources of the goodwill.

2.	 Is an alleged monopolist sacrificing short-term profit-
ability for long-run investment activity, such as under-
taking R&D or building a network of users?

	■ Compare economic profits against those of similar 
firms; is the alleged monopolist significantly less 
profitable?

	■ Is the alleged monopolist’s market price significantly 
higher than its competitors?

	■ How significant is the alleged monopolist’s invest-
ments in R&D, advertising, marketing, or acquiring 
other firms? What are reasonable rates of return for 
those activities?

	■ Do any of the firm’s investments themselves consti-
tute potential anticompetitive behaviors?

The Presence of Market Power is Different than 
the Exercise of It 
In conclusion, we note that a positive economic return on 
capital is not, in itself, an indication of anticompetitive con-
duct. For instance, the process of competition leads to tech-
nological innovation that can generate patents, trade secrets, 
or other licensable intellectual property that provides barri-
ers to entry, in turn allowing firms to receive positive eco-
nomic returns. The potential for positive returns is critical 
to providing the motivation for innovation and progress 
that consumers value. Likewise, investments that lead to 
only a limited number of firms—perhaps because further 
entry cannot be justified due to commercialization risks—
can lead to traditional oligopoly pricing. In the U.S., in 
contrast to Europe, the existence of market power through 
prices that deviate systematically from costs is not a viola-
tion of antitrust law. In the U.S., the plaintiff must demon-
strate that the defendant has behaved illegally to perpetuate 
market power in the relevant antitrust market(s).

Positive returns in a single-product static firm may be easy 
to identify. However, in an economy that values innovation 
and provides rewards to investors who risk their capital by 
financing investments leading to new products with natural 
barriers to entry, we expect to observe systematic and per-
sistent positive economic rates of return because these are 
necessary to offset failed investments that lead to negative 
economic returns. Any changes in antitrust law designed 
to protect consumers from excess pricing should recognize 
that natural barriers to entry are a powerful inducement for 
innovation. For innovation to continue, in equilibrium, the 
“expected” returns to R&D must be sufficiently high to 
attract capital investment. Disentangling the effects of anti-
competitive conduct and returns to innovation is a challeng-
ing exercise, since durable economic profits can reflect the 
presence of market power, but also a reward to innovation. 
GAAP and management accounting data can be useful for 
such an exercise, but we emphasize that care must be taken 
to understand what is reflected in a firm’s accounting data, 
and adjustments are frequently required to convert these 
data to a form that is economically relevant. ■
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