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PREDATORY PRICING, A CASE STUDY:
MATSUSHITA ELECTRIC INDUSTRIES CO. V.
ZENITH RADIO CORPORATION

M. STEVEN WAGLE

INTRODUCTION

There 1s an abundance of predatory pricing theories. Scholars
have created a barrage of rules and thresholds designed to detect un-
lawful predatory practices. The most influential work on predatory
practice was written almost thirty years ago by John S. McGee.l Mec-
Gee showed that although it was widely believed that the Standard
Oil Company used predatory pricing n its virtual monopolization of
the oil refining market, there was no hard evidence to show that
Standard Oil in fact employed such pricing.

Since McGee, many scholars have reviewed the theories of prie-
ing, and recent literature on the law and economics of antitrust has
devoted increasing attention to this issue.2 There has also been an
outpouring of cost-based rules appearing in court opinions dealing
with predatory pricing.? These rules can essentially be attributed to

1 J.D., Washburn University, 1986; M.A., Wichita State University, 1986; B.A.,
Unuversity of Kansas, 1980. Law clerk to the Hon. John K. Pearson, Wichita, Kansas.
I would like to thank Dr. Philip Hersch, Professor of Economics, Wichita State Umver-
sity, for patiently reviewimng this article and offering mvaluable criticism of it.

1. McGee, Predatory Priwce Cutting: The Standard Oil (N.J.) Case, 1 J.L. &
Econ. 137 (1958).

2. For additional perspectives, see Areeda & Turner, Predatory Pricing and Re-
lated Practices Under Section 2 of the Sherman Act, 88 HARV. L. REv. 697 (1975); Jos-
kow & Klevorick, A Framework for Analyzing Predatory Pricing Policy, 89 YALE L.J.
213 (1979); Koller, The Myth of Predatory Pricing: An Empirical Study, 4 ANTITRUST
L. AND EcoN. Rev. 105 (1971); Scherer, Predatory Pricing and the Sherman Act: A
Comment, 89 Harv. L. REv. 869 (1976). For a different approach and conclusions
which lead to some new substantive proposals, see, e.g., R. BORK, THE ANTITRUST PAR-
ADOX (1978); F. SCHERER, INDUSTRIAL MARKET STRUCTURE AND ECONOMIC PERFORM-
ANCE (2d ed. 1980); O. WILLIAMSON, THE ECONOMIC INSTITUTIONS OF CAPITALISM
(1985); Easterbrook, Predatory Strategies and Counterstrateques, 48 U. CHI. L. REV. 263
(1981); Williamson, Predatory Pricing: A Strateqic and Welfare Analys:s, 87 YALE L.J.
284 (1977); Zerbe & Cooper, An Empwrical and Theoretical Comparison of Alternative
Predation Rules, 61 TEX. L. REV. 655 (1982).

3. The rule proposed by Areeda & Turner that only a product priced below aver-
age vanable cost 15 predatory and therefore unlawful, was adopted (with modifica-
tions) in the following decisions: Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475
U.S. 574 (1986); MCI Communications Corp. v. American Tel. & Tel. Co., 708 F.2d 1081
(7th Cir. 1983), cert. dened, 464 U.S. 891 (1983); O. Hommel Co. v. Ferro Corp., 659
F.2d 340 (3d Cir. 1981), cert. denied, 455 U.S. 1017 (1982); Northeastern Tel. Co. v.
Amernican Tel. & Tel. Co., 651 ¥.2d 76 (2d Cir. 1981), cert. denied, 455 U.S. 943 (1982);
William Inglis & Sons Baking Co. v. ITT Continental Baking Co., 668 F.2d 1014 (Sth
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the work of Areeda and Turner, and Koller.¢ Although the existence
of predatory pricing has long been questioned by many economists
and lawyers, the new literature indicates a resurgence by some econ-
omists who believe that predatory pricing is indeed a credible threat
that can lead to entry deterrence and market supremacy.

Some of the most mtense recent debates regarding the kinds of
conduct deemed anticompetitive under section 2 of the Sherman Act®
mvolve sales at low prices allegedly to mjure competition. In 1975,
Areeda and Turner published a work concerning a cost price test for
determining predation.f The test posited that if a price 1s lugher than
the margmal cost of producing the good or service sold, there should
be no prohibition based on predatory pricing.” The formulation of a
test for predatory pricing which is capable of judicial administration
has occupied center stage in “attempt to monopolize” cases smnce
1975. Low prices are an mmportant goal of the antitrust laws. Thus,
any test designed to make selling at low price illegal must be used
with a great deal of caution, or else the antitrust laws will end up
subverting the very ends they were designed to achieve. At the same
time, however, few people have doubted that there are times when
sellers attempt to create a monopoly by temporarily charging unrea-
sonably low prices. Therefore, some middle ground between a uni-
versal prohibition of selling at low prices and a practical test of
predicting predation must be found.

The first section of this Article presents a definition of predation
and a brief overview and background of its theory. The next section
expounds upon this definition and provides an m-depth look into
predatory pricing theory. Finally this Article offers a case study of a
recent Supreme Court decision, Matsushita Electric Industrial Co. v.
Zenath Radio Corp.,8 dealing with the alleged predatory practices of a
Japanese electronics cartel. This case 1s important because it signifi-
cantly alters the Supreme Court’s only other recent decision on the
subject and establishes case precedent based upon contemporary eco-
nomic thought 1n this area. The last case reviewed by the Supreme
Court regarding predatory price discrimmation was Utah Pie Co. .

Cir. 1981), cert. denied, 459 U.S. 825 (1982); Chillicothe Sand & Gravel Co. v. Martin
Marietta Corp., 615 F.2d 427 (7th Cir. 1980); Pacific Eng’g & Prod. Co. v. Kerr-McGee
Corp., 551 F.2d 790 (10th Cir. 1977), cert. denied, 434 U.S. 879 (1977); International Air
Indus. v. American Excelsior Co., 517 F.2d 714 (5th Cir. 1975), cert. denied, 424 U.S. 943
(1976).

4. See supra note 2.

5. 15 U.S.C. § 2 (1982).

6. Areeda & Turner, 88 HARV. L. REV. at 697, and refined n 3 P AREEDA & D.
TURNER, ANTITRUST LAW §f 710-722 (1978).

1. Areeda & Turner, 88 HARV. L. REV. at 697.

8. 475 U.S. 574 (1986).
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Continental Baking Co.,° m which all of the defendants were found
guilty of diseriminatory pricing. Under Matsushita the Supreme
Court has significantly altered its view (held since Utak Pie) on pred-
atory pricing.10

This Article examines the Supreme Court’s decision imn Matsu-
shaita by applying various predatory pricing tests to the data m the
case. Tying arrangements, predatory product mnovation, predatory
preannouncement and other non-price predatory tactics are ex-
amined in an appendix.

DEFINITION AND BRIEF ANALYSIS OF PRICING THEORY

A firm engages 1 predatory pricing when it threatens to lower
the revenues of rival firms by setting its prices below costs.’! A firm
operating in a competitive market sells at a price which equals its
marginal cost. Setting a price at less than marginal cost, therefore,
appears to be predatory.’2 Presumably, the firm endures a short-term
loss to achieve a long-term gamn. In the short-term, the predator’s
target must either match the price cuts or lose its market share. In
either case the result 1s a reduction of profits. The short term losses
suffered by the target will benefit the predator in the long term if
those losses drive the target firm out of business, force the target
firm to accept market leadership of the predator, or discourage po-
tential entrants from entering the market. In such instances, the
predator can more than recoup its short-term losses by exerting its
newly-acquired market power and reaping monopoly profits.

The United States Supreme Court has never addressed whether
predatory pricing, by itself, 1s an illegal act. Instead, the Court has
analyzed the activity by using an “attempt to monopolize” criterion.
If the intent of the predatory practice is to preserve or create a mo-
nopoly, then it i1s analyzed under the antitrust laws as an illegal mo-
nopolization act (or attempt to monopolize) under section 2 of the
Sherman Act.23® Congress enacted section 2 of the Clayton Act¢ out
of the same belief that predation is an effective tool of

9. 386 U.S. 685, reh’g. denied, 387 U.S. 949 (1967).

10. In Utah Pie, the Supreme Court applied the “recoupment theory” of preda-
tory pricng. Under this theory, a firm, operating 1n two or more markets, engages m
price competition 1n one market while recouping some of its losses in the unaffected
market. See infra notes 106-12 and accompanying text.

11. See generally Yamey, Predatory Price Cutting: Notes and Comments, 15 J.L.
& EcoN. 129 (1972) (defiming predation as selling below costs).

12. Areeda and Turner emphasize this reasoning as the basis of their approach,
although they would permit courts to use average varable cost as a proxy for margnal
cost. See 3 P AREEDA & D. TURNER, ANTITRUST LAW {j 715b (1978).

13. Standard Oil Co. v. United States, 221 U.S. 1, 76 (1911).

14. 15 U.S.C. § 13 (1982).
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monopolization.'®

The problem with any attempt to punish predation, however, 1s
that it 1s terribly hard to distinguish “predatory” strategies from ordi-
nary competition. In a perfectly competitive market, firms will come
close to crossing the line between predation and ordinary competition
(i.e., selling at marginal cost, building new plants of efficient size, or
reducing costs through mnovation).’® Hence, the easier it 1s for a tar-
get firm to bring a treble damages action by alleging predation,? the
greater will be the costs to firms that come close to the line of preda-
tion without crossing over it. While “the antitrust laws are designed
to maximize consumer welfare by protecting competition rather than
competitors,” the availability of excessive damages (i.e., private treble
damages suits) 1s guaranteed to reduce the amount of competitive be-
havior 1n an mdustry 18 A practice that injures competitors rather
than consumer welfare should be of no antitrust concern.

A plaintiff claiming predation will allege that a reduction mm
price, an expansion in output, or the building of a new plant, prove
the defendant’s misconduct. The defendant, however, may find these
practices necessary for purely competitive reasons. Stringent rules

15. 21 Cone. REC. 2726 (1890). For comprehensive sources on the legislative his-
tory of the Sherman Act, see E. KITNER, THE LEGISLATIVE HISTORY OF THE FEDERAL
ANTITRUST LAWS AND RELATED STATUTES (1978); H. THORELLI, THE FEDERAL ANTI-
TRUST PoLICY (1955); Lande, Wealth Transfers as the Original and Primary Concern
of Antitrust: The Efficiency Interpretation Challenged, 34 HASTINGS L.J. 65 (1982); see
also infra note 55 and accompanying text.

16. Easterbrook, Predatory Strategies and Counterstrategqres, 48 U. CHI. L. REV.
263, 330 (1981).

17. The Supreme Court has not yet specifically accepted or rejected the Areeda
and Turner AVC rule as the present rule governing alleged predatory pricing. See, e.g.,
Matsushita Elee. Indus. Co. Ltd. v. Zenith Radio Corp., 475 U.S. 574, 584-85 nn.8-9
(1986).

18. See Lande, 34 HasTINGS L.J. at 65. There has been a great deal of discussion
about the purpose of the antitrust laws. Robert Bork believes that whatever one
makes of this history, the antitrust laws should be treated as if they served no goal
other than economic efficiency. R. BORK, supra note 2, at 15-89. Any other result
would produce incomprehensible rules. See also, 1 P AREEDA & D. TURNER, ANTI-
TRUST LAw { 217 (1978). In a number of cases the Supreme Court has appeared to
have adopted Bork’s position. See, e.g., Matsushita, 475 U.S. at 583, (noting that non-
price constramts, though harmful to competition, may actually benefit competitors);
Reiter v. Sonotone Corp., 442 U.S. 330, 343 (1979) (stating that “Congress designed the
Sherman Act as a ‘consumer welfare prescription’ ” (quoting R. BORK, supra note 2, at
66)); Broadcast Music, Inc. v. Columbia Broadcasting Sys., 441 U.S. 1, 19-20 (1979) (not-
mg that the Court’s inquiry must focus on whether the practice will “increase eco-
nomic efficiency and render markets more, rather than less, competitive”); National
Soc’y of Professional Eng’rs v. United States, 435 U.S. 679, 691 (1978) (stating that the
true test 15 “whether the restramnt imposed 1s such as merely regulates and perhaps
thereby promotes competition or whether it 1s such as may suppress or even destroy
competition”); Continental T.V., Inc. v. GTE Sylvama, Inc., 433 U.S. 36, 53 n.21 (1977)
(noting than “an antitrust policy divorced from market considerations would lack any
objective benchmarks™).
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prohibiting predation, therefore, will lead to frivolous litigation. Un-
less some method of distinguishing predation from fierce competition
exists, any legal mvestigation may lead to more harm than good.1®

Predatory pricmg practices may be classified according to the
type of expectation created by the price cut. Simple predation occurs
when predators use price cuts to drive rivals from the market.
Predators may also discourage potential competitors from entering
the market, a strategy known as limit pricing. Price leadership refers
to a predator’s attempts to persuade competitors that they should fol-
low its priemg strategy. The threat of predatory pricing may also be
used to discipline members of a cartel. Another purpose of predatory
pricing may be the obtaining of a predatory reputation.2? The ration-
ale behind this concept 1s that by practicing predation a firm attamns
the reputation of a predator. Potential entrants would anticipate that
the reputed predatory firm will behave in a similar manner should
the firm enter the market, and entry will thereby appear less attrac-
tive to that firm.

Increasingly, the courts are relymg upon economie theory to ex-
amine alleged antitrust violations. The field of economics called in-
dustrial orgamzation has two mmportant functions in antitrust
analysis. First, it can help the court decide whether competition 1s
present 1n a particular market, and if it 1s not, what role for antitrust
exists in that market. Second, industrial orgamzation can help the
court understand whether a particular firm’s activities whach affect
market structure are efficient and should be encouraged, or meffi-
cient and should be condemned.

In some markets, perfect competition, competition among a large
number of mcumbent firms producing undifferentiated produects, 1s
not the ideal market structure. The classical model of perfect compe-
tition 1s premised on the notion of a market contaiming many equally
efficient firms, each indifferent to the output decisions of the other
firms. Under such a model, production and distribution costs do not
vary with size.

19. Easterbrook, 48 U. CHI. L. REV. at 267, As will be discussed 1nfra, any legal
rule which tolerates a large number of false positives, condemning as predatory prac-
tices which are merely competitive, will lead to a reduction 1n consumer welfare and
should be avoided.

20. Reputation 1s believed to be the most common purpose for practicing preda-
tion. A prospective entrant observes the established firm's predatory price cutting tac-
tics on another marginal firm, and, as a result of such reputation, may be inhibited
from entermg the market, expanding, or entermg mnto another related market. See
generally O. WILLIAMSON, supra note 2, at 376-77. Milgrom & Roberts, Predation, Rep-
utation and Entry Deterrence, 27 J. ECON. THEORY 280 (1982); Dixit, Recent Develop-
ments wn Oligopoly Theory, 72 AM. ECON. REv. 12, 12-15 (1982): Burns, Predatory
Pricing and the Acquasition Cost of Competitors, 94 J. POL. ECON., 266, 275-90 (1986).
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The largest factor tending to undermine perfect competition mn
real world markets 1s the presence of significant economies of scale.
Economies of scale permit relatively large producers to manufacture
and market their products at lower average cost than can relatively
small producers. It 1s often mmpossible to determine the most effi-
cient mmimum size of a firm plant. The concept of minimum opti-
mal scale refers to the smallest production unit a firm can use and
still achieve all relevant economues of scale (i.e., the scale at which
the firm attains mimimum unit costs). When a firm operates at mim-
mum optimal scale, no other firm can be more efficient due to its
scale of operation.?*

In antitrust law, the economues of scale concept suggests that
much of the courts’ earlier preoccupation with bigness per se was ill-
advised. Firms become large because large firms are frequently more
efficient than small firms. The resulting reduction in the large firm’s
output price will cause the small firms to either become large them-
selves or exit the market. Accordingly, the mmimum optimal size of
firms 1 a particular market dictates the maximum number of firms
which can compete 1n that market. For example, if the mmimum op-
timal size of a firm 1s twenty five percent of the market, then that
market will only have room for four effiment firms. High market
concentration, with its potential to lessen competition, 1s often a
function of economies of scale.

Knowledge of economies of scale m a market can help courts
evaluate the consequences of practices alleged to be monopolistic.
Many condemned practices, such as vertical integration, may be at-
tempts by a firm to obtamn significant cost efficiencies. Similarly,
knowledge of economies of scale may help predict the consequences
of mergers.

Monopoly tends to carry with it a social cost. Social cost can re-
sult from either the occurrence of a non-optimum transaction or the
failure of a beneficial transaction to occur. Traditionally, the exist-
ence of a monopoly creates social cost by forcing some people to
forego transactions which would produce the largest social benefit
and enter other transactions which produce a smaller social benefit.

Social welfare 1s conventionally defined as the sum of consumer
and producer surplus. Consumer surplus is roughly the amount con-
sumers would be willing to pay for a good, rather than do without it,
over and above what they must actually pay. For example, a firm

21. For a more detailed discussion, see generally F SCHERER, INDUSTRIAL MARKET
STRUCTURE AND ECONOMIC PERFORMANCE 81-150 (2d. ed. 1980). For a classical analy-
s1s, see E.A.G. ROBINSON, THE STRUCTURE OF COMPETITIVE INDUSTRY 26-27 (rev. ed.
1958).
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may produce widgets at a cost of fifteen dollars. Some consumers
may be willing to pay fifty dollars for one of the widgets although the
market price 1s only thirty dollars. The difference between what
these consumers would be willing to pay and the market price they
must pay constitutes consumer surplus (twenty dollars).

Producer surplus is the mirror image of consumer surplus and is
measured by the difference between the marginal costs to produce a
product and the market price of the product. In our example the
producer spent fifteen dollars on a product he was able to sell for
tharty dollars. The difference between the marginal cost of that par-
ticular widget and the selling price represents the producer surplus
for that widget (fifteen dollars).

Consumer and producer surplus can be illustrated i economic
terms. A firm’s marginal cost of production represents the social
costs of allocating resources to the production of the particular good
or service. Consumer satisfaction 1s an element of the price charged
for the good or service.

A market clearing price occurs when consumer satisfaction
equals the social and marginal costs of production. At a competitive
market price, social surplus 1s present. Social surplus 1s present be-
cause at the market price many consumers are paying less than the
price at which they actually value the good, and many sellers are re-
cerving more than the cost to produce the good. The gain to consum-
ers paymng less than the benefits derived 1s called consumer surplus.
The gamn to a business selling for more than cost 1s called producer
surplus.2?

Social surplus 1s maximized when the sum of producer and con-
sumer surplus 1s as great as possible. Policies which maximize either
consumer or producer surplus may not maximize social surplus. A
policy which mecreases consumer surplus, but simultaneously reduces
producer surplus by a greater amount, reduces social surplus. There-
fore, 1n order to properly analyze the social benefit of a given policy,
its effect on both consumers and producers must be evaluated.

PREDATORY PRICING

Predatory pricing behavior mvolves a reduction of price m the
short run so as to drive competing firms out of the market or to dis-
courage entry of new firms in an effort to gamn larger profits via
higher prices 1n the long run that would not have been earned had
the price reduction not occurred. The predator expects that its entry-

22. Although adequate for the present discussion, this statement is not entirely
correct. Producer surplus 1s partially earned by the factors of production, such as la-
bor and capital.
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mmpeding or exit-inducing strategy will eventually enable it to either
raise prices or maintain an existing market structure in which prices
are above competitive levels for a longer period of time than would
be possible had entry been allowed to occur immediately. The
predator, 1n pursuing this strategy, hopes that long run profits will
increase enough to compensate it for the sacrifice of short run
profits.

For predatory price cutting to generate additional monopoly
power and thereby violate the proposed rules agamnst predation, a
market must have several characteristics. First, the market must be
horizontally concentrated.?® In an unconcentrated market, competi-
tive discipline from rival firms will preclude a predator from gaming
market power regardless of the exit of one firm.

Second, the market must have substantial entry barriers. These
barmers will exist whenever the prospective entrant is at a relative
cost disadvantage to incumbent firms simply because the entrant has
not yet committed the requisite resources into which the incumbent
firms’ fixed costs are already sunk.?¢ If there are no market entry
barriers, there can be no mcentive to engage m predatory pricing be-
cause prospective market entrants will constraimn the market power
of the predator as effectively as existing market participants.

Third, the market must also have barriers to re-entry by rival
firms. The argument of McGee, Bork, and Easterbrook that preda-
tion 1s 1mpossible or unlikely depends to some extent on the implied
assumption that the rvals of the predator do not face significant re-
entry barriers.2> Re-entry barriers are fairly common, however, and
exast to the extent that the capital formerly amassed by a firm has
been dispersed before re-entry occurs. Salvaged equpment, dis-
persed labor force and management, discontinued advertising, and
unmaimntamed reputation can only be replaced or re-adapted to their
former uses at substantial costs. Such costs constitute re-entry
barriers.26

In 1958, predatory price cutting was first analyzed when McGee
examined the alleged predatory practices of the Standard Gil Trust.2?

23. Baumol & Willig, Fized Costs, Sunk Costs, Entry Barrers, and the Sus-
tainability of Monopoly, 96 Q.J. ECON. 405 (1981).

24. Id. Baumol and Willig show that the need for an entrant to sink costs can be
a barrier to entry. Incumbents, therefore, are permitted to hold prices above costs
with little fear that such practices will encourage entry.

25. R. BORK, supra note 2, at 149-54; F SCHERER, supra note 21, at 335-40; Easter-
brook, Predatory Strateqres and Counterstrategies, 48 U. CHI. L. REv. 263 (1981).

26. Ordover & Willig, An Economac Definition of Predation: Pricing and Prod-
uct Innovation, 91 YALE L.J. 8, 11-12 (1981).

27. McGee, Predatory Price Cutting: The Standard Oil (N.J.) Case, 1 JL. &
EcoN. 137 (1958).
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By tracing the history and case law, McGee established how Standard
acquired its monopoly in the oil refining business from its humble be-
gmning in the late mineteenth century.?® McGee noted that many be-
lieved Standard, wishing to eliminate competitors in a limited
geographic market, cut prices below costs.2? Under that strategy,
everyone would have suffered losses, including Standard. The losses
mecurred by Standard would, however, have been offset by profits
earned in its other markets. Eventually the competitors would have
left the market because they could not expect to cover their costs.

McGee argued that this technique would have been inferior to
Standard buying out its competitors in an era when horizontal merg-
ers were handled m a laissez-faire manner:

[i]f, instead of fighting, the would-be monopolist bought out

his competitors directly, he could afford to pay them up to

the discounted value of the expected monopoly profits to be

gotten as a result of their extinction. Anything above the

competitive value of their firms should be enough to buy
them. In the purchase case, monopoly profits could begin at
once; 1n the predatory case, large losses would first have to

be mcurred. Losses would have to be set off agamnst the pro-

spective monopoly profits, discounted appropriately. .. [I]t

is difficult to see why the [would-be] predator would be un-

willing to take the amount that he would otherwise spend in

price wars and pay it as a bonus.30
For Standard, outright purchase would also have been more reliable
than predation. Once Standard had purchased a refinery it could
have dismantled the plant. The risk of predation 1s that a creditor
will buy the victim’s plant at a fraction of its fair market value and
restart the competing business. This risk was even more likely once
Standard began commanding a monopoly price for its produect.

McGee, therefore, argued that because predatory pricing mmposes
a larger cost on the predator than on the victim, predatory price cut-
ting would have been inferior to mergers as a monopolizing tech-
nique m an era i which mergers were permitted.3 The revenue
losses during the campaign would be proportionally higher for the
predator than for the victim because the predator faces the necessity
of expanding its output at ever higher cost, while the victim will re-
duce its output mn order to decrease its costs. In his analysis of the
mdustry, McGee found no mstance 1n which Standard used predatory
price cutting to force a rival refiner to sell out, to reduce asset values

28, Id. at 143-67.
29. Id. at 138.
30. Id. at 139-40.
31. Id. at 143.
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i order to purchase at a lower price, or to drive a competitor out of
business.32

Bork wholly agrees with McGee’s analysis.3® Looking at preda-
tion 1 the context of a modern occurrence, Bork found that the mod-
ern law prohibiting horizontal mergers makes it nearly impossible
for the predator to end the war by purchasing his battle-weary vac-
tmm.3¢4 The price war must therefore continue until the victim'’s facili-
ties are entwrely driven from the industry without the possibility of
return. Until the victim’s facilities and orgamization are scattered,
there 1s always the possibility that an outside purchaser may spring
up and re-enter the market. The costly war of price cutting would
then have been a wasted campaign .35

Bork further points out that “ease of entry will be symmetrical
with ease of exit.””®¢ The easier it 1s to drive a competitor from the
market, the easier it will be for that competitor or another to re-
enter once the predator begins to accumulate monopoly profits. If, as
1s typical, predatory price cutting results in the vietim bemng forced
mto bankruptey, the vietim’s creditors can then buy the plant for a
fraction of its fair market value and start up a competing plant. This
would be the case especially where the incumbent begins charging
monopoly prices. Conversely, the more difficult entry 1s, the more
difficult it 1s to drive a rival out, and the easier it becomes to discour-
age entry once monopoly power 1s obtained.3? For example, because
the mecumbent has already committed resources to its enterprise, it
has a cost advantage over any potential market entrant. The poten-
tial entrant must still simmk substantial mmvestments into the enter-
prise before it can successfully compete against the incumbent.

Finally, Bork contends that while costs are presently incurred,
the anticipated monopoly return 1s in the future, and therefore must
be discounted by a rate of interest.3® This factor adds to the poor ex-
pectations of a firm contemplating predatory pricing.3?

Bork believes that it 1s therefore unwise to construct elaborate
rules governing a phenomenon that probably does not exist, or
which, should it be found to exist in very rare cases, the courts would
have serious difficulty distinguishing from competitive price behav-

32. Id. at 153.

33. R. BORK, supra note 2, at 144-48.
34. Id. at 153.

35. Id.

36. Id. at 149.

37. Id. at 153.

38. Id. at 153-54.

39. Id. at 154.
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10r.40 Bork feels that price reductions are neither rare nor generally
pernicious in economic models or in the real world.4 One should not
be alarmed if price momentarily falls below average total cost, or as
low as marginal cost or average variable cost. If courts use an overly
deterrent rule the result will be high prices due to less efficient firms
staying 1n the market. Bork feels that courts should dismuss all pred-
atory pricing complaints, at least when the plaintiff and defendant
are competitors.4?

SUMMARY OF PREDATION

In markets in which structural factors permit it, predation can
be used to accomplish two objectives. Predation may be used to
either: (1) elimmnate a competitor; or (2) persuade the competitor to
merge with the predator or jomn a price fixing cartel or other collu-
sive arrangement with the predator.$® Economic analysis assumes
that the first alternative, driving the competitor out of the market,
will not be attempted simply because it 1s the least profitable route
for the predator to follow.

When a firm contemplates predation, it must be concerned about
the large amount of revenue it will lose. The predator does not yet
sell enough to control the market. If it wishes to depress the price
below the competitive level, it must be prepared to sell increasing
quantities. Since the mechamsm of forcing a lower price compels the
predator to lure customers away from competitors, the predator must
be prepared to serve those customers itself. It, thus, finds itself
the position of selling more, and therefore losing more proportion-
ately than its competitors.44

If the predator attempts predatory price cutting and succeeds in
elimmnating a competitor, the competitor may go into bankruptcy.
The competitor’s fixed assets will revert to its creditors, who will
normally either operate them or sell them to the highest bidder.
New owners may buy the plant of the bankrupt vietim for far less
than its market value. The new owners would be attracted back to
the origimmal market once the predator began charging monopoly
prices. These new owners will have lower average costs than the

40. Id.

41, Id. at 155.

42. Id. at 155. But cf. Easterbrook, 48 U. CHI. L. REv. at 331-33 (suggesting that
suits by consumers forced to pay a ligher price after successful predation should be
permitted).

43. Predation may also be used to send a signal to other potential entrants that
upon therr entry, a price cut 1s certain. See infra notes 75-80 and accompanying text.

44, See generally R. BORK, supra note 2, at 148-53; McGee, Predatory Price Cut-
ting: The Standard Oil (N.J.) Case, 1 J.L. & ECoON. 137, 140-41 (1958).
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predator because their plant cost 1s less. Therefore, because the losses
during the predatory period may be large, and the ability to collect a
monopoly profit after knocking the victim out is small, the mcum-
bent’s strategy will be to avoid the predatory elimination of rivals.45

If the incumbent does decide to engage in predatory pricing, then
it will likely have as its objective convincing the rival competitor to
“cooperate” with or accommodate the mcumbent by either selling out
to it, merging with it, or colluding (formally or tacitly) with the in-
cumbent.?® If the mcumbent fears future entry it may decide to prac-
tice predation at the first sign of entry in order to send a signal to
potential future entrants.4?

PREDATORY PRICING TESTS

Fearful of predatory pricing, whether myth or reality, the courts
began looking for ways to police the practice. The majority of courts
now follow the Areeda-Turner or marginal-cost pricing test.48 When
a firm considers whether to produce one additional unit, it weighs
the additional revenues the sale will generate against the mncreased
production and sale costs. Two typical characteristics of competitive
markets are: (1) prices will tend to equal marginal costs, although in
some markets prices may stabilize at a somewhat higher pomnt; and
(2) dropping a price below short-run margmal cost 1s not a reasonable
way for a firm to increase profits — unless the mcrease equals the
present value of future monopoly pricing or 1s used for promotional
purposes.4®

Marginal-cost pricing, therefore, 1s consistent with competition
on its merits. Areeda and Turner argue that a price lower than rea-
sonably anticipated marginal cost 1s predatory, while a price higher
than reasonably anticipated marginal cost 1s not predatory.5® How-
ever, since margmal cost 1s extraordinarily hard to compute, Areeda
and Turner propose that average variable cost (“AVC”) should be
used m empirical testing as a substitute.51 The Areeda-Turner test
holds that a price above AVC 1s presumed to be lawful. A price be-

45. Easterbrook, Comment, n STRATEGIES PREDATION AND ANTITRUST ANALYSIS
665 (S. Salop ed. 1981).

46. Koller, The Myth of Predatory Pricing: An Empirical Study, 4 ANTITRUST L.
& EcON. REV. at 108.

47. See infra notes 75-80 and accompanying text.

48. Areeda & Turner, Predatory Pricing and Related Practices Under Section 2 of
the Sherman Act, 88 HARv. L. REV. 697 (1975). See supra note 3.

49. E. MANSFIELD, MICROECONOMICS: THEORY AND APPLICATIONS 252-57 (4th ed.
1982). But note that a price below the marginal cost could be used for promotional
reasons and, as such, 1s not violative of the Areeda-Turner test.

50. Areeda & Turner, 88 HARV. L. REV. at 711.

51. 3P Areeda & D. Turner, ANTITRUST LAW | 711d (1978).
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low AVC, if other prerequisites are met, 1s conclusively presumed to
be illegal.52 Those prerequisites are: (1) a defendant may use AVC as
a substitute for marginal cost only when it is not significantly below
short-run marginal cost; and (2) reasonably disputed cost items must
be treated as variable costs.’2 Almost all recent cases have adopted
the Areeda-Turner test or one of its variants.5¢

Cost-based tests are difficult to use because they allow so many
accounting variables to come mto play. However, justification for a
rule that prohibits pricing below cost can be found 1 the legislative
history of the Sherman Act5 and in the social and political judg-
ments embodied in that legislation. The legislative history estab-
lishes that Congress wished to advance several principles when
enacting the Sherman Act. Congress wished to mncrease economic ef-
fimency, curb the power of trusts, and protect small business from
unfair busmness practices.5® It has been persuasively argued that this
last goal mcluded msuring that small firms would not be forced to
compete agamst larger competitors selling their goods at prices below
competitive levels.5? Essentially, Congress created and assigned to

52. Id.

53. Id. at { 712,

54. See, e.g., Murphy Tugboat Co. v. Crowley, 658 F.2d 1256 (9th Cir. 1981), cert.
denied, 455 U.S. 1018 (1982); Pierce Packing Co. v. John Morrell & Co., 633 F.2d 1362
(9th Cir. 1980); National Distrib. Co. v. United States Treasury Dep’t, 626 ¥.2d 997,
1017 n.64 (D.C. Cir. 1980); Pacific Eng’g & Prod. Co. v. Kerr-McGee Corp., 551 F.2d 790
(10th Cir. 1977); National Ass'n of Regulatory Util. Comm’rs v. FCC, 525 F.2d 630 (D.C.
Cir. 1976), cert. denied, 425 U.S. 992 (1976). But see Chillicothe Sand & Gravel Co. v.
Martin Marietta Corp., 615 F.2d 427, 432 (Tth Cir. 1980); In re 1.B.M. Peripheral EDP
Devices Antitrust Litigation, 481 F Supp. 965 (N.D. Cal. 1979), aff 'd, 698 F.2d 1377 (Sth
Cir. 1983), cert. denied, 465 U.S. 955 (1983); and Borden, Inc., 92 F.T.C. 669, 803-05
(1978), aff'd, 674 F.2d 498 (6th Cir.), modified, 94 F.T.C. 137 (1982) all of whach criti-
cize marginal cost-based approaches.

55. Representative Mason condemned the trusts despite their efficiencies:

Some say that the trusts [Standard Oil] have made products cheaper, have re-

duced prices; but if the price of oil, for 1nstance, were reduced to 1 cent a bar-

rel it would not right the wrong done to the people of this country by the

“trusts” which have destroyed legitimate competition and driven honest men

from legitimate business enterprises.

21 CoNG. REC. 4100 (1890) (statement of Rep. Mason). Senator Edmunds, expressing
the same sentiment, said:

Although for the time being the sugar trust has perhaps reduced the price of

sugar, and the oil trust certainly has reduced the price of cil immensely, that

does not alter the wrong of the prmciple of any trust because in the long
run, all human experience and all human philosophy have proved that [the
trusts) are destructive of public welfare and come to be tyranmes, grinding
tyranmes, that have sometimes in other countries produced riots and so
on.
Id. at 2726 (statement of Sen. Edmunds).

56. Lande, Wealth Transfers as the Original and Primary Concern of Antitrust:
The Efficiency Interpretation Challenged, 34 HASTINGS L.J. 65, 105-06 (1982). See also
supra note 18.

57. Lande, 34 HASTINGS L.J. at 106.



102 CREIGHTON LAW REVIEW [Vol. 22

business the “right” not to be forced to compete against firms setting
prices at uncompetitive levels. Under this view, predation should not
be condemned because it injures the competitive process, but rather
because it stands outside the competitive process.

As with any rule, there will be enforcement errors when apply-
mg the Areeda-Turner test.58 Prosecutors and courts alike will be
operating with less than full information concerning, for example, a
firm’s costs, its financal reserves, and barriers to re-entry or subse-
quent new entry. No rule, therefore, will ever be enforced perfectly
because even well-mtentioned enforcers will lack the knowledge to
make accurate distinctions among situations that appear to be
similar.

Among the critics of the Areeda-Turner test, Williamson and
Easterbrook are the most outspoken.’® Judge Easterbrook argues
that the practice of below cost pricing, unless it leads to the elimina-
tion of a rival from the market, is punishment enough and, therefore,
there should be no enforcement under the antitrust laws.5¢ As most
forcefully stated by Easterbrook, the loss caused by below cost pric-
g 1s automatically enforced on the unsuccessful predator. Thas loss:

1s 1mposed automatically, by operation of the market. Per-

haps the [predator’s] shareholders should have a remedy, but
that 1s not an antitrust problem. The [predator] bears costs

far exceeding the optimal penalty for the offense. There is

no need for an antitrust remedy, because the conduct 1s self-

deterring. The market 1mposes an ample penalty on any

firm that tries to drive out a rival but fails. The costs of mo-

bilizing the legal system and extracting a penalty would be a

deadweight social loss, adding to the loss . that has al-

ready been sustamed.5!

Easterbrook, Bork, and others,52 therefore, believe that unless the

58. Joskow & Klevonick, 4 Framework for Analyzing Predatory Pricing Policy,
89 YarLE L.J. 213, 223 (1979) (analyzing the costs of mislabeling predatory and non-
predatory pricing strategies). With any given rule agamnst predation, two types of er-
rors can arise. With no rule or a relatively loose rule agamnst predation, there 1s the
risk that some nstances of undesirable predation will go unprosecuted (a type II er-
ror). This situation results in the continuance of monopolies and the kind of dead-
weight loss from resource musallocation typically associated with monopoly pricing.
With a strict rule against predation, however, there 1s the risk that genuinely desirable
behavior will be prosecuted or deterred (a type I error). Id.

59. Williamson, Williamson on Predatory Pricing II, 88 YALE L.J. 1183, 1184-86
(1979); Easterbrook, Predatory Strategies and Counterstrategies, 48 U. CHI. L. REV. 263,
276-81 (1981).

60. Easterbrook, 48 U, CHI. L. REV. at 272, 336-37.

61. Id. at 280. See also, Williamson, 88 YALE L.J. at 1184-86.

62. R. BORK, supra note 2, at 144-60; McGee, Predatory Pricing Revisited, 23 J.L.
& ECON. 289 (1980). These authorities question the need for any rule. Their analyses
are less in-depth than the Williamson and Easterbroock studies.
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predatory practice concludes m the expulsion of the victim, the anti-
trust laws should mamtain a hands-off attitude, Williamson offers an
output reduction rule to counter the Areeda-Turner test. Williamson
believes that it should be unlawful for a dominant firm to increase
output during the eighteen-month period immediately after the ap-
pearance of an entrant.53

If the below-cost pricing practice does not end in a monopoly
profit for the firm, there 1s no antitrust problem even if rivals are
driven from the market. Therefore, strict and careful adherence to
the Areeda-Turner test will often lead to the enforcement error of
finding predatory practices where none exust.

Suppose, for example, a manufacturer of microprocessors has
costs of $100 per chip for the first thousand units, but that if it makes
more it can produce each one for less. The manufacturer therefore
makes the rational decision to sell the chips at $20 each m the first
year of production with the expectation of making a huge return in
the second year when it sells its chips at $10 each but after the per
unit cost has dropped to $5. This 1s a perfect example of deliberately
selling below cost. Other firms may be driven from the market by
this practice. An antitrust damage remedy would be unavoidable by
strict adherence to the Areeda-Turner test. A court, however, should
hold this practice lawful without regard to the Areeda-Turner test
because the firm plans to make money not by raising price and re-
ducing output, but rather by raising output and reducing cost.

Time, Inc. lost money for ten years on its Sports Illustrated mag-
azme before it became profitable.’¢ Application of the Areeda-Tur-
ner test would again be misleading in this example. Time sold Sports
Ilustrated below cost, but the practice was not likely to be anti-com-
petitive because Time did not expect its profits to come from monop-
oly. Rather, Time expected to realize profits from mcreased
readership which 1in turn would make its magazine more attractive to
advertisers. Sports Illustrated may have driven out some rivals and,
thus, its pricing practice may have looked predatory. Antitrust
courts, however, should ask whether its profits were dependent on
monopoly. If not, then there i1s no need for antitrust litigation. Blind
adherence to a price-cost rule would lead to a misuse of the antitrust
laws and a deadweight loss to society.65

Predatory pricing typically occurs in oligopolistic markets. Oligo-
polistic markets can be divided mnto two classes. The first class con-
sists of markets m which there 1s substantial competition and mm

63. See generally Williamson, 87 YALE L.J. 284, 295-96.
64. Wall St. J,, Jan. 23, 1981, at 1, col. 5.
65. Easterbrook, The Limits of Antitrust, 63 TEX. L. REv. 1, 29 (1984).
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which price 1s only slightly higher than the competitive market
price.5¢ The second class 1s a market which 1s a tight oligopoly or a
market where there 1s only slight competition. Consumers may ben-
efit from predatory pricing in substantially competitive oligopoly
markets regardless of whether firms are ousted from the market.
However, at the time the price 1s actually slashed, the price cut will
create deadweight socal loss because the gamn 1 consumer surplus
will be more than offset by the loss 1n producer surplus. But if public
policy favors mcreasing consumer surplus at the expense of producer
and social surplus, then predatory price cuts should not be
condemned.67

Predatory price cuts in tight oligopoly markets produce a very
different result than similar cuts in substantially competitive mar-
kets. The dominant firm in an oligopolistic market will typically mni-
tiate a price cut to force the smaller firms to accept the dommant
firm's price leadership. During the price cutting period, the cuts may
ncrease social welfare by creating a price that more closely approxi-
mates margmal cost. This will typically lead to an increase m social
surplus lasting for at least the duration of the price cutting period.

If, after the price cutting period, the price cut fails to discipline
competitors, the price will return to its iitial level.68 However, if
the price cut ultimately results in prices higher than the initial level,
social and consumer surplus will decrease. The size of the loss will
depend upon how much the predator succeeds mn raising the price
above the level that would have prevailed had predatory pricing not
occurred.

An mmportant poimnt to consider is that even if a price cut reduces
competition and causes prices to increase, the social loss brought
about by the price rise may be less than the social gain created by the
mitial price cut. Viewed as a whole, therefore, predatory pricing may
be preferred to the ongnal oligopolistic market even when it sue-
ceeds 1n forcing rivals from the marketplace or in foreing them to ac-
cept price leadership.

A PREDATORY PRICING MODEL

The economic costs facing a firm may be classified as fixed or va-

66. F SCHERER, supra note 21, at 41-44.

67. See R. BORK, supra note 2, at 146-60. The 1issue discussed by Judge Bork 1s
whether, as a matter of public policy, efficient firms should have a vested right in
seeking antitrust protection from predatory practices. Bork feels there should be no
such antitrust policy.

68. The price will return to its mitial level because neither party can afford a pro-
longed price war. If the price cut failed to discipline the competitors and the dommant
firm raises its price ahove the 1nitial level the firm will lose market share.
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riable. Fixed costs do not vary with changes i output and would
continue even if a firm produced no output. Varable costs are those
which vary with levels of production. They typically include such
items as matenrials, fuel, labor, utilities, repairs, and mamtenance.
Average variable cost 1s the sum of all variable costs divided by
output.

Marginal cost 1s the mmcrement to total cost that results from pro-
ducing an additional unit of output. Margmal cost 1s solely a function
of vanable costs, since fixed costs, by definition, are costs unaffected
by changes 1mn output. Margimal cost usually decreases or remains
constant over low levels of output and increases as production ap-
proaches plant capacity.

Average cost 1s the sum of fixed cost and total variable cost, di-
vided by output. It 1s, by definition, higher than average variable cost
at all levels of output, but will typically fall below marginal cost at
very high levels of output when the plant 1s expanded beyond effi-
cient operating capacity. Margmal cost (“MC”) will equal AVC when
AVC 1s at a mmmimum. Marginal cost will equal average cost (“AC")
when AC 1s at a minimum.

Whether costs are fixed or variable (and hence marginal) is a
function of both: (1) the magnitude of any contemplated change
output; and (2) time. To determine which variable costs are relevant
to predatory (below cost) price cutting, one must first ask what costs
are relevant to the firm which 1s seeking to maximize profits or mini-
mize losses, since a firm which seeks to do so 1s normally responding
to accepted economic incentives and, thus, i1s not engagimg 1n preda-
tory behavior. The profit-maximizing or loss-munimizing output for
any firm, whether competitive or monopolistic, occurs at that pomnt
where any imcrease in output would add more to costs than to reve-
nues or any decrease mn output would reduce revenues more than
costs.59

Under conditions of perfect competition, a firm maximizes prof-
jts (or minimizes losses) by producing that output at which its MC
equals the market price. The firm must produce at that level because
it is too small to affect market price by varymng its output. A firm
with monopoly power, however, has captured a sufficiently large part
of a market and can determine market price by varying its output.

Because the monopolist can affect market price by varying its
output, it faces a downward sloping demand curve, (D 1n figure 1).70
The monopolist maximizes profits when marginal revenue (“MR”) 1s
equal to MC. Thus, in Figure 1, the profit-maximizing monopolist

69. R. BORK, supra note 2, at 701.
70. Id. at 703.
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will produce quantity Qm and sell at price Pm, which 1s higher than
MC. The mecremental revenue to the monopolist from selling an ad-
ditional unit 1s the lower price received for that unit, minus the reve-
nue lost from selling all other units at the lower price.

Price
$ 20
15
Pm

10 ;

; ]
5 10 15

Qm
Quantity
Figure 1

Monopoly: Higher Price Lower Output

A competitive firm will maximize profits or minimize losses by
producing at that level where MC equals price. A monopolist will
produce where MC equals MR. A firm that 1s selling at a short run
profit-maximzing (or loss-mimimizing) price 1s clearly not a predator.
A necessary, but msufficient, condition of predation 1s the sacrifice of
short run profits.

A firm producing at an output where MC exceeds price 1s selling
at least part of that output at a loss. The firm could eliminate that
loss by reducing its output or, where the highest obtamnable price 1s
below AVC at all levels of output, by ceasing operations altogether.

By pricing below MC, the dommnant firm 1s not only mcurring
private losses but 1s wasting social resources as well. When pricing
below MC, the would be monopolist mcreases the possibility that
competition will be extinguished or prevented for reasons unrelated
to the dominant firm’s efficiency. Therefore, a monopolist pricing be-
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low MC should be presumed to have practiced predatory pricing.”®

Because MC is extremely difficult to measure, the Areeda-Tur-
ner MC test has been criticized as impractical. To alleviate this criti-
cism, Areeda and Turner recommend that the firm’s AVC be used as
a substitute for MC.?? The consequences of substituting AVC for MC
depend upon the relationship between the two cost measurements.
Marginal cost will be equal to AVC when the latter 1s constant, less
when AVC is decliming, and greater when AVC 1s rising. Thus, when
AVC is rising, it will be a poor measurement for MC. When the AVC
rule 1s applied, the predator relying on the defense that its price was
not less than AVC should be required to prove that its MC at that
level of output did not significantly exceed AVC.

The greatest criticism of the MC rule comes from Easterbrook.?
If the MC of producing one widget is one dollar, the price n a com-
petitive market would also be one dollar. If widget manufacturers
reduced the price to seventy cents, then persons who valued widgets
at more than seventy cents but less than one dollar would start buy-
mg widgets. This would reduce welfare, because these consumers
would receive less than one dollar of benefit from widgets whose
manufacture consumed one dollar in resources. Although a rule
prohibiting sales below MC would prevent the loss, it should be noted
that the firms which sell the items at prices below MC bear the en-
tire welfare loss as private costs. '

This can easily be explamned by using an illustration. Figure 274
depicts the situation of sales below MC, which 1s assumed to be equal
to AC as well. If widget manufacturers sold widgets at one dollar,
consumers would purchase quantity q. Only then would consumers
who valued widgets at one dollar or more purchase widgets. Manu-
facturers would exactly recover their costs. Consumers would realize
a surplus indicated by area D, which represents the value consumers
place on the widgets less the purchase price. If manufacturers cut
the price to seventy cents, then consumers would purchase gquantity
q’ of widgets. There would be a welfare loss equal to area C, which
represents the value lost in purchases by consumers who would be
unwilling to pay what it cost to produce the widgets.

T71. Id. at T12. Areeda and Turner would create an exception to this rule only
when the firm prices below marginal cost as a promotional campaign and the campaign
1s temporary or i order to meet a competitor’s own low price. See supra note 49 and
accompanymng text. For more on the Areeda-Turner test, see infra notes 114-18 and
accompanymg text.

72. Areeda & Turner, Predatory Pricing and Related Practices Under Section 2 of
the Sherman Act, 88 HARvV. L. REv. 697, 716 (1975).

73. Easterbrook, Predatory Strategies and Counterstrategies, 48 U. CHI. L. REV.
263, 278-80 (1981).

T4, Id. at 279.
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Notice that consumers themselves experience no loss. They are
in fact considerably better off than they were when the price was one
dollar and the surplus was only area D. When the price 1s set at sev-
enty cents, consumer surplus 1s equal to areas A + B 4+ D. The wel-
fare loss falls entirely on the shareholders of the widget
manufacturers, who lose thirty cents times q’ widgets. The manufac-
turers lose a sum equal to A + B + C. They lose A on the price
reduction for existing sales, and they lose B + C on the mcremental
sales.

$/unit
D
$1.00 ) T Average Cost
A 1 \C }

1B N\ -

$.70 ; I Selling Price
i |
o
: ] Demand
1 [
a q quantity
Figure 2

Welfare Gains and Losses

The manufacturers’ losses are several times greater than the
welfare loss. This loss 1s 1mposed automatically, by operation of the
market. The firms’ shareholders should perhaps have a remedy at
law, but this should not be a concern of the antitrust laws.

REPUTATION

Most economists argue that predation 1s msignificant and self-po-
licing. They believe that due to its self-deterring (unprofitable) na-
ture it will not be practiced. A new theory, however, 1s currently
bemng expounded that predation can indeed be utilized as an effective
entry-deterring strategy.?®

The model developed by Dixit, Milgrom and Roberts, William-

75. See, e.g., O. WILLIAMSON, supra note 2, at 376-78; Burns, Predatory Pricing
and the Acquasition Cost of Competitors, 94 J. PoL. ECON. 266 (1986); Dixit, Iruperfect
Competition and Public Policy Recent Developments 1n Oligopoly Theory, 72 AMER.
EcoN. REv. 12 (1982); Kreps & Wilson, Reputation and Imperfect Information, 27 J.
EcoN. THEORY 253-79 (1982); Milgrom & Roberts, Predation, Reputation and Entry De-
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son, Burns and others is typically one of a large established firm, op-
erating 1n several separate markets, which 1s threatened with the
entry of competitors into one or more of those markets.?®¢ Once entry
occurs the mcumbent must make a choice between fighting the new
entrant or sharing the market. If the choice 1s to fight, the incumbent
will typically mcur a greater economic loss before expelling the rival
than had the incumbent shared the market. The choice to fight,
therefore, is rrational. However, although the incumbent knows
that it may not directly be profitable to eliminate that particular ri-
val, it may decide to employ predation to deter other potential en-
trants. This deterrent effect is a direct result of the reputation the
predator attams as a consequence of fighting the earlier entrant.
These potential entrants may anticipate that the mcumbent firm will
behave similarly if they should enter the market, and thus, entry
may appear less attractive.?’?

The threat of predation will be effective 1n preventing marketing
entry only if potential entrants find the threat credible. In models
mvolving only a single market, for example, if the entrant calls the
mcumbent’s bluff by entering despite the threat, the incumbent
would have to share the market as it would be irrational for the in-
cumbent to engage m predation.”® In contrast, the ncumbent mn the
Dixit model operates in many markets and could benefit by carrying
out its threat 1n one market because it would gain the reputation as a
predator in all its markets. It is this reputation which keeps the
other potential entrants from coming in.

The viability of this predatory strategy does not depend on being
able to induce exit. Rather, the predator need only be able to drive
the rnval’s post-entry return below the returns available to the rival
elsewhere. It is irrelevant whether the incumbent can recoup its

terrence, 27 J. ECON. THEORY 280-312 (1982); Spence, Entry, Capacity Investment and
Oligopolistic Pricing, 8 BELL J. ECON. 534-44 (1979).

76. See supra note T5.

77. Milgrom & Roberts, 27 J. ECON. THEORY at 281. Butf see F EASTERBROOK,
supra note 45, at 665. Easterbrook states:

The promise to lose a great deal of money in Market 1, probably much more
money than your new entrant 1s losing in Market 1, in order to convey the
message that you will be willing to do the same thing in Market 2 and Market
3 and Market 4, 1s incredible. The message you convey 1s, you have a strategy
that can succeed if and only if you never agamn have to carry it out. Once you
have conveyed the message, and rivals know that the strategy can succeed
only if not executed, you have also conveyed the message to someone else that
now 1s the right time to enter Market 2. Everybody knows that your preda-
tory threat 1s profitable only if not carried out. [Therefore}, that 1s the perfect
time to enter.

Id. at 655.
78. Dixit, Recent Developments in Oligopoly Theory, 72 AM. ECON. REV. 12 (1982).
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losses caused by predatory pricing in that market. The act need only
result 1n a predatory reputation for the mmcumbent.

Previous studies have overlooked the value of reputation in their
historical analyses of predatory practices. For example, when hori-
zontal mergers were lawful predatory reputation had a very benefi-
cial consequence to the predator. Once the reputation was perceived
as credible, competitors would have a legitimate fear of becoming the
next victim of price warfare — unless, of course, the predator’s
merger offer was accepted.” Such mtiimdation would induce the
firm to sell out for less than its true market value. The evidence,
therefore, supports the belief that previous studies have underesti-
mated the costs of a peaceful merger strategy, as well as the ability of
predatory price cutting to establish a credible predatory reputation,
thereby allowing the aspiring monopolist the ability to reduce the ac-
quisition costs of competitors.8®

Early studies found that predatory price cutting was an ineffec-
tive tool at elilminating smaller competitors. As a result, most au-
thors were hard pressed to find that there should be a rule aganst
elimmnating small competitors.®! This direction has reversed. Many
economists now theorize that when a dominant firm 1s operating
several distinet and separate markets, predation may be a wviable al-
ternative to sharing that market because of the message being sent to
potential entrants in the remaming markets dominated by that firm.
Practicing predation, therefore, can give a firm the reputation as a
predator, which 1s valuable in deterring entry Thus, if entry occurs
at an early stage, it will meet a predatory response, because any other
response will encourage entry. Recognizing this, potential entrants
will enter only if the market 1s so lucrative that they are willing to
face certamn predation.

No predatory analysis would be complete without discussing non-
price predatory strategies. Due to its breadth and non-applicability to
the facts of Matsushita Electric Industrial v. Zenith Radio, this anal-
ysis has been allocated to an appendix. For a thorough analysis of
predatory 1innovations, tie-ins, predatory preannouncements, and
predatory patent abuse (and how they affect the antitrust laws) refer
to Appendix A.

SUMMARY

Predatory pricing, the pricing of output below cost so as to mjure

79. Burns, 94 J. PoL. ECON. at 272.

80. Id. at 273.

81. See, e.g., Easterbrook, Predatory Strategies and Counterstrategres, 48 U. CHI.
L. REv. 263, 318 (1981).
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or discipline one’s rival, has been analyzed extensively. The proper
rule and role for the courts are subjects scholars will continue to de-
bate. Reputation theory aside, predation appears to be an irrational
strategy for attempting to gamn or mamtain a monopoly position and
is therefore unlikely to be utilized 1n practice. This observation rests
on arguments that predation 1s costly to the predator and 1s unlikely
to succeed in driving out a rival who understands price cutting 1s
temporary. Further, it 1s felt that even if the rival 1s eliminated, any
attempt to raise prices so as to reap the benefits of the monopoly may
attract new entrants.®2

However, because frontal assaults on existing firms are suicadal,
much of the recent literature has addressed the question of whether
other, less costly, strategies might aid in reducing competition for the
dominant firm. For example, a firm operating in several markets
could cut prices in one market in order to send a message to potential
entrants in the rest of its markets. The second part of this Article
dealt with various tests used in detecting predation. With this back-
ground, an empirical examination will now be undertaken by apply-
ing the various tests for predation to Matsushita.53

MATSUSHITA ELECTRIC INDUSTRIAL v. ZENITH RADIO

On March 26, 1986, the United States Supreme Court rendered
its decision in a sixteen-year-old civil case mvolving alleged predatory
pricing, price diserimination, and attempts to monopolize the Amer-
can consumer electronic products (“CEP”) mdustry by a foreign car-
tel. A discussion of this case 1s of interest because the evidence was
consistent with some of the analytical ideas expressed by McGee,
Easterbrook, Bork, Scherer, Areeda and Turner, and others. It has
set the stage for further use of contemporary economc analysis mn
the courts.

THE PRINCIPALS IN THE CASE

Zenith Radio Corporation (“Zenith”) and National Union Elec-
tric Corporation (“NUE”) filed their suit in 1974. Zenith and NUE
claimed that the defendants, Matsushita and twenty-one other Japa-
nese corporations that manufacture or sell consumer electronic prod-
ucts, had illegally conspired to drive them from the American CEP
market. Zenith and NUE alleged that the conspiracy was essentially
a scheme to raise, fix, and mamntain artificially high prices for televi-

82. See McGee, Predatory Price Cutting: The Standard Oil (N.J.) Case, 1 J.L. &
EcoN. 137 (1958); McGee, Predatory Pricing Rewmsited, 23 J.L. & EcoN. 289 (1980).
83. Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574 (1986).
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sion receiwvers sold by the Japanese firms i Japan, while concur-
rently fixing and mamntaiming low prices for television receivers
exported to and sold 1 the United States.

NUE further alleged that it could no longer profitably manufac-
ture television recewvers. NUE claimed that it was forced from the
market by the unlawful activities of the Japanese firms. Zenith, still
a major manufacturer of television receivers, contended that it in-
curred operating loses and lost profits because of the unlawful activi-
ties of the Japanese firms.84

THE LITIGATION

The particular offenses charged in the complaints span the range
of the antitrust laws. The major allegation was that the Japanese
firms’ conspiracy violated sections 1 and 2 of the Sherman Act.®
Zenith and NUE also alleged actual and attempted monopolization
and conspiracy to monopolize under section 2 of the Sherman Act.
The Japanese firms were also charged with violating the Robinson-
Patman Act®6 by discriminating in price among American purchasers.
Zenith and NUE finally alleged that the Japanese firms violated sec-
tion 801 of the Revenue Act of 1916 (the “Antidumping Act”)37? by
selling theiwr products in the United States market for prices below
their actual Japan market value or wholesale price.

At the core of the case was Zenith’s and NUE’s allegation that
the Japanese firms partiapated in a twenty year “unitary’”’ conspiracy
to drive United States manufacturers of consumer electromic prod-
ucts (primarily television receivers) out of busmess. This was to be
accomplished by selling television receivers and other CEPs at artifi-
cially high prices in Japan for the purpose of creating a “warchest”
which would fund an agreement among the Japanese firms to sell
the same produets at artificially low prices in the United States.88

The district court found no evidence of a connection between the
Japanese firms’ home market behavior and their export sales which

84. The 10 prinaipal defendants imncluded seven Japanese manufacturers of CEPs:
Matsushita Electric Industral Co., Ltd., Toshiba Corporation; Hitachi, 1itd., Sharp Cor-
poration; Sanyo Electronic Co., Litd., Sony Corporation; and Mitsubishi Electric Corpo-
ration, a Japanese trading corporation. The other three principal defendants were
Mitsubish: Corporation and two American companies: Sears Roebuck and Co., and
Motorola, Inc. Fourteen other defendants were subsidiaries of the principal Japanese
defendants.

85. 15 U.S.C. §§1, 2 (1982).

86. 15 U.S.C. § 13(a) (1982).

87. 15 U.S.C. § 72 (1982).

88. Zenith Radio Corp. v. Matsushita Elec. Indus. Co., 513 F. Supp. 1100, 1124-25
(E.D. Pa. 1981).
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would support the “unitary” conspiracy theory 82 The district court
further held that no agreement to charge artificially low prices could
be inferred from the Japanese firms’ participation mn the Japanese
government mandated export control arrangements.®®© Those ar-
rangements prohibited the Japanese firms from selling below speci-
fied mmimum prices in the United States market (check price
agreement), and established the five company rule, which limited the
number of export customers to five. Finding nothing 1n the record
which made the Japanese firms’ “parallel” busmess more consistent
with an inference of alleged conspiracy than with an inference of in-
dependent action, the district court granted summary judgment in
favor of the Japanese firms on all of the antitrust claims.

On appeal the United States Court of Appeals for the Third Cir-
cuit reversed the district court and held that, because there was di-
rect evidence of some concerted action (i.e., two years of alleged price
stabilization 1n Japan and the Japanese-government-mandated export
control arrangements), the export side of the alleged “unitary” con-
spiracy could be inferred from the Japanese firms’ “parallel” behav-
1or and other cawrcumstantial evidence. The Court, however,
overlooked the fact that the Japanese firms’ United States market
behavior was completely consistent with rational independent action,
and far more consistent with an inference of competition than with
an inference of conspiracy.

From this adverse ruling, Matsushita petitioned the Supreme
Court and was granted a writ of certiorart.®t The Court found signif-
icant entry barriers in the Japanese market. Due to these entry bar-
riers, the Japanese firms could mamtain their monopoly profits in
that market without fear of encroachment. These significant entry
barriers include “high tariff rates, discriminatory ocean freight rates,
the Japanese commodity tax, import deposits, limitations on foreign
investment in Japan, safety and design standards involving cumber-
some inspection and testing procedures, and Japanese government
procurement practices.”’92 In addition to these government-erected
barmers to entry, there was evidence of structural barriers arising
from traditional methods of organization of Japanese businesses 1n
kerretsu as well. 93

89, Id.

90. The defendants, by agreement with the Japanese Mimistry of International
Trade and Industry, fixed mumimum prices for CEPs exported to the American mar-
ket. Matsushita, 475 U.S. at 581.

91. An order by the Supreme Court or other appellate court which 1s used when
it has discretion on whether or not to hear an appeal.

92. In re Japanese Electromic Produects Antitrust Litigation, 723 F.2d 238, 307 (3d
Cir, 1983).

93. A kewetsu 1s a tightly orgamized Japanese trade association in which only
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These kewretsus effectively control channels of distribution in the
Japanese market. Because many Japanese firms share cost informa-
tion, the Japanese electronic market can be described as a small
number of dominant firms which belong to industry trade associa-
tions that freely exchange mformation about plant capacity, inven-
tories, and pricing. It was through the concerted action of these trade
associations that the firms agreed to stabilize the Japanese market
prices.

Zenith and NUE alleged that, because of the horizontal price fix-
g conspiracy mn the Japanese market, the natural tendency of any
Japanese firm with excess capacity would be to look for export mar-
kets to absorb that capacity. The stabilized prices in the Japanese
market were claimed to support sales at low prices in the United
States, the only major electronically compatible export market.9*
Zenith and NUE asserted that the Japanese firms’ prices 1n Japan
were more than fifty percent higher than the prices the cartel estab-
lished for the same products imported and sold i the United States.

The Japanese firms’ aggregate share of the U.S. market gradu-
ally increased for black and white televisions from 21% in 1969 to
49.2% m 1977. Similar market share increases for color televisions
were recorded.95

members of the association are permitted to enter into the particular trade or busimness.
In other words, the Japanese market 1s a closed shop.

94, The German, French, and Soviet Union television systems are significantly
different from the encoding system used in Japan and the United States. Japan has
adopted the encoding system approved by the National Television Standards Commit-
tee which 1s compatible with that used m the United States. Japanese Electronic Prod-
ucts, 723 F.2d at 306.

95. The question of whether the defendants’ aggregate share of the American tel-
evision receiver market was enough, as a matter of law, to survive the summary judg-
ment stage was addressed by the district court. Zenith Radio, 513 F Supp. at 1320-21.
In order to substantiate actual monopolization, defendants must have a significant
market share. In American Tobacco Co. v. United States, 328 U.S. 781 (1946), an aggre-
gate 68% of the domestic cigarette market was held to be a sufficient share. Id. at 796.
The Fifth Circuit has noted: “It appears that something more than 50% of the market
1s a prerequisite to a finding of monopoly.” Cliff Food Stores, Inc. v. Kroger, Inc,, 417
F.2d 203, 207 n.2 (5th Cir. 1969). In United States v. Aluminum Co. of America, 148
F.2d 416 (2nd Cir. 1945), the Second Circuit held that 90% of the market was a monop-
oly, but commented that it 1s doubtful whether 60% or 64% would be enough to consti-
tute a monopoly. Id. at 424.

In Matsushita, Zenith and NUE had shown that the defendants’ market share was,
at most, 49.2% for monochrome television recewvers and 44.2% for color television re-
cewvers. Specifically, figures showed that defendants’ share i1n monochrome recewvers
grew from 21.8% m 1969 to 49.2% in 1977. Defendants’ market share for color televi-
sion recewvers grew from 12.2% 1n 1969 to 44.2% m 1977. Zenith Radio, 513 F. Supp. at
1322.

According to these figures, defendants’ aggregate market share for television re-
cewvers never exceeded 50% and for most years was far less. The district court held
that the plamtiffs’ evidence of defendants’ U.S. market share of television receivers,
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Zenith and NUE asserted that the Japanese firms sold theimr
goods 1 the United States below cost. These practices were claimed
to have resulted m the sharp lowering of “pricing points”9 in the
United States, renderimg NUE unable to compete m its lower-price
market niche. It was further alleged that these practices resulted mn
the elimmation of NUE and other American CEP manufacturers,
and the reduction mn the profitability levels of the remaiming Amen-
can manufacturers, including Zenith. Zenith and NUE sketched their
Japanese high price — United States low price conspiracy as a uni-
tary conspiracy, with home market and export features, the aim of
which was to effect a complete takeover of the American CEP mar-
ket, thereby destroymng the American CEP mdustry. The connection
between the home market and export aspects of the unitary conspir-
acy, according to Zenith and NUE, was the funds obtained mn the high
price Japanese market that were used to finance the predatory ex-
port raid on the American market.

The Japanese firms, on the other hand, claimed that the allega-
tions were groundless. They alleged that there was no substantial ev-
idence to support Zenith’s and NUE’s “export side” conspiracy.
Relying on the fact that the district court found no evidence that the
Japanese firms had acted contrary to their independent economue in-
terests, they contended that there were no grounds to support the al-
legation that a rational motivation was reached by the Japanese firms
to enter into a umque “low price” export conspiracy to sell CEPs mn
the United States at a particular low price. While Zenith and NUE
contended that their only motivation was to sell at whatever low
price was “necessary to make the sale,”®? the Japanese firms claimed,
and the district court agreed, that this was exactly the individual mo-
tivation and result one would expect from free unfettered competi-
tion without any agreement.%8

The Japanese firms asserted that the alleged “low price” conspir-
acy was the very type of pro-competitive “parallel” behavior that the
antitrust laws were designed to encourage rather than condemn.®®

even if aggregated according to the plamtiffs’ theory of monopolization, was nsuffi-
cient to meet the legal standards of proof under § 2 of the Sherman Act. Id. at 1322-23.

96. Priaing pomts are a percentage of profit, a noneconomic analysis of how
changes 1n volume of production affect costs and profit. In the CEP industry, NUE
was a price-taker, a firm whose size 1s sufficiently insignificant in relation to the size of
the market so that its activities have no influence on the prevailing market price.

97. Zenith Radio, 513 F Supp. at 1147,

98. Matsushita, 475 U.S. at 579. The district court also found that there was no
evidence to support a rational motivation by petitioners to enter mnto a conspiracy to
attempt to monopolize the United States television receiver market. It was plam from
the record that any such conspiracy would have been recogmzed as futile. Zenith Ra-
dio, 513 F. Supp. at 1320-1323.

99. That 1s, low prices, secret rebates, etc.
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After all, they contended, competition resulting mn sales at “low
prices” 1s the ultimate goal of antitrust policy Basing thewr argu-
ments on the doctrine of McGee, Bork, and Easterbrook, they suc-
cessfully argued that claims of conspiracies to sell at “low prices”
require thorough rewiew by the courts. Unlike price-elevating
schemes, which confer direct and immediate benefits upon sellers,
punitive “predatory” pricing schemes, which impose substantial costs
upon sellers, provide no such immediate benefits.100

The Supreme Court found that Zenith and NUE relied on an ex-
pert study which suggested that the Japanese firms sold their prod-
ucts mm the American markets at significant losses. The study,
however, was not based on actual cost data, but rather upon expert
opmion using mathematical reconstruction. The Court found these
cost figures implausible and inconsistent with other evidence. The
Court further held that the Japanese oligopolistic price fixing agree-
ment in the Japanese market had little, if any, relevance to the al-
leged predatory pricing conspiracy in the American market.

The Court noted that Zenith and NUE were basically com-
plaining that they had been injured by the “low” pricing practices of
foreign manufacturers seeking to enter the American market. In
such circumstances, there was no rational basis for mmferring a con-
spiracy from so-called “parallel” acts of each Japanese competitor in
charging lower prices 1n the United States than in Japan. Moreover,
the Supreme Court found that this was precisely the action any new
entrant would be expected to take i establishing itseif n a new
market.101

The Supreme Court reasoned that if predation was occurring for
over twenty years, the likelihood of the Japanese firms recouping
therr losses would be very small. The Court also did not overlook the
fact that each of the Japanese firms cheated on their mmmimum pric-
g agreement by setting prices even lower. The undercutting of this
mimmum price meant that they were still selling above their individ-
ual costs.

The alleged conspiracy’s failure to achieve its ends m the
two decades of its asserted operation 1s strong evidence that
the conspiracy does not 1n fact exist. Since the losses in such
a conspiracy accrue before the gamns, they must be “repaid”
with interest. And because the alleged losses have accrued
over the course of two decades, the conspirators could well
require a correspondingly long time to recoup. Maimntaining
supracompetitive prices 1 turn depends on the continued co-

100. Matsushita, 475 U.S. at 589.
101. Id. at 579.
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operation of the conspirators, on the inability of other
would-be competitors to enter the market, and (not inciden-
tally) on the conspirators’ ability to escape antitrust liability
for their minamum price-fixing cartel. Each of these factors
weighs more heavily as the time needed to recoup losses
grows. If the losses have been substantial — as would .

be necessary in order to drive out the competition — peti-
tioners would .  have to sustain their cartel for years sim-
ply to break even.102

The Supreme Court also observed that RCA and Zenith, two
American firms, continued to enjoy the largest shares of the Amen-
can retail market m color televisions. Furthermore, the Court found
no evidence to suggest any relationship between the Japanese firms’
profits mn Japan and the amount they could expect to gain from the
conspiracy to monopolize the American market.

Agreeing with the Japanese firms, the Supreme Court reversed
the decision of the Third Circuit. This conclusion accorded with the
views of the Antitrust Division of the Department of Justice, which
at Zenith’s and NUE’s request, spent six months reviewing their
“best evidence,” only to conclude that there was “no evidence of con-
certed predatory conduct [by the Japanese firms] intended to destroy
and supplant the United States color television industry, either at an
earlier period or at the present time, 103

SIGNIFICANCE

The Matsushata case 1s significant because for the first time the
United States Supreme Court has accepted the recent views adopted
by lawyers and economists on the theory of predatory pricing, specifi-
cally, that predation 1s difficult to detect and any per se rules prohib-
iting it in every instance should not be mmplemented.’®* This 1s a
complete turnabout from the Supreme Court’s decision i Utah Pie
Co. v. Continental Baking Co. which was the last case dealing with
the 1ssue.105

In 1967, the Supreme Court in Utak Pie had still found favor

102. Id. at 592-93.

103. Statement by John H. Shenefield, Assistant Attorney General, Antitrust Divi-
sion, before the Senate Judicary Committee (April 12, 1978).

104. This Article attempts to thoroughly exammne the Supreme Court’s current
policy toward predatory pricing. It 1s, however, an attenuated analysis because it can
1 no way explain the Court’s apparent retreat in Cargill, Inc. v. Monfort of Colorado,
Inc.,, 107 S. Ct. 484, 495 (1986) (stating that “[w]hile firms may engage in predatory
pricing only mnfrequently, there 1s ample evidence suggesting that the practice does
occur”).

105. 386 U.S. 685, reh’y denied, 387 U.S. 949 (1967).
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with the “recoupment” theory of predatory pricing.1%¢ The plantiff,
Utah Pie, sold frozen pies in only one regional market where it had
at one time captured over sixty-five percent of the market. Three na-
tional firms entered that market, where there was also a number of
smaller regional firms. One of the national firms began to cut its
prices and over a period of several years (during which the national
firms consistently sold their pies at lower prices in the Utah market
than n their other regional markets) prices went down considerably.
Utah Pie’s market share was reduced to roughly one-half of the mar-
ket. It then sued the national firms under the Robmson-Patman
Act,197 alleging geographic price discrimmation. There was some evi-
dence from which the jury could have inferred predation: each of the
national firms had, at one time or another, sold below cost in the
heat of the price wars, one of them with some frequency; and one of
the nationals had used industrial spies. During the four-year period
covering the price war, Utah Pie’s sales and profits actually increased
and, although its market share was reduced to roughly one-half, it re-
mamed the largest firm m the market. The Supreme Court neverthe-
less affirmed a jury verdict for Utah Pie and held that the national
firms had engaged 1n unlawful price discrimination.108

The Court’s opmion indicates that the crucal facts which war-
ranted the verdict were: (1) the differences 1n price between mar-
kets; and (2) a general and lasting decline 1 the local price structure.
The result, it would seem, 1s that under Utah Pie a national firm
would be mmhibited in seeking to enter a market through price cutting
for fear that a competitor might successfully bring an action for price
disecrimination aganst the national firm.1° The decision i Matsu-
shata will apparently allow pricing differences between regional mar-
kets without fear of antitrust litigation.

The Court mn Utah Pie did not base its holding on any below cost
sales test or on any general assessment of evidence of predatory n-
tent. The essence of the case 1s that a firm operating 1n two or more
markets cannot engage (except perhaps sporadically) in price compe-
tition m only one of those markets. It may only do so m all of its

106. The theory that a large seller who operates ;n two or more geographic mar-
kets can use price discrimination to finance predatory pricing 1s what 1s commonly de-
scribed as the recoupment theory. Under this theory a predator sells its product at a
high price 1n a market in which it already has a monopoly. The predator then uses
these monopoly profits to finance its predatory, below-cost pricing campaign mn the
market m which the predator wants to eliminate or disaipline rival firms. See, e.g., L.
SULLIVAN, E. THOMAS & H. HOVENKAMP, ANTITRUST LAW POLICY AND PROCEDURE
503-04, 709 (1984); Utah Pie, 386 U.S. at 702.

107. 15 U.S.C. § 13 (1982).

108. Utah Pie, 386 U.S. at 703.

109. E. GELHORN, ANTITRUST L.LAW AND EcoNoMics 369 (1976).
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markets.110

In Utah Pie, the Supreme Court almost certainly used the Robin-
son-Patman Act to condemn hard competition rather than predatory
price cutting. The decision effectively protected Utah Pie’s monopoly
position and forced consumers to pay higher prices.!! Utah Pie has
been criticized because it may be used to protect oligopolistic price
structures agamst erosion. Whenever any multi-market firm cheats
on the cartel or undercuts the market price, the other firms in that
market may sue to recover their lost monopoly profits.112

The Muatsushate case 1s, therefore, very helpful in correcting the
Supreme Court’s misdirection in the area of predatory pricing theory.
The Supreme Court applied modern economic analysis in Matsushita
and arrived at a solution whach clears the way for lower courts mn ex-
amiming alleged predatory pricing schemes. In countermanding its
decision in Utah Pie, the Supreme Court in Matsushita, for the first
time, indicated that it may approve the use of a cost-based test.}13
More importantly, the Court applied the logic of McGee m holding
that predation 1s unlikely to ever occur.

The Supreme Court accordingly upheld the view of McGee,
Bork, Easterbrook, and others, that predatory pricing, if unsuccessful
at commanding monopoly profits once the campaign 1s completed,
has no anticompetitive consequences. The Court has adopted the po-
sition that predatory pricing schemes are inherently uncertain and
that the gain to be attained by successfully eliminating competitors 1s
highly speculative. Matsushita 1s also mmportant because it adds
weighty precedent to an area of antitrust law which presently has a
sparse case history.

By utilizing the Areeda-Turner test, the Bork-Easterbrook per se
legal test, the Joskow-Klevorick average total cost test, and the Wil-
liamson structural preconditions-reputation effects rule, this Article
will now analyze the data of the Matsushita case to determime
whether: (1) predatory pricing was present; and (2) if so, the harm, if
any, it may have caused to Zenith and NUE.

110. L. SULLIVAN, HANDBOOK OF THE LAW OF ANTITRUST 687 (1977).

111. See generally Bowman, Restraint of Trade by the Supreme Court: The Utah
Pie Case, 77T YALE L.J. 70 (1967); Elzinga & Hogarty, Utah Pie and the Consequences of
Robinson-Patman, 21 J.L. & ECON. 427 (1978).

112, L. SULLIVAN, supra note 110, at 687. There were still sizable profits being
earned 1n the Utah market after entry by the national firms. Subsequent analysis
seems to indicate that entry merely squeezed out some of the monopoly profits being
earned 1n the oligopolistic market.

113. The Supreme Court in Matsushita indicated 1n a footnote theiwr passive accept-
ance of a cost-based test. Matsushita, 475 U.S. at 585 n.9.
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THE AREEDA-TURNER TEST

Under the Areeda-Turner test,1¢ if a firm’s price 1s set below
the firm’s AVC, a proxy for the firm’s short run MC, that price would
be per se predatory unless the price 1s promotional or meets an
equally low price of a competitor.15 The issue, therefore, 1s whether
the Japanese combination 1n Matsushita set prices below AVC. Once
this element of the test 1s answered affirmatively, the next question
1s whether this action was taken with predatory mtent. If this 1s an-
swered affirmatively the final i1ssue is whether the price cutting activ-
ity was successful 1n either elimmating a competitor, precipitating a
merger, or unproving market discipline.

The Areeda-Turner test was not satisfied in Matsushita.
Although there was fierce price competition in the American CEP
market, the Japanese combination was pricing competitively rather
than predatorily. The proof, although circumstantial, shows that the
Japanese combination did not sell below its costs.116 If the firms had
been selling below costs, each would have had an incentive to “cheat”
by reducing its share of sales and forcing the other cartel members to
bear the loss. But instead, the firms each tried to expand their out-
put by “cheating” m just the opposite manner on the check price
agreement and by offering secret rebates to each of theirr American
distributors. Such behavior would be illogical if the firms had been
operating below their MC. The only solution, therefore, 1s that each
unit sold recouped more than its MC. Since price was above MC, the
Areeda-Turner test was not satisfied. The Japanese cartel may have
driven some American manufacturers out of business, but they did so
through hard competition, not by below-cost pricing.

Because the Japanese firms did not price below cost, one need
not speculate further about the mtent of the pricing activity nor
about its success. The data wrrefutably suggests that there was no be-
low-cost pricing. A court making the same analysis need look no
further.

The Areeda-Turner test has been subjected to two criticisms: (1)
even assuming MC is the proper benchmark for predation, AVC can
be a poor substitute for MC; and (2) short-run MC 1s not an appropri-
ate benchmark for identifying predation. In other words, although
few prices below short-run MC are non-predatory, a price higher
than short-run MC can also be predatory.

Perhaps the greatest problem of the Areeda-Turner test 1s its
substitution of AVC for MC. At high levels of output (and predatory

114. See supra notes 50-54 and accompanying text.
115. 3 P AREEDA & D. TURNER, supra note 12, at { 711d.
116. Easterbrook, The Limits of Antitrust, 63 TEXAsS L. REv. 1, 26-27 (1984).



1988} PREDATORY PRICING 121

pricing generally occurs at high levels of output), MC and AVC gen-
erally tend to diverge, with MC increasing more than AVC. The re-
sult 1s that the Areeda-Turner test may excuse many mstances of
actual price predation.*” Under the Areeda-Turner AVC test, a
predator is able to compute its AVC and set its sales price one cent
higher, thereby effectively engaging in legal nonpredatory pricing. A
predator under the Areeda-Turner test has considerable room for
maneuvering.t18

BORK-EASTERBROOK PER SE LEGAL TEST

Judge Easterbrook adopts and elaborates on Judge Bork’s asser-
tion that predatory pricing should not be held to violate the antitrust
laws.119 Basing his assertion on game theory'20 and utilizing a wel-
fare analysis, 2! Easterbrook argues that predatory pricing will not
occur because it is not a rational business objective. Even if preda-
tory pricing does occur, it can only benefit consumers.'?2 Easter-
brook argues that the social welfare costs of an anti-predation rule
are too great, and that all price cuts should therefore be per se
legal.128 Easterbrook focuses on identifying the central problem with
rules against predation, specifically, the difficulty in distingmishing
between predatory and competitive behavior.1?¢ Easterbrook states
that:

117. A false negative or Type II error occurs when the standard does not label as
predatory behavior that whach 1s, 1n fact, predatory. Such an error causes a loss 1 eco-
nomuc efficiency. See supra note 58; Joskow & Klevorick, 4 Framework for Analyzing
Predatory Pricing Policy, 89 YALE L.J. 213, 223-24 (1979).

118. See generally L. SULLIVAN, E. THOMAS, AND H. HOVENKAMP, ANTITRUST LAW
PoLiCY AND PROCEDURE 524-27 (1984).

119. Easterbrook, Predatory Strateqies and Counterstrateqes, 48 U. CHI. L. REV.
263, 319 (1981).

120. Game theory 1s a theory of individual rational decisions taken under condi-
tions of less than full information concerming the outcome of those decisions. The the-
ory examines the nteraction of individual decisions given certain assumptions
concermng decisions made under risk, the general environment, and the cooperative or
noncooperative behavior of other individuals. Whereas conventional microeconomic
theory provides us with a theory of decisions under conditions of certamty, it 1s by no
means obvious what deasions a rational idividual should make under conditions of
uncertamnty and mteraction. Games are often described as “zero sum,” where one per-
son’s gain 1s another’s loss; “nonzero sum,” where all players may gain from an indi-
widual deasion; “cooperative,” where collusion 1s possible; and “noncooperative,”
where apathy 1s the rule. See VON NEUMANN & MORGENSTERN, THE THEORY OF
GAMES AND ECONOMIC BEHAVIOR (1944).

121. See supra notes 73-74 and accompanying text.

122. Easterbrook, 48 U. CHi. L. REV. at 330-31.

123. Id. at 263-65.

124. Id. at 336. “Conduct that might be predatory always mvolves lower prices,
greater output, mnovation, or other features that usually mncrease consumers’ welfare.
Any attempt to admmister a rule aganst predation entails a significant risk of con-
demmng the outcome of hard competition.” Id.
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[t]he current rule of decision m antitrust cases, . . . cou-

pled with a substantive rule of uncertain scope, tolerates a

significant number of false positives. The greater invest-

ment m litigation, when combined with such a rule, will 1m-
pose substantial costs on firms that come close to the line of
predation but do not cross it. Because coming close to the
line (that is, selling at marginal cost, building new plants, or
reducing costs through mnovation) is exactly what firms
should be domng 1 perfect competition, the availability of ex-
cessive damages 1s bound to reduce . . . the amount of com-
petitive behavior.125
Easterbrook, therefore, argues that when a plaintiff and a defendant
are competitors, antitrust suits should not be permitted.'?¢ He would
permit suits only by consumers forced to pay a higher price after a
predatory exploit was successful 127

The Bork-Easterbrook analysis 1s based upon an assumption that
both the plamtiff-entrant and other potential entrants are perfectly
mformed about their prospective returns and the degree of competi-
tion or tacit collusion that will occur post-entry. In the absence of
such perfect mnformation, however, the logical consistency of the
Bork-Easterbrook theory breaks down. In a world of imperfect
knowledge, price predation can become a rational strategy even for
firms which are less efficient or possess no financial advantage over
the mcumbent.

In Matsushaita, the Bork-Easterbrook test would treat any harm
to Zenith and NUE as bemng caused by hard luck. It should be no
concern of the antitrust laws that NUE was driven out of the televi-
sion manufacturing imndustry.

The Court, basing its analysis on the Bork-Easterbrook theory,
argued that the conspiracy had been occurring for two decades and
that the cartel was still many years from achieving its goals. The
Court, agreemg with Easterbrook, found that even if the combmation
achieved its alleged objective and drove Zenith and NUE from the
market, the entry barriers were so low that once monopoly profits
were attamed, there would be entry by Korean firms, other foreign
competitors, and resurgent American firms.1?28 Such a result would
make recoupment of the profits lost during the alleged twenty-year
price war impossible.129

In diagnosing the effect of the alleged predatory behavior on so-

125. Id. at 330. See also R. BORK, supra note 2, at 149-55.
126. Easterbrook, 48 U. CHI. L. REV. at 331.

127. Id. at 331-33.

128. Id. at 591 n.15.

129. Id. at 592.



1988] PREDATORY PRICING 123

cial welfare, Easterbrook makes the argument that if there was in-
deed true predation the losses borne by the predator would be
several times greater than the welfare loss.23® Such loss would far
exceed the antitrust penalty associated with predatory practices,
thus, making such conduect self-deterring.23? Hence, even if there was
predatory behavior in Matsushita, and even if social welfare was re-
duced, any loss was borne entirely by the combination. It is true that
the purpose of the antitrust laws should be the promotion of eco-
nomic efficiency,?32 but the economic losses borne by the alleged
predator are enough of a punitive measure that the antitrust damage
remedy should be ignored. Any reduction in social welfare will be
remedied by the market.

Although Easterbrook’s position has merit and deserves review,
his per se legal rule neglects the fact that predatory pricing can harm
social welfare. Easterbrook fails to demonstrate that predatory prie-
ing will not injure the economy. He does not demonstrate that preda-
tory pricimg cannot occur or will always fail, nor does he consider
that even when predation fails, the welfare consequences could be
negative. Additionally, since predatory pricing can cause economic 1n-
jury (i.e. negative consequences to social welfare, reduced competi-
tion), it 1s madequate to claim that because predatory pricing will not
mjure the economy in most cases these consequences should be
1gnored.

Easterbrook’s views in this area may result from a restricted out-
look on predatory pricing. Predatory pricing should encompass sim-
ple predation, price leadershup, and price discipline. Easterbrook
bases his analysis only on simple predation, ignoring price leadership
and price discipline, which are the two types of predation most likely
to occur. In all farrness, however, these are probably the two types of
predation hardest to detect.

THE JOSKOW-KLEVORICK AVERAGE TOTAL CoST RULE

Professors Joskow and Klevorick propose a two-tier test for preda-
tory pricing, advocating first a rule of reason analysis that first evalu-
ates market structure, and then behawvioral considerations.3® The

130. Easterbrook, 48 U. CHi. L. REV. at 280. But see Zerbe & Cooper, An Empirical
and Theoretical Comparison of Alternative Predation Rules, 61 TEX. L. REV. 655, 668
n.19 (1982) (adopting the view that deadweight social loss 1s passed on to other mar-
kets, particularly markets with monopolies and other externalities and, as a result will
not be borne entirely by the predator).

131. Easterbrook, 48 U. CHI. L. REV. at 280.

132. R. BORK, supra note 2, at 15-89.

133. See generally Joskow & Klevorick, A Framework for Analyzing Predatory
Pricang Policy, 89 YALE L.J. 213, 242-70 (1979).
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Joskow-Klevorick test finds predation only when certamn market and
firm structural conditions (e.g., market share, firm size) are met. If
the conditions are met, an average total cost (“ATC”) rule 1s imposed,
and the firm 1s prohibited from employing any price cuts of less than
two years’ duration.

In the first tier of the Joskow-Klevorick test, the court should
examine market characteristics to determine whether predation can
cause significant mjury. Specifically, the court should dismuiss cases
m which any of the following representative traits are absent: (1)
firms 1 the mdustry possess short run monopoly power; (2) entry 1s
difficult, sizable and risky; (3) mdustry demand 1s inelastic; (4) firms
1 the mdustry have specialized assets which cannot easily be sold;
(5) firms entermng the market must do so through sequential sub-
markets; and (6) the dominant firm 1s not a major mnovator.13¢ In
this first stage of the Joskow-Klevorick test the court should not be
attempting to find antitrust liability. Rather, the Court should
merely be determinming whether, on the basis of examming these
structural factors, there appears to be enough of a monopoly problem
that a further investigation of firm behavior (tier two) is warranted.

If these characteristics are present, the Joskow-Klevorick second
tler examination of the firm’s behavioral characteristics 1s applied.135
The standards are: (1) prices below AVC are predatory per se;*36 (2)
prices below ATC are presumed predatory unless the domiant firm
can show that this price maximizes short-run profits and that the
firm did not follow this strategy of carrying excess capacity for the
purpose of discouraging entry;'37 and (3) prices cut to a point above
ATC are presumed legal unless the price cut is reversed to a signifi-
cant degree within a specific period, perhaps two years.!3 The sec-
ond tier analysis hopes to find, not the random indication that some
firm at some time intended to crush its competitors, but rather the
systematic construction of a long-run plan to gamn power by reducing
the number of competitors i the market and by substantially mn-
creasing the barriers to entry.

In Matsushata, without additional cost and structural data, a
thorough application of the Joskow-Klevorick test 1s difficult.
Although on a more theoretical level the Joskow-Klevorick approach

134, Id. 246-49.

135. These second-tier characteristics are essentially the imposition of an average
total cost rule along with a restriction on any price cuts of less than two years’ dura-
tion. However, the ATC rule 1s not imposed unless certain market and firm structural
conditions are first detected.

136. Joskow & Klevorick, 89 YALE L.J. at 252.

137. Id. at 253.

138. Id. at 255.
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seems accessible, that approach commits the courts to the impossible
task of determmming AVC, average fixed cost, industry demand elas-
ticities, and short-run monopoly situations. Additionally, the Joskow-
Klevorick test discourages price competition by chilling the price cut-
ting decisions of a dominant firm because that firm may not wish to
lower its price for two years.13° This effect 1s counterproductive be-
cause the goal of the antitrust laws 1s to encourage, not discourage,
competitive pricing.

It 1s known from data in the Matsushita case that the electronics
industry has no significant barriers to entry. This contention 1s sup-
ported by the proliferation of audio and computer firms in recent
years. These insignificant market barriers substantially undermine a
predatory pricing claim agamst the Japanese combination. A success-
ful Japanese monopolization of the American television market to-
gether with higher prices would attract competition from resurgent
American firms and other foreign firms.}4® This market characteris-
tic leads to the coneclusion that there was no predatory pricing uti-
lized by the Japanese combination. As a result, the conditions of the
first tier of the Joskow-Klevorick test are not met, and there is no
need to analyze the firm’s behavioral characteristics.

Should the court choose to continue and analyze these behavioral
characteristics, it would find that the Japanese combination did not
price below AVC.141 Neither does it appear that the Japanese combi-
nation priced below ATC.

If the Japanese combimation actually had excess capacity, as al-
leged by Zenith and NUE, then it could still withstand the scrutiny
of a price-cost test. If a firm 1s already operating at full capacity, any
enlargement of output would require additional capacity, which
would then have to be considered a varable cost.l42 The result
would be an increase in AVC. Such an mecrease mn AVC could cause
the firm to charge a price below AVC, which would be a per se viola-
tion of the Areeda-Turner test.

A firm that operates at far less than full capacity, however, may
be able to increase output substantially with relatively little addi-
tional variable cost. Such a firm could 1ncrease output and not affect
its AVC by any perceptible amount. For example, mm Matsushita, the
individual firms had very large plant size mn order to benefit from

139. See supra notes 83-103 and accompanying text.
140. Easterbrook, The Limits of Antitrust, 63 TEX. L. REv. 1, 27 (1984).

141. See supra notes 48-68 and accompanying text discussing the Bork-Easterbrook
and Areeda-Turner analyses.

142. H. HOVENKAMP, ECONOMICS AND FEDERAL ANTITRUST LAW 183 (1985).
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economies of scale. There was evidence 1 Matsushita to suggest that
each firm did have substantial excess capacity.

The effect of excess capacity in each of these firms was to de-
crease the number of costs considered varable and mcrease the
number of costs considered fixed. The result makes it more difficult
for Zenith and NUE to prove predatory pricing under the Areeda-
Turner and other AVC tests.143

In Matsushata, the Supreme Court addressed the issue of excess
capacity.l4¢ The Court found no evidence to suggest a relationship
between the monopoly profits earned in the Japanese market and
any “excess production capacity” the Japanese combination may have
possessed.145 The Court held that the existence of excess capacity did
tend to establish the ability of the Japanese combination to sell prod-
ucts 1n the United States.146 But, the Court held that the excess ca-
pacity did not establish a motive for selling at prices lower than
necessary to make the sales. Nor did excess capacity explain why the
Japanese combination would be willing to lose money m the United
States without some realistic prospect of recouping their losses. 147
Refusing to find the nexus between each firm’s excess capacity and
the alleged predatory pricing conspiracy in the American market, the
Court held that Zenith and NUE did not sustain therr burden of
proving theiwr claim of conspiracy to monopolize.148

Even had the Joskow-Klevorick test been applied, Zenith and
NUE would have failed to sustamn thewr burden of proof under that
test and Matsushita’s motion for summary judgment would have
been granted. Hence, social welfare would have been enhanced be-
cause soclety would have been saved the undue burden and expense
of a prolonged antitrust action when the outcome was readily fore-
seeable from the outset.

THE WILLIAMSON STRUCTURAL AND REPUTATION EFFECTS ANALYSIS

Although not actually a rule, Professor Williamson has estab-
lished an analysis for determining whether predatory pricing ex-
1sts.}49 First, he believes that two structural preconditions must exist
before an antitrust action will lie. Those two structural preconditions

143, Id.
144. Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574, 593 n.18

145. Id.

146. Id.

147. .

148. Id. at 595-96.

149. See generelly Williamson, Predatory Pricing: A Strategic and Welfare Analy-
sts, 87 YALE L.J. 284 (1974); O. WILLIAMSON, supra note 20, at 373-85.
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are ligh market concentration and significant barriers to entry.150
The second element of Williamson’s analysis 1s the recent theory of
reputation as a predation-motivating concept. Predation is an entry-
deterring strategy not because it promotes the elimination of nivals
(there will always be other entrants waiting m the wings if the in-
cumbent earns excess profits), but rather, because it has an entry-in-
hibiting effect.151

This theory adds little to the case analysis. In Matsushita,
Zenith and NUE were long-established rivals in the industry. Thus,
predatory pricing could not practically be used to establish a reputa-
tion to mhibit their entry. On the other hand, Williamson’s struc-
tural preconditions analysis may easily be used to determine a
theoretical outcome to the case.

The Williamson rule prohibits a domiant firm from mcreasing
output for eighteen months after entry. Focusing attention on oligo-
polistic markets as the likely context of predation, Williamson pro-
poses that firms be prohibited from practicing predation m two
situations. The first situation exists when the dominant firm wishes
to expand output after entry. The Williamson analysis would not al-
low output expansion in the face of new entry, particularly if the
market price 1s in excess of the domant firm’s AVC. Additionally,
prices during the post-entry period cannot fall below AVC.152 The
second instance when firms should be prohibited from practicing pre-
dation also occurs after entry. This rule, however, applies to both in-
cumbents and new entrants. Dominant firms or new entrants should
be prevented from sustaining production levels that do not fully re-
cover their long-run costs.153

By focusing on output as a means of avoiding the cost and price
ambiguities which are produced by cost rules, Williamson neverthe-
less fails to carry off a credible welfare analysis. Under a welfare
analysis, Williamson’s output limitation rule will be inferior to a
price-cost rule because under the latter the selling price would be
lower and the output greater, resulting mn mncreased consumer sur-
plus. By furthering the interest of a new entrant, the Williamson
analysis appears to sacrifice consumer and social welfare.154

The Williamson analysis, by not allowing the dommant firm to

150. Williamson, 87 YALE L.J. at 292-93; O. WILLIAMSON, supra note 2, at 374.

151. O. WILLIAMSON, supra note 2, at 370. See supra notes 75-81 and accompanying
text.

152. Williamson, 87 YALE L.J. at 334-35.

153. Id. at 337.

154. This may not be totally correct, however, because such a strategy may be the
optimal tactic for maximizing social welfare 1n the long run by promoting competitive
markets. Nevertheless, it 1s a factor.
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expand output after entry, results in a decrease m socal welfare.
Simple competitive pressures will force a dominant firm nto ex-
panding production after a new competitor has entered the mar-
ket.155 This occurs because the residual demand curve facing the
dominant firm after entry may be more elastic than the pre-entry de-
mand curve. With demand more elastic, the dominant firm may
achieve higher profits by expanding output and lowering price.15¢ By
not allowing the firm to do this, Williamson’s analysis can create a
deadweight welfare loss.

None of the Williamson tests apply m Matsushita because there
was no new entry. Instead, what happened in Matsushita was merely
an expansion of output by firms already present and competing mn
the American CEP market.

Williamson based his analysis on a model with two players, a
dommant firm and a potential entrant. RCA and Zenith could be
characterized as the dominant “firm,” but there was no entry. This 1s
precisely the opposite of what Zenith was trying to persuade the
courts to assume. Zenith, however, did have a larger market share
than any of the Japanese “dominant” firms. Zenith, therefore, could
be characterized as the “dominant” firm. The Japanese firms were
already established players in the market prior to the alleged preda-
tory period. However, they could be characterized as the potential
entrant.

If thus situation was adaptable to the Williamson output limita-
tion rule, however, the result would prove to substantially damage
social welfare. By not allowing Zenith and RCA (the “domnant”
firms) to expand output and lower their price mn the wake of the
flood of Japanese televisions, application of the Williamson analysis
would have been catastrophic to the competitive essence of those two
American manufacturers. An eighteen-month restriction on Zenith’s
and NUE’s ability to expand output would have caused a serious de-
cline m thewr market shares. In this sense, the output limitation as-
pect of the Williamson analysis 1s the worst of the modern rules
analyzed. It 1s too restrictive on the marketplace, and it favors en-
trants over consumers.

The Williamson structural preconditions rule, however, with-
stands more severe criticism. In the CEP mdustry the market 1s
highly concentrated. The situation resembles a competitive oligo-
polistic market. However, as mentioned i the Joskow-Klevorick and
earlier sections, there are low entry barriers mn this imndustry, so the

155. McGee, Predatory Pricing Rewsited, 23 J.L. & ECoN. 289, 315 (1979).
156. See Zerbe & Cooper, An Empirical and Theoretical Comparison of Alterna-
tive Predation Rules, 61 TEX. L. REV. 655, 696 (1982).
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case fails a structural precondition requsite. Matsushita, having
failed this Williamson structural precondition analysis, cannot be
considered a Sherman Act section 2157 intent-to-monopolize antitrust
cause of action.

Social welfare, therefore, can be improved because the courts
will not have tied up their time and assets on a case which was merit-
less at the beginning. A strategy of employing market structure pre-
conditions before an antitrust cause of action is given standing will,
therefore, enhance consumer and social welfare.

CONCLUSION

This Article has attempted to examine predatory pricing and its
perceived role mn antitrust law. The nature and potential of a
number of predatory strategies has been analyzed. McGee, Bork,
Easterbrook, and others argue that, except in the unusual case when
a predator has superior access to finanaal resources, a firm cannot
use below-cost pricmg to permanently drive an equally efficient and
sophisticated competitor from the market. A sophisticated competitor
will realize that the predator’s losses caused by the predatory strat-
egy will exceed its own as long as its market share 1s smaller and it 1s
equally efficient. Faced with this realization, a rational mcumbent
will conclude that a duopoly share of the market 1s more desirable
than following a predatory strategy.

Strategic behavior, efforts by established firms to take up preda-
tory strategies long before entry occurs, has only recently been ana-
lyzed. Studies concerning reputational effects have led some
authorities to rethink the rationality of predatory pricing and find
that predatory pricing may be an effective entry-deterring strategy.
If an mcumbent facing entry in only one of its many markets fights
that entry, it will gamn the reputation as a fighter and, through that
reputation, it may be able to avoid rival entry n its other markets.

Matsushita Electric Industrial v. Zenith Radio, was decided cor-
rectly because the antitrust damage, if any, was entirely borne by the
predators, a Japanese electronics cartel, to the benefit of consumers
m the American television market. Thus, punitive legal action
against the Japanese firms would have been nrational, counter-
productive, and a detriment to social welfare.

Application of the Areeda-Turner price-cost test, the Bork-Eas-
terbrook per se legal test, the Joskow-Klevorick ATC test, and the
Williamson structural reputation analysis to the Matsushita facts
reveals that predatory pricing was not present in Matsushita. The re-

157. 15U.S.C. § 2 (1982).
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sults, therefore, indicate that if predation did occur, it went unpun-
1shed as a false negative error (i.e. the test failed to label as predatory
behavior that which was m fact predatory). This type of error, how-
ever, 1s preferable to a more restrictive rule, which would prohibit
competitive behavior, thereby straming social welfare.
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APPENDIX
NON-PRICE PREDATORY STRATEGIES

Price 1s not the only way in which firms compete. It is just one
component of the package a consumer considers i deciding whether
to buy a product. It i1s usually convemient, however, for economists to
hold factors such as product quality constant while discussing the ef-
fect of price changes on competition.

Nonetheless, firms also compete for customers on the basis of
non-price attributes such as product design, pre-and post-sale serv-
ices, and delivery speed. Contractual provisions, such as two-tier
pricing systems, tie-ins, and exclusive dealing may have important
competitive implications. Other economic variables which are
neither purchased nor valued directly by consumers may have impor-
tant strategic ramifications. For example, a firm’s scale economies,
capital intensity, research and development program, and patent li-
censing over input production processes of its competitor may not di-
rectly affect consumer choice i the market place, but will still
generally affect the speed of entry, future prices and product mix 1in
the industry.158 In practice, a firm could choose to vary any element
of the price-product mix. A product quality increase with price held
constant 1s as much a price reduction as a price decrease with product
quality held constant. If predatory pricing 1is possible, analogous
predatory product quality changes are also possible.

Innovations, then, apparently should be treated no differently
then predatory pricing because imnnovation 1s simply a way of either
producing a higher quality good or reducmg the marginal cost of pro-
ducing the same good. The former would allow predatory quality
changes; the latter would create the possibility of conventional preda-
tory pricing.

A monopolizing firm might deter new entry by spending part of
its monopoly profits in research and development and thereby keep
an mnovative lead over the rest of the mdustry. During the 1970s for
example, IBM retamed a domimant position mn the computer market
through aggressive innovation.?%® Research and development may re-
duce the net deadweight loss of monopoly if society values the resul-
tant mnovations by an amount i excess of its costs plus the
mcreased social costs of any monopoly power that the research and
development will create. In all likelihood successful research and de-

158. S. SALOP, STRATEGIC PREDATION AND ANTITRUST ANALYSIS 22 (1982).

159. H. HOVENKAMP, ECONOMICS AND FEDERAL ANTITRUST LAw § 1.3 (1985). Cf.
Sullivan, Monopolization: Corporate Strategy, the IBM Cases, and the Transformation
of the Law, 60 TEX. L. REV. 587 (1982).
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velopment expenditures will make new entry by competitors more
difficult.

The exact breadth of the relationship between research and de-
velopment expenditures and monopoly 1s unknown. Joseph
Schumpeter argued that since research 1s both expensive and risky,
firms m competition will not be able to afford the expenditure.
Schumpeter wrote that large firms can engage m research more eco-
nomically than small firms because large firms are able to distribute
the costs of research and development over a much higher rate of
production.16¢ Larger market shares enable firms to recover a large
part of thewr mvestment 1 information and thus support
nnovation.161

All new mvestment entails risk. Some research investment 1s
justifiable. To a small firm m a competitive market, the conse-
quences of falling behind other competitors are just as serious as the
consequences of spending research money unprofitably. Competitive
firms mvest in research and development to attempt to gain market
power through the use of patented product mnovation. If a firm can
somehow distinguish its product and make it more attractive than
the product offered by the firm’s rivals, the distinction may result mn
monopoly profits.

A monopolist threatened by competitive entry 1s likely to spend
a great deal on mnovation, both because it wants to preserve its mar-
ket share and because it has the funds available to do so. A concept
related to limit pricing 1s “predatory innovation.” A monopolist may
mvest 1 mefficient mnovation, mnovation designed solely to pre-
serve the monopolist’s dominance but whose efficiency losses will ex-
ceed any efficiency gamms that result from the mnovation itself.162
IBM, for example, has been accused of announcing new products and
immprovements long before they would be available, with the purpose
and effect of discouraging potential buying of non-IBM equupment.163

160. J. SCHUMPETER, CAPITALISM, SOCIALISM AND DEMOCRACY 106 (3d ed. 1950).
See generally F SCHERER, INDUSTRIAL MARKET STRUCTURE AND ECONOMIC PERFORM-
ANCE 423-38 (2d ed. 1981); Ginsburg, Antitrust, Uncertainty and Technological Innova-
tion, 24 ANTITRUST BULL. 635 (1979).

161. The counterargument to Schumpeter 1s that thousands of small firms engage
daily and profitably in relatively sophisticated types of research and development. The
mucroprocessing chip that revolutiomzed the computer mndustry was developed by one
such small firm.

162. Ordover and Willig, An Economic Definition of Predation: Pricing and Prod-
uct Innovation, 91 YALE L.J. 8 (1981).

163. California Computer Prod. v. IBM Corp., 613 F.2d 727 (9th Cir. 1979). Courts
have routinely found that such practices violate § 2 of the Sherman Act. The Federal
Trade Commuission has condemned such conduct as an “unfair method of competition”
under § 5 of the Federal Trade Commussion Act. See Note, Innovation Competition:
Beyond Telex v. IBM, 28 STaN. L. REV. 285 (1976).
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Sometimes such preannouncements may be deemed fraudulent.
Many experts believe, however, that fraudulent preannouncement
should be left alone by the antitrust laws and should mstead be re-
dressed through tort and contract law.1¢ Economists should not be
concerned with the harm done to other firms. Consumer welfare is
the core concern; damage to other firms is troublesome only if it
harms consumers mn the end. If a firm alleges that it was damaged
because a rival had fraudulently announced a product that would (in
the near future) be of better quality or lower price and that consum-
ers stayed with the rival based on that fraud, the difference 1n dam-
ages between an antitrust remedy and a tort or contract remedy is
non-existent. In either case, after the plaintiff firm showed that con-
sumers stayed with the rival due only to fraud the plantiff’s dam-
ages would equal the difference in value.

Courts and economists need to understand the goals and objec-
tives of the antitrust laws and apply the rules uniformly and consist-
ently. Because technological progress 1s desirable and should not be
stifled by the antitrust laws, it may be tempting to follow the view
that if a new product 1s superior to the product it replaces, the anti-
trust inquiry should end. But a profitable new product may not be
socially beneficial if its research and development costs are defrayed
only through the additional monopoly profit gamed by a rival’s
exit.165 Perhaps, then, the antitrust mquiry should continue.

Another way a dommant firm may mduce its rivals to exit an n-
dustry 1s by raising their costs.6¢ To a predator, raising rivals’ costs
has many advantages over imducing exit through predatory pricing.
The most obvious advantage 1s that it 1s easier to compete agamst
high cost firms than low cost ones.267

One way of raising rivals’ costs 1s by controlling the supply of
one or more of the rivals’ production mputs. If the dominant firm n-
tegrates upstream to control a factor of production, it may be able to
raise downstream mput prices to its rivals. The upstream profits may
be sacrificed, but these will be more than offset if the dominant
firm’s downstream profits rise disproportionately.168

Another way a dominant firm may raise rivals’ cost 1s by control-

164. See Easterbrook, Comment, n STRATEGIC PREDATION AND ANTITRUST ANALY-
SIS 685 (S. Salop ed. 1981).

165. See generally Ordover and Willig, 91 YALE L.J. at 29-30.

166. Salop and Scheffman, Raising Rivals’ Costs in AER PAPERS AND PROCEEDINGS
267 (May 1983).

167. A predator practicing predatory pricing must lower price and increase output.
By raising rivals’ costs, the predator does not have to sacrifice short run profits for -
determinate and speculative long-run profits.

168. S. SALOP, supra note 158, at 268.
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ling the demand for necessary production mputs which are limited in
amount, such as certamn skilled labor or a scarce natural resource,
and thereby affect the price of these mnputs. Small fringe firms pro-
duce until price equals marginal cost. If the cost of some limited re-
source 1s raised, then these fringe firms would have to raise their
prices which would lead to a reduction in the demand for thewr prod-
uct. If the fringe firms’ sales output falls and their prices rise, then
they may be forced to exit the mdustry. This result 1s often the same
goal set by a dommant firm which practices predatory pricing
although there 1s no short run profit loss by pursuing the alternative
of raising rivals’ costs.169

The difficulty of separating the predatory from the mnocent in
the judicial process 1s illustrated by In Re IBM Peripheral EDP De-
vices. 1?0 In In re IBM the court did not attempt to evaluate research
and development costs to determime whether they mvolved too much
sacrifice or whether the mnovation led to excessive concentration.
Rather, the court concluded that if a monopolist mntroduces a new
product that has a serious adverse effect on the monopolist’s rivals m
the production of complementary goods, the mnovation will be
deemed predatory unless the product change was reasonable.l”™ In
In re IBM, the court’s open-ended reasonableness tests apparently
meant that a technologically regressive product could be unlawful,
but that an “improvement” would be lawful no matter what effect it
had on competitors or competition.l” This rule sumplifies the task in
litigation, but it does not make clear why technological mmprove-
ments could not be predatory within the court’s definition when they
enable a monopolist of one product to control the market for a com-
plementary good as well.?® A requirement that the mnovation not
“unreasonably” restrict competition sumply begs the guestion of what
1s a reasonable restriction.

The key 1ssue 1n the assertion that mnovations can be predatory
1s not, however, the difficulty in implementing a legal rule. The 1ssue
1s, mstead, the lack of a convincing explanation of how innovations
could reduce consumers’ welfare. Most of the recent cases pertamning
to predatory product innovations deal with the phenomenon of sys-
tems rivalry. Typically, the defendant 1s a firm that had been offermg
systems components which were compatible with the components
produced by a rival, as well as offering their own components that

169. Id.

170. 481 F Supp. 965 (N.D. Cal. 1979).

171. Id. at 1002-08.

172. Id. at 1004.

173. See Easterbrook, Predatory Strategies and Counterstrategies, 48 CHI. L. REV.
307 (1981).
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were competitive with the components produced by the rival. The
defendant would then mtroduce a new system of components that
were mcompatible with those of the rival thereby threatening the ri-
val’s viability. 174

In analyzing the systems rivalry problem, it should be noted that
predatory innovations resemble tie-ins.1™ The imnovator, starting
with a monopoly of good X, contrives (through changes 1n its prod-
uct) to imnduce consumers to purchase good Y as well. IBM allegedly
used changes 1 the multiplexing systems of its computers to induce
consumers to purchase IBM peripherals as well.1?® Kodak suppos-
edly invented new cameras, the “Instamatic” and the “Pocket Insta-
matic,” in order to obtain an advantage in the film market.1? The
only objection to this outcome is the same one advanced against tie-
ms; that the monopolist has used its monopoly “leverage” to obtain a
second monopoly.178

This argument however is meritless. “There 1s no clear motive
for predatory systems rivalry if the dominant firm can earn all of the
monopoly profits obtamnable in the market by charging an elevated
price for the component of the system over which the dommant firm
already possesses monopoly power.”17® A monopolist can secure only
a single monopoly return among complementary goods. For exam-
ple, if the monopolist’s product change reduces the value of competi-
tors’ complementary goods, customers would treat this as an mncrease
m the price of the monopolist’s “improved” product and buy fewer of
them. Other suppliers would continue to furnmish the non-compatible
complementary good using the old technology if necessary. The mo-
nopolist could not both collect the full monopoly profit in its im-
proved product and force customers to purchase its tied good as well.
If the monopolist used the innovation to secure a monopoly of the
complementary good, it would suffer a decrease 1n demand for its ty-
ing good.

The purpose of an innovation-induced tie, therefore, must be

174. See California Computer Prod., 613 F¥.2d at 727; Berkey Photo, Inc. v. Eastman
Kodak, Co., 603 F.2d 263 (2d Cir. 1979).

175. This 1s not a true tie arrangement. The monopolist here must use pricing n-
centives to malte the two complementary goods attractive to the consumer before they
will be purchased together.

176. California Computer Prod, 613 F.2d 7217.

177. Berkey Photo, 603 F.2d at 263.

178. See United States Steel Corp. v. Fortner Enter., 429 U.S. 610, 617-22 (1977).

179. Ordover & Willig, 91 YALE L.J. at 31. Ordover and Willig believe, however,
that “monopoly power over one component of a system 1s not always sufficient for
a dominant firm to extract all the monopoly profits obtamable 1n the systems market.
In such mstances, the dominant firm can merease its profit by inducing the exit of a
rival and thereby extending its monopoly power to other systems components.” Id. at
3L
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other than simply obtamning a second monopoly. The innovation may
enable the firm to take advantage of the different elasticities of de-
mand of customers that use the two products mn different ratios. The
mnovative change m the monopolist’s price-product mix may also be
an effective way to drive less efficient rivals from the market.180 If
this 1s the function of the mmnovation, then the innovation 1s desirable
because oustmmg an mefficient producer always improves social
welfare.181

Some produets are complementary mputs into final goods assem-
bled by someone else. Central processors, memory units, and mnput-
output devices, for example, are inputs into information retrieval and
storage products. The price and availability of these mput products
affects the demand for and price of the final product. For example,
there would be a tremendous surge in the demand for computers if
peripheral equipment were free.

The exastence of complementary products makes it possible, at
least m principle, to use innovations to prey even if predatory pricing
might be unsuccessful.282 For example, if a firm 1s the market mno-
vator and its new products only complement its own existing product,
consumers wishing to use the new mmovations would buy no other
brand.

In the Berkeyi®3 or IBM184 cases, the mmportant question would
pertain to the prices that Kodak or IBM charged on components
their competitors needed to conduet their business. In such cases the
competitors have no right to charge that the courts should give them
more time to develop a new camera or central processing unit i or-
der to more effectively compete. Such a result would make the mno-
vator’s recoupment of its research and development investment
mmpossible. The courts’ only concern m predatory product mnovation
cases should be the refusal of the mnovator to sell complementary
components to the makers of the old model at compensatory
prices.185

Innovations cannot be called predatory merely because they en-
able a firm to control the market for complementary products or
even because they lead to a reduction in output. The innovator’s im-
tial control of these markets benefits consumers because it makes -

180. R. POSNER, ANTITRUST LAW: AN ECONOMIC PERSPECTIVE 194-96 (1976).

181. Easterbrook, 48 CHI. L. REV. at 299. For a contrary view, see Hay, 4 Confused
Lawyer’s Guide to the Predatory Pricing Literature, 1n STRATEGIC PREDATION AND AN-
TITRUST ANALYSIS 155-202 (S. Salop ed. 1981).

182. Easterbrook, 48 U. CHI L. REV. at 304 (1981).

183. 603 F.2d 263 (2d Cir. 1979).

184. 613 F.2d 727 (Sth Cir. 1979). See supra note 3.

185. See generally Ordover and Willig, 91 YALE L.J. at 8.
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novation less risky, gives firms the mnecentive to undertake additional
research, and enables consumers to evaluate product quality accu-
rately Any market power created by an mnovation will erode as
time passes. Informal tie-ins imposed through particular product in-
troduction strategies may be more costly than straightforward tie-mns.
If this 1s the case, the rule agamst tie-ins 1s the source of the cost.
Predatory innovation, therefore, can be capsulized by the proposition
that if antitrust law bans one device (such as explieit tie-ins), firms
will find a replacement that 1s more costly.186

PATENTS

Another non-price predatory practice 1s the overzealous use of
patents. The refusal to license a competitor forecloses potential com-
petition and causes social welfare to decline. The conventional objec-
tive of the antitrust laws is to promote vigorous competition. The
patent laws, however, have as thewr objective the fostermng and pro-
moting of the incentive to make public disclosures of inventions via
the seventeen year right to exclude others from making, selling or
using the patented invention. In promoting this policy, the patent
system grants a limited (in duration) monopoly to the mventor or
patentee. It 1s not difficult to see that these two policies are at odds
with each other. Tensions between these two objectives arise prmei-
pally from the manner in which patent rights are exploited and the
manner in which patent rights are accumulated.18? Decision makers
must recognize this inherent conflict imn order to develop laws which
mimimize the tension between these two socially desirable policies.

Cost-based standards, such as the Areeda-Turner test, do not al-
ways directly apply to non-price predatory strategies. Many kinds of
predation are not directed at the output market, although product
market prices are ultimately affected. 188 Input markets can also be a
strategic arena when rivals compete 1n both the mput and output
markets. For example, by accumulating patents, an imtegrated firm
can sometimes deprive an entrant access to the most efficient tech-
nologies, thereby requiring the entrant to use a more costly produc-
tion process. Placing the entrant at such a cost disadvantage may
deter its entry mto the market, induce its exit from the downstream

186. Joskow and Klevorick, A Framework for Analyzing Predatory Pricing Policy,
89 YALE L.J. 213, 240-41 (1979); M. Spence, Competition, Entry and Antitrust, n STRA-
TEGIC PREDATION AND ANTITRUST ANALYSIS (S. Salop ed. 1981).

187. E. KINTER & L. LAHR, AN INTELLECTUAL PROPERTY LAwW PRIMER 107-11 (2d
ed. 1982).

188. See R. BORK, THE ANTITRUST PARADOX 156-59 (1978).
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product market, or cause a reduction 1 its market share. 189

A firm may also use exclusive licensing agreements to help pre-
serve its market share. Suppose that E and F are patents for prod-
ucts or processes which can be used interchangeably and thus
compete for the same market. If firm X, which has a monopoly m
the market by use of patent E in its manufacturing process, allows
another firm access to patent F, firm X would lose its monopoly.
Firm X’s strategy, therefore, would be to either purchase the patent
outright or obtam an exclusive license from the owner of the patent.
Firm X could then put process F on the shelf or, if it 1s more efficient
than process E, employ process F 1 producing its output. Such a
strategy would close the market to efficient entrants until firm X's
origimal patent for process E or the exclusive license for progress F
expired, whichever came first190 Although this situation has anti-
trust implications, exclusive licensing agreements are perfectly allow-
able under today’s patent laws.

Predatory strategies that employ non-price mstruments such as
advertising, refusals to deal, patents, and mnovation, have been ana-
lyzed above. Many non-price strategies bring other markets mto the
analysis. Many of these markets can be characterized as mput mar-
kets. Predatory use of vertically directed practices such as down-
stream 1incorporation, refusals to deal, tie-ins, and other
arrangements which tend to increase a competitors cost of essential
mputs are further examples of non-price predation. Non-price meth-
ods are often more cost-effective and more likely to succeed than 1s
simple predation.

189. See SCHWARTZ & FLYNN, ANTITRUST AND REGULATORY ALTERNATIVES 124
(5th ed. 1977).

190. See generally Kidwell, Patent-Right Interchange and Antitrust Policy: Defin-
ang the Interface, 43 U. CoLo. L. REv. 369, 377-78 (1972).



